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-PREFACE 


The small businesses of the country are still largely conducted | 

partnerships or sole proprietorships. Some few of the large 
isinesses are conducted as joint-stock companies or express 
usts. The great proportion of the business of the country 

however, conducted under the corporate form, and the 
rporation is by far the most important form of business 
ganization now in use. 

The latest available figures show over 320,000 corporations 
aking income tax returns, with invested capital of more than 
6,000,000,000. All of these corporations, in their organiza- 
mn and subsequent corporate existence, are confronted with 
any problems of procedure. It is the purpose of the present 
ork to furnish in a single volume, an accurate, practical, and 
mveniently arranged manual that will answer as nearly as 
ssible these constantly arising problems of corporate pro- 
dure—a work that will give the information so essential in 
e organization of a corporation—that will assist the secretary 
id other executive officers in its technical conduct after it is 
ganized—that will help the corporation treasurer in the solving 

his financial problems and outline the accounting procedure 
at must be followed bythe comptroller or other accounting 
ficial of the corporation in establishing an effective and ade- 
1ate system of accounts. The book is, in short, intended to 
eet the practical needs of all those concerned in corporate 
fairs—lawyers, bankers, accountants, corporation officers, and 
1siness executives generally. 

A work embracing so wide a field as “Corporation Pro- 
dure,’ must of necessity require the services of specialists 
its preparation. Accordingly the various phases of corpora- 
on procedure have been treated by the following authors: 
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“Corporate Law” by Thomas Conyngton, of the New 
York Bar, author of ‘Corporate Organization and Management,” 
“Business Law,’ and co-author of “Wills, Estates and Trusts.” 
Mr. Conyngton’s discussion of the legal and technical problems 
involved in the organization and management of the corpora- 
tion has been developed directly from his previous work, “‘Corp- 
orate Organization and Management.” The treatment is here 
brought up to date and enlarged by the addition of a detailed 
discussion of stock without par value, and also of the new form 
of business organization, closely allied to the corporation, 
known as the “express trust.’”’ The very practical collection 
of corporation forms which concludes the volume has also been 
supplied by Mr. Conyngton. 

“Corporate Finance” is based directly on the very excellent 
work ‘‘ Business Finance” by William H. Lough, President of 
the Business Training Corporation, and formerly Professor of 
Finance, New York University, School of Commerce, Accounts, 
and Finance. Mr. Lough is a writer of long experience and 
standing, and in adapting his material to the requirements of 
this manual, the original text has been adhered to as closely as 
the requirements of a co-ordinated and up-to-date treatment 
would permit. The discussion of “stock rights” appearing in 
this part of the volume is new, having been supplied by Thomas 
York, formerly of the staff of The Wall Sireet Journal, and 
author of “Foreign Exchange.” 

“Corporate Accounting” by R. J. Bennett and Paul W. 
Pinkerton. Both Mr. Bennett and Mr. Pinkerton are certified - 
public accountants of wide experience and active practice. Mr. 
Bennett is a member of the American Institute of Accountants, 
and also of the Ontario Institute of Chartered Accountants. 
During the war he was chief accountant inthe Division of Audit, 
State of Pennsylvania, for the United States Food Adminis- 
tration. He is also author of “Corporation Accounting,” 
“C. P. A. Questions and Answers,” “Accounting for Executives,” 
etc. Mr. Pinkerton is an Associate Member of the American 
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Institute of Accountants, manager of the Commercial Depart- 
ment of Coffield, Sanders and Company, of Indianapolis, and 
co-author of ‘‘Wills, Estates and Trusts.” The treatment of 
“Corporate Accounting” is based directly on Mr. Bennett’s 
work ‘Corporation Accounting,” co-ordinated, revised and 
brought up to date by Mr. Pinkerton and the author. 

In the discussion of corporate law and general procedure 
are given principles and also working details as far as can be 
done in a work intended to be used in every state of the union. 
It must be remembered that some of these matters are liable 
to be affected by the continually changing legislative enactments 
of the different states, which are too voluminous, too divergent, 
and too unstable to be brought into the present valume. Such 
variations from general practice must be obtained from the 
statutes of the particular state. 

Corporate finance is one of the most important and least 
understood responsibilities confronting the corporate officials. 
The aim here has been to give as clear and practical a statement 
of both principles and procedure as possible, introducing theory 
only where necessary to explain the usual practice or some 
divergence from the usual practice. Many of the matters 
discussed, as the proportion of fixed and working capital, the 
requirements and methods of borrowing, the distribution of 
profits, accumulation of reserves, etc., are general in their 
nature, applying to any other form of business organization as 
well as to the corporation.. They are, however, so fundamental 

-and so necessary to an understanding of practical corporate 
finance that they could not be omitted. 

The presentation of accounting procedure has been based on 
the best modern practice, and where good practice is not entirely 
uniform, or not fully established, the different methods are 
given, the reasons for divergencies are pointed out, and the 
advantages or disadvantages of the various possible courses are 
indicated. 

The concluding portion of the volume containing over 
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250 forms used in corporate procedure contributes largely to the 
usefulness of the book as a whole. These forms have been given 
for the most part as precedents, i.e., in completed shape, so as 
to avoid the usual blanks for variable matter. This gives a 
better idea of the form asa whole. At the same time the changes 
necessary to adapt the form to any special need are more readily 
made from the completed instrument than from one broken up 
by frequent and sometimes puzzling blanks. 

All those who have assisted in the preparation of ‘“‘Corporation 
Procedure” have written before on the same or closely connected 
subjects, and it is their hope that this result of their combined 
efforts will meet with the same friendly and appreciative recep- 
tion that was accorded their respective corporate writings 
when published as independent volumes. 


HucH R. CoNyNGTON 
New York City, 
May to, 1922 
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Part I—The Corporate Form 


CHAPTER I 
INTRODUCTION 


§ 1. Business Organization and the Law 


All business relations and organizations depend for their 
binding quality on the law. For that reason this introductory 
chapter presents in outline form a few of the more basic prin- 
ciples of the law of contracts, of agency, and of partnership, 
and an equally brief discussion of legal phraseology and of the 
distinction between common and statutory law—just those 
matters directly involved in the consideration of business 
organization, 


§.2. Law of Contracts 


All business relationships are founded on contracts. A con- 
tract is an agreement of such a nature that it may be enforced 
at law. The sale of goods, the appointment of agents, the 
employment of assistants, and all other business transactions 
are contracts, or are based on contracts. Both partnerships 
and corporations are based on contracts. 

The accepted legal definition of a contract is “an agreement 
between two or more parties, for a sufficient consideration, to 
do or not to do some specified thing or things.” 

It is an agreement and the minds of the parties “must 
meet.” 

There must be two legally competent parties to a contract 
and there may be more. 
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There must be a “consideration,” that is, a legal induce- 
ment or recompense in order to bind each party. If there 
were no consideration, it might be amatter of honor for a man 
to keep his promise, but the law would not compel him to 
keep it or to give the other party damages if he failed to keep it. 

There must be an obligation, or thing to be done. It may 
be to sell something, or to do something, or to pay money, or 
it may be not to do something the person would otherwise be 
free to do or not to do, 


§ 3. Law of Principal and Agent 


In modern business life many things are necessarily done 
by proxy. Consequently, the larger proportion of men in busi- 
ness are not acting for themselves but as agents for others. In 
al. forms of partnership and corporate activity the business 
that is done is done by agents. Therefore the subject comes 
up again and again in this volume. 

An agent is one who represents or is authorized to represent 
another person in some business transaction or transactions. 
The person or the corporation who is represented by an agent 
is called the “principal.” The relation between the principal 
and the agent is termed ‘‘agency.” 

The agent may be known as “agent,” “factor,” “broker,” 
“attorney,” “proxy,” “delegate,” or “representative.” A part- 
nership is represented by its members who are agents for the 
firm. A corporation is represented by its officers who are its 
agents. A corporation can contract in no other way than 
through its agents. 


$4. The Law of Partnership 


There are but two forms of business organization in general 
use: the partnership and the corporation. In this place it is 
only desired to stress those features of the law of partnership 
that differentiate it from the corporation. These features are 
inherent in the two forms of organization. 
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A partnership is the result of a contract between two or 
more competent parties, to combine their money, property, 
skill, or labor for the transaction of some lawful business for 
profit—it is nothing more than a group of individuals considered 
as individuals. 

In a corporation, on the other hand, the individuals are 
merged in the corporate entity. That is, the law allows a 
corporation to act as one person, while a partnership must act 
as a group. Hence, in a partnership each member is liable for 
the firm debts as if they were his own, while in a corporation 
a member is liable only for what he agrees to invest or has 
invested in its stock. 


§ 5. The Common Law 


The common law had its origin at a very early date. As 
soon aS men commenced to live in communities, certain rules 
of conduct were evolved, certain uniform methods of doing 
things grew up, and certain customs of dealing with each other 
generally prevailed. When disputes arose, they were decided 
by these rules and methods and customs. These, being made 
the basis of decisions, gradually acquired the force of established 
law, and so after a time, without any legislative action, the 
early communities came to have a considerable body of law 
which was called in England the “common law.” 

When this country broke away from England at the time 
of the Revolution, this common law was in use in the Thirteen 
Colonies, was retained thereafter, and became the foundation 
for our state and national systems of law. When the common 
law is referred to, it means this inherited law in contradistinc- 
tion to the laws passed by state legislatures and Congress, 
which are referred to as “statutory law.” Many features of 
the common law have been made doubly binding by being 
adopted by legislatures and enacted as part of the statutory 
law. On this account the common law and the statutory law 


largely overlap. 


s 
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§ 6. The Statutory Law 


The legislatures of the states and the Congress of the United 
States pass laws or statutes. These collectively are desig- 
nated as statutory law. 

The modern corporation is a creation of the law as passed 
by a legislature or by Congress. Hence, in dealing with cor- 
porate organization or the technical management of corpora- 
tions it is always necessary to keep in close touch with the 
statutes. As these statutes differ in the different states and are 
changed frequently, it is not possible to bring them all into a 
work such as this. 

It is, as intimated, necessary for the corporation lawyer or 
official responsible for the technical conduct of his corporation 
to-keep in close touch with the state laws and their changes. 
In the more populous states this is easily done as careful com- 
pilations may be secured, giving the laws relating to corpora- 
tions and the decisions of the courts on corporate matters. 
In other states the authorities usually issue the corporate laws 
in pamphlet form, and they may be had by application to the 
proper state authority—usually the secretary of state. 

The present book gives the principles of corporate law that 
prevail in all the states and form the basis of the statutory law, 
and in many cases calls attention to the variations of the basic 
law found in different states. For a working knowledge of 
these state laws, however, with their numerous variations, refer- 
ence must be made to the statutes of the particular state for 
which the information is desired. 


CHAPTER II 
BUSINESS ORGANIZATION 


§ 7. Economic Necessity for Organization! 


In a primitive society, no organization other than the natu- 
ral operations of the family unit would be called for; but so 
soon as any progress to a higher social order was to be made, 
some form of organized or co-operative effort was unavoidable. 
The greater effectiveness of team-work—of the united effort 
of two or more working together for a common purpose—gave 
those who could so co-operate a great advantage over the soli- 
tary individual. The same thing was true as each step in 
advance was taken, and for this reason the earlier forms of 
organization employed in business have in the course of ages 
developed into the present-day partnership and corporation. 


§ 8. Individual Management 


It is probable that there was a time when no business 
co-operation between equals was possible, and all trade and 
industry were carried on by individuals of exceptional initia- 
tive with the help of paid employees and slaves. Some such 
survivals are yet found, men of great ability and will-power— 
men who cannot brook opposition and who have so accus- 
tomed themselves to playing the game alone that they cannot 
or will not co-operate with others in any form of organization. 
Such men may go high in the business world but they neces- 
sarily work at a disadvantage compared with those who are 
able to co-operate with their fellows. 

It is possible to carry on successfully farming and various 
small businesses in this manner at the present day, and such 


1 See also Book II, Ch. II, ‘Organization for Business.” 
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individual enterprises often give the future business leader a 
valuable training in initiative and responsibility. When, how- 
ever, we come to enterprises of greater size, it is practically 
always necessary to take a partner or partners, or to incor- 
porate. There have been some few exceptions. For instance, 
John Wanamaker for many years conducted his great business 
under his individual management. He was, however, finally 
driven to incorporation, and at the present time there is in 
this country no single instance of a really great business con- 
ducted as a sole proprietorship. 


§ 9. Partnership 


The first advance in business organization was when two 
men found that they could work together in transactions for 
their joint advantage. It involved such relations of trust and 
confidence that in the early days it rarely extended to more 
than two partners. 

Partnership has always involved mutual authority and 
mutual responsibility. Each partner is an agent for the firm 
with unlimited powers. He can, in the scope of the partner- 
ship business, contract for the firm; and the firm is bound, 
and each partner to the extent of his entire fortune is also 
bound. Many men have been ruined by the fraud or the 
blundering of their business partners. ‘This is the defect of 
copartnership as a form of business organization. Each addi- 
tional partner increases the risk. It is not safe for anyone to put 
capital into another’s private business—save under special con- 
ditions or with specific contract reservations—because thereby 
he becomes himself a partner and may lose not only his invest- 
ment but also all that he has outside. It is this peculiar fea- 
ture of partnership liability that limits the utility of the part- 
nership as a form of business organization and has made the 
corporation so generally preferred.2 


2See Ch. III, ‘Advantages of the Corporate Form’; also Book II, Part I, “The Cor- 
poration.” 
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On the other hand, partnership has certain qualities of 
effectiveness which under some conditions make it superior to 
every other form of business organization. During the inves- 
tigation of the Steel Trust, Andrew Carnegie, who for years 
operated the business later acquired by the Carnegie Steel 
Company, made the following statement: 


I don’t believe that any corporation can manage a business 
like a partnership. When we were partners I felt that we could 
run around corporations. You take thirty-five young men 
interested in watching even a leak in a spigot, and no corporation 
can compete with such an organization in any business. 


There are practically no large commercial undertakings in 
the country conducted as partnerships. Endicott Johnson 
Corporation, Arbuckle Brothers, and the Baldwin Locomotive 
Works were among the last to ‘“‘succumb,” but all these are 
now corporations. 

Joint-stock companies are a form of partnership in which 
the investments of the partnership are represented by shares 
of stock. The holders of stock are, however, partners and are 
subject to the full liability of partners; on this account it is a 
form of business association rarely used. 


-§ 10. Business Corporations 


The favored modern type of business organization is the 
stock corporation. It owes its pre-eminence to the fact that 
it allows those who are not actively engaged to invest money 
in a business safely, that is, without risk of greater loss than the 
amount actually invested, and at the same time participate in 
full proportion in any profits that may be made. The impor- 
tance of this feature of the corporate organization is found in 
the fact that modern industry requires large amounts of capital. 


In our day practically all production is capitalistic. There 
are to be sure, marked differences in the degree to which capitalism 
is carried in various industries. Some industries, from their very 
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nature, seem able to use more capital than others located in the 
same city or country; and the industries in one city or country may, 
in general, use more than those in another. But, however great 
these variations, the fact remains that most industries can use 
all the capital available, and the more they use the higher is the 
productive efficiency to which they attain.* 


No form of business organization affords the facilities for 
securing capital from outside investors that are found in the 
stock corporation. On this account it is the typical modern 
business association, and with slight variations of form is found 
in use in every civilized country in the world. 


§ 11. The Charter‘ 


A partnership is formed by contract between the partners 
interested. A corporation is formed by a contract between the 
state acting through the state authorities on one hand and the 
incorporators (i.e., those who organize the corporation) on the 
other. The evidence of this contract is the charter, which is 
also termed a “certificate of incorporation,” or in some states 
the “articles of association.” The charter is an instrument in 
writing authorizing the incorporators and those that they asso- 
ciate with themselves later, to transact the business for which 
they have organized as a corporation. 

The right of organization to be a corporation and to 
carry on its particular business is based solely on its charter, 
which is its authority for existence. 


§ 12. The By-Laws° 


Because a corporation requires more detailed rules of action, 
its charter or the laws of the state give it the right to enact 
by-laws for its government. The charter is the basic law of 
the corporation, but these by-laws are adopted by its sub- 
scribers or stockholders to meet its need for more detailed 


3 Taylor on Principles of Economics, p. 90. 
4See Part V, ‘‘The Charter.” 
§ See Part VI, ‘‘The By-Laws.” 
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regulation. By-laws prescribe the issues and the transfers of 
stock, the meetings of stockholders and directors, and the power 
and authority of the directors. They also prescribe what officers 
the corporation shall have and their duties. In addition, they 
direct how the moneys and property of the company shall be 
kept and handled and how the by-laws themselves from time 
to time may be amended and changed. 


§ 13. Stock® 


For their varying investments in a stock corporation, the 
investors receive stock, which in this country is divided into 
equal portions or shares, usually of the face or nominal value 
of $100 each, though this may be $50 or $10 or less. Within the 
last decade, shares of no par value have been authorized. The 
amount of the shares issued makes up the capital of the cor- 
poration. The total amount of stock that may be issued is 
limited by the charter of the corporation. 


§ 14. Stockholders’ 


Those who subscribe for stock in a company or who later 
buy stock from those who have subscribed, are termed “stock- 
holders.” They are entitled to vote and to share in profits, in 
proportion to the number of shares each holds. If they have 
subscribed for stock, they are liable for whatever the par value 
of the stock may be, and when they have paid this they are 
entitled to certificates as evidence of payment and as a matter 
of convenience in making transfers of their shares. 


§ 15. Directors’ 


The stockholders of a corporation are usually too numerous 
and too much occupied to manage its affairs. Therefore, under 
the plan of corporate organization the stockholders elect three 
or more directors who collectively and acting as a board, have 


4 See Part III, ‘‘The Stock’System.”’ 
7See Ch. XVII, ‘‘Stockholders.”’ 
8 See Ch. XVIII, ‘‘Directors.” 
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the entire management and control of the corporate property 
and business. The directors must act as a board, in a duly 
assembled meeting, with a quorum present. 


§ 16. Officers® 


The board appoints officers and agents through whom it 
acts. The usual officers are a president, a vice-president, a 
treasurer, and a secretary. 

The duties of the president are to preside at meetings, to 
exercise general supervision over the affairs of the corporation, 
and to sign such instruments and perform such other proper 
duties as the board may direct. 

The usual duties of the treasurer are to care for the funds 
and finances of the corporation, and to sign such instruments 
as he is authorized to sign. 

The secretary’s duties are to keep the records of the meet- 
ings, to notify the members of meetings, and to perform such 
other secretarial duties as the board may prescribe. 

In some companies other officers are appointed, such as 
comptrollers, auditors, managers, counsel, and assistants to 
officers. Their duties may be prescribed in the by-laws, or by 
usage, or by resolution of the board. 


®See Ch. XIX, ‘‘Officers.”” 


CHAPTER III 


ADVANTAGES OF THE CORPORATE FORM 


§ 17. The Purpose of Business Organization 


The object of all business organizations is to combine good 
management with sufficient capital to conduct some business 
undertaking profitably. Because the corporation accomplishes 
this end more simply and more efficiently than any other form 
of organization in use, it has become the usual form in which all 
of the larger business enterprises are conducted. 

It is possible that the future will see the evolution of some 
improved form of business organization. Partnerships may 
perhaps be allowed to secure needed capital by issuing profit- 
sharing certificates that will involve the holder in no additional 
liability. Undoubtedly the corporate form could be much 
improved. It is, however, the best form of business organization 
now available. 


§ 18. Characteristic Features of Corporate Form 


As already stated, there are but two forms of business 
combination commonly used for conducting a business or 
an enterprise—the partnership and the corporation. The one 
is easily entered into, and as easily dissolved; the other is formal 
and more permanent. Men may drift into partnership; the 
law frequently implies it for them, or it may be made by a 
simple verbal agreement. Incorporation, on the contrary, 
may be had only by deliberate purpose, carried into effect 
through prescribed forms of law. A partnership may, and 
frequently does, exist without the knowledge of the partners; 
an incorporation is impossible except with the formally ex- 
pressed concurrence and participation of all the parties. 

17 
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The general and steadily increasing preference for the 
corporation over the partnership as a form of business organiza- 
tion is due to the very material advantages offered by the 
corporation, which may be summarized as follows: 


1. Its limitation of stockholders’ liabilities to a definite 
amount. 

2. Its distinct legal entity for all business purposes. 

3. The stability and permanence of its organization. 

4. The representation of the different interests in the 
corporation and its property by transferable shares. 

s. The management of the business by an elected board 
of directors, acting through officers and agents. 

6. The greater ease of securing capital under the corporate 
form because of its safeguards and advantages. 


These characteristic features of the corporate form are 
severally considered in the following sections of the present 
chapter. 


§ 19. (1) Limited Liability 

The subscriber to stock and the holder of stock not fully 
paid for are liable to the corporation, and indirectly to its 
creditors, up to the par value of their stock. In other words, 
if a corporation becomes insolvent, a subscriber to its stock 
whose subscription is not fully paid, or a holder of stock not 
fully paid for, can be held liable for the corporate debts up to 
the amount necessary to make his stock fully paid. In most 
states a subscription to stock or the holding of stock involves no 
further liability than this, and as soon as the face value of stock 
is paid this liability ceases and the holder is no longer, as a stock- 
holder, responsible for the corporation and its doings. 

Stockholders in national banks, and generally stockholders 
in banks, trust companies, and other moneyed corporations, are, 


1 See §§ 72, 174-176; see also 1 Cook on Corp., §§ 212, 213, 21/ : i 
v Stanford, 161 U.S. 412 (1896). Bu Pid Daz aaa United States 
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in addition to any subscription liability, held liable for an amount 
equal to the par value of their stock in case of the insolvency 
of their corporation. In some few states stockholders may be 
held for any debt due by a corporation to a laborer, servant, or 
other employee. 

The liability on unpaid stock is generally understood and 
is not inequitable. The further statutory liabilities, save those 
of moneyed corporations, are unfortunate, because of lack of 
uniformity and their uncertain action. Not infrequently they 
work serious hardships where stock is purchased in ignorance 
of their existence. They are always productive of litigation 
and the states in which they are found are to be avoided for 
purposes of incorporation.? 

These statutory liabilities, however, are exceptional and 
in the great majority of the states the one general rule pre- 
vails that a stockholder whose stock has once been paid in full 
is liable neither to assessment by the corporation nor to action 
by its creditors. The property of the corporation in which he 
is interested may be swept away, but his liability is fixed and 
limited. His investment will be lost but that is the worst that 
can happen. The unlimited responsibility of the partnership 
does not exist. 


§ 20. (2) Legal Entity of Corporation 


In the partnership every member must be made a party 
to all actions at law either by or against the firm, and no partner 
may sue or be sued by the partnership as a partnership. He 
cannot contract with his firm, nor enforce its obligations to him. 
The great inconvenience of this is manifest. On occasion it 
results in serious loss and injustice. It is a material defect of 
the system. 

The corporation, on the contrary, is a distinct legal entity, 
entirely apart from its membership. It may sue and be sued 


2 See §72. 
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under the corporate name. It may contract freely with its 
stockholders and even, under proper conditions, with its officers 
and directors. It may bring suit to enforce these contracts, 
and in turn may be sued by stockholders, officers, or directors. 
In short, for all purposes of ordinary business the corporation 
has a distinct, individual existence of its own.? 

In the famous Dartmouth College case,‘ Chief Justice Mar- 
shall described a corporation as “‘an artificial being, invisible, 
intangible, and existing only in contemplation of law.” It 
has been held that this definition should be limited, especially 
in those cases’ where it is sought to use the legal fiction of cor- 
porate entity to evade legal obligations or to work fraud or 
injustice. 

A later writer says: 


While a corporation may from one point of view, be considered 
as an entity without regard to the corporators who compose it 
the fact remains self-evident that a corporation is not in reality a 
person or a thing distinct from its constituent parts. The word 
“corporation” is but a collective name for the corporators or 
members who compose an incorporated association; and where it is 
said that a corporation is itself a person, or being, or creature, 
this must be understood in a figurative sense only.® 


§ 21. (3) Permanence 


The ordinary partnership depends for its continued existence 
upon the continued life, sanity, solvency, and consent of each 
one of its members. It is always readily, and often unavoidably, 
terminated. This easy and at times undesirable dissolution is 
disturbing, and, with its possible resulting loss of business and 
good-will, is a serious defect of the system. 

In the corporation, permanence and stability are charac- 
teristic features. The organization endures until terminated: 


3 1 Cook on Corp., §§ I, 6, II. 

4 Trustees of Dartmouth College v. Woodward, 4 Wheaton (U. S.) 518 (1819).., 

5 Morawetz on Private Corporations, §§ I, 227; Garrigues v. Int, Agricultural Corporation, 
159 App. Div, (N. Y.) 877 (1913), 
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1. By voluntary dissolution, which must usually though not 
invariably be by unanimous consent of the stockholders. 

2. By the expiration of the period for which it was formed. 

3. By judicial proceedings. 

4. By forfeiture of charter by the state. 


The foregoing are the only methods recognized by law by 
which the corporation may be terminated. The lives, the men- 
tal or financial condition of its stockholders, the antagonism of 
an individual or faction, need have no effect on its existence. 
This permanence adds materially to the value and efficiency 
of the corporation as a mechanism for the transaction of 
business. 

In some few states the maximum term for which charters 
are granted is twenty years. In others it is fifty. In others 
there is no limitation, and the duration of the corporation may 
be fixed at any desired period, or may—at least in theory— 
be made perpetual.¢ 


§ 22. (4) Stock System 


In a partnership there is no satisfactory or generally recog- 
nized method of expressing and representing the individual 
interests of the partners. Nor is there any way, save by con- 
sent of all the parties interested, by which a partner may 
transfer his interest in whole or in part to another person. 
Such a transfer, unless by general agreement, dissolves the 
firm. i 

In stock corporations the exact reverse obtains. Under a 
fixed and well-ordered system the various interests of the 
parties in whom the ownership of the corporation rests are 
expressed as equal parts, or shares, of the whole. These shares 
are, as a matter of convenience, represented by quasi-negoti- 
able certificates of stock, which may be transferred as desired 
with but little formality and without affecting the operations 


6 2 Cook on Corp., § 628; Swan, etc,, Co, v. Frank, 148 U.S. 603 (1893). 
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of the corporate business. Each stockholder votes according 
to the number of shares he holds, and participates in dividends 
in like proportion. The convenience and the obvious business 
advantages of this method of holding and transferring interests 
in the corporation are the most attractive features of the cor- 
porate system. 


§ 23. (5) Corporate Mechanism 


The partnership has no definite method of action or sys- 
tem of management. Any partner may bind the partnership 
within the scope of its business and no one partner has any 
more legal authority than another in partnership affairs. There 
is no legal way of enforcing the wishes or decisions of the 
majority. On the other hand, the stable, well-defined, and 
orderly system of administration characteristic of the cor- 
poration is one of its most admirable and important features. 
The election of a board of directors by the stockholders vot- 
ing according to their stock interests; the election of officers 
and the appointment of agents by this board for the direct con- 
duct of the business; the supervision and control of these offi- 
cers and agents by the board; the orderly action of the board 
as a body at meetings called in accordance with by-law or 
charter requirements—these constitute the best working 
mechanism for the conduct of a business enterprise that has 
yet been devised. 

The several functions of the stockholders, directors, and 
officers, the well-defined laws and usages governing every fea- 
ture of corporate operation, the records to be kept, the reports 
to be made, and the protection afforded its members, combine 
to make a system compared with which the workings of the 
ordinary partnership are crude and inadequate. 

‘The corporate organization may be and should be based 
on a division of powers and duties and the operation of mutual 
checks and balances. If well arranged and properly conducted 
its operation is effective and satisfactory. It must be observed, 
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however, that the ideal corporate organization is not ordinarily 
attained, being lost through ignorance, negligence, or lack of 
experience. Safeguards and checks are omitted or purposely 
set aside by promoters and exploiters; a charter and by-laws 
weil adapted for one corporation often are stupidly duplicated 
for the use of another corporation of wholly different design 
and purpose; frequently measures of protection or convenience 
are omitted through ignorance on the part of the incorporators. 

To avoid such errors and, with due regard to the rights 
of all concerned, to secure an effective and smoothly working 
corporate mechanism, requires skill and intelligence in the 
organization of the corporation. To maintain its proper oper- 
ation thereafter demands an honest, capable administration 
and watchful care on the part of those interested. 

It may be stated in passing that no system of conducting 
business has been or can be devised that will protect the in- 
terests of those concerned automatically and without effort on 
their part. Our corporation laws are, it must be admitted, far 
from perfect, but the best laws are of no effect unless enforced, 
and the most effectual and well-devised system of business 
organization may be turned to evil ends unless efforts in this 
direction are opposed. All that can or should be done by the 
corporate organization is to afford the weak an opportunity to 
protect themselves should the need arise. If they will not avail 
themselves of such opportunity when the time comes, it is they 
who are at fault, not the system. 


§ 24. (6) Attractiveness to Investors 


Speaking generally, any considerable combination of capi- 
tal is impossible under the partnership system. No matter 
what the merits of the enterprise nor how great the induce- 
ments offered, they are outweighed by the dangerous liabilities 
and uncertain operation of the unincorporated form. For this 
reason any appeal to the investing public on the basis of a 
partnership or joint-stock association is foredoomed to failure, 
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On the other hand, the corporate form has been found 
most attractive to investors. It enables them to invest or par- 
ticipate to a definite extent without rendering themselves in- 
definitely liable. It has a continued period of duration, usually 
lasting until insolvency or voluntary liquidation. The busi- 
ness interest obtained may be sold, transferred, or transmitted 
to posterity with little formality and without material expense. 
Its mechanism operates in well-defined grooves and the rights 
and liabilities of all concerned are well known. It has its own 
personality, and stockholders are not involved by its actions, 
nor are they responsible for its obligations beyond their liability, 
if any, on stock. 

For these reasons, if it is desired to raise capital for an 
enterprise or to increase the amount already invested, the ob- 
vious method and the one almost invariably pursued is to in- 
corporate the undertaking and sell the securities of the company 
so formed. 

Outside investors may be allowed to come in on the same 
basis as the originators, but because those who have created 
the enterprise generally wish to control it, and later investors 
are more desirous of safe profits, it is usual to divide the stock 
into common or voting stock and preferred stock with no voting 
power but with a preferred dividend, that is, a dividend equal to 
or a little more than the usual interest rate, paid before the 
common stock receives anything.7 

In this connection it may be observed that if the attrac- 
tiveness of the corporation as a field for investment is to be pre- 
served, it is essential that those features which serve to protect 
the interests of the investor shall be maintained and their 
scope enlarged. Under existing laws it has happened many 
times that exorbitant and even fraudulent prices have been 
paid for the properties taken over by newly organized corpo- 
rations. Undue power and emoluments have been given to 


7 See Ch. XI, ‘Preferred Stock’’; see also § ror. 
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the original promoters. Rights of minority stockholders have 
been denied, and the smaller investors have been debarred from 
any knowledge of the inner corporate operations. 

The immediate result of such practices has been very 
prejudicial to promotion. Much money that would otherwise 
have been available for the development of new enterprises 
has gone into the better known bonds and particularly into 
the safe haven of the savings bank, where returns are small 
but where all the conditions are clearly defined and both 
principal and profits are secure. 


§ 25. Résumé 

From the preceding considerations it seems that the char- 
acteristic features of the corporate form which have led to its 
extended use are: 


-1. Its efficiency, which is curtailed only by ignorance or 
lack of skill in its organization. 

2. Its convenience, which is inherent in the corporate sys- 
tem and requires no special attention. 

3. Its safety, which is the one point above all others that 
requires attention, not only because it is the one most apt 
to be overlooked, neglected, or omitted by intent, but 
because it is the most important feature of any business 
enterprise in which a number of people are concerned. 


The corporation is, from its nature, a democratic institution 
and the safety of the investors’ interests should be a first essen- 
tial. The majority must rule, but the rights of the minority 
demand that this rule be fair, open, and honest. Due adjust- 
ment of all equities should be made so that all interests are 
represented, none are favored at the expense of others, the 
general business is facilitated, and the profits are fairly ap- 
portioned. This is the true ideal of corporate organization, 
and that corporation is the most ably organized and conducted 
which most nearly approaches this ideal. 


CHAPTER IV 
DISADVANTAGES OF THE CORPORATE FORM 


§ 26. General . 

It seems only fair to give both sides of the shield, and to 
point out to those proposing to incorporate, certain matters 
that may well give them pause. Many times small businesses 
are incorporated when the expense and inconvenience involved 
are not compensated by the advantages that have been set 
forth. 

The corporate form has its advantages and also its dis- 
advantages. Its advantages have been discussed with some 
detail in the preceding chapter. Its disadvantages—discussed 
in the present chapter—lie mainly in the somewhat invidious 
taxes imposed upon corporations and the somewhat onerous 
reports required of them by state and federal legislation. The 
objection so frequently urged against the corporate form that 
it does not afford protection to minority interests is considered 
at length elsewhere.! 


It is practically impossible for a corporation doing business 
over a wide territory to have that assurance of its rights which a 
sound and stable business demands. It must keep constantly 
on the alert to guard itself against the enactment of new legislation 
and must keep counsel constantly at work to ascertain what the 
meaning of new laws is. It often happens, that as soon as a 
particular question has been decided by the courts, the law 
construed has been repealed and a new one put in its place, of 
which construction must be had at the cost of litigation and 
uncertainty before its effect will be known. The resistance of 
corporations to statutory regulations gives rise to a popular 
belief that corporations are not law-abiding bodies, although the 
corporation may be resting its resistance upon just grounds. 


1Ch. LVITI, ‘‘Protection of Minority.” 
22 
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The corporation must, in opposing what appears to be destructive 
legislation, pay the price of an unpopularity which reacts in 
further legislation or in unfavorable verdicts by juries. In the 
true sense of the words, therefore, it cannot be said that corpora- 
tions stand before the law with the same rights as individuals.” 


§ 27. Onerous Legislative Requirements 


Within the last few years the costs and burdens imposed 
on corporations by the legislatures of the various states and 
finally by federal legislation have materially increased—so 
much so that before deciding in any specific case to incorporate 
a business it is advisable to investigate carefully and deter- 
mine just what obligations the proposed incorporation will 
entail. 

Where it is desired to secure the investments of a number 
of people in a business enterprise, incorporation offers such 
advantages that it is practically the only possible form, and in 
such cases the only recourse is to minimize the disadvantages 
as far as may be done. Not infrequently, however, when the 
incorporation of an existing partnership or individual business 
is under consideration, the conscientious lawyer is compelled to 
counsel against such a step and advise his clients to bear the 
ills they have rather than to incur the taxes, annual reports, 
and other onerous burdens imposed on corporations. 

According to a famous French minister, the whole prob- 
lem of taxation is, as in plucking geese, to secure the most 
feathers with the least squawking. Proceeding upon this primi- 
tive principle, both state and national legislators have found 
the line of least resistance in the corporation and have taxed 
it unreasonably. 

As a matter of fact and fairness, private corporations should 
not pay higher taxes or be called upon for more onerous reports 
than individuals or partnerships engaged in like enterprises, 
save as to the small fees for filing and recording where cor- 


2 Sears on Trust Estates as Business Companies (1921), § 4. 


24 CORPORATE LAW [Bk. I- 


porate instruments are required to be filed in public offices. 
The business corporation, as such, enjoys no franchise or 
monopoly; it merely employs a convenient form of business 
organization. If this form facilitates the transaction of busi- 
ness and is superior to the partnership form of business organi- 
zation, its use should be encouraged, not hindered. 

So far as holding corporations and trust combinations are 
harmful they should be prohibited, for taxes levied on them 
are no compensation for the harm they do, and do not benefit 
those who suffer from their abuse of power; public utility 
corporations may well pay some compensation to the public for 
the monopolies they enjoy, either in increased taxes or in the 
form of regulated rates; but ordinary private corporations 
should not be hampered unnecessarily in any way, and should 
be taxed only for the property they hold and at no higher rate 
than individuals and partnerships. 

In those localities where it is customary to discourage 
enterprise and punish industry by levying occupation taxes, 
corporations should pay the same as individuals and partner- 
ships, but no more. In other words, the corporate form should 
bear its part of the burden of taxation but should not be handi- 
capped with more. 


§ 28. Summary of Taxes and Reports 


The taxes and reports required of corporations may be 
generally summarized as follows: 


Taxes: 
1. Organization taxes payable to the state of incor- 
poration. 
2. Annual franchise taxes paid to the state of incor- 
poration. 


3. Annual taxes on property. 
4. State income taxes (in some states). 
5. State inheritance taxes (in most states). 
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6. Stock transfer taxes (in New York, Massachusetts, 
and Pennsylvania). 

7. Taxes and license fees in each state outside the home 
state in which the corporation does business. 

8. Federal taxes. 


Reports: 

. Local tax reports. 

. state tax reports. 

. Federal tax reports. | 

. Annual reports of officers, ete. 

. Reports in each state outside the home state in which 
the corporation does business. 


mm BW ND H 


These corporate taxes and reports will be severally con- 
sidered in the following sections. 


TAXES 


§ 29. (1) Organization Taxes 

These are taxes imposed by the state as a preliminary to 
‘incorporation. They range from a nominal fee, as in Arizona, 
to a tax of 44 of 1% on the entire authorized capital stock, 
as in Pennsylvania. In connection with the tax there are 
included sundry filing fees that increase the total. In them- 
selves the organization tax and fees are not serious as they have 
to be paid but once.’ 


§ 30. (2) Annual Franchise Taxes 


The corporate franchise is the primary franchise, that is the 
right or privilege, granted by the state, of being a corporation, 
and of doing such things, and such things only, as are authorized 
by the Charter. 


The amount of the annual franchise tax, as in the case of 
the organization tax, varies widely. In Louisiana, Nevada, 


3 See Ch. VIII, ‘‘Cost of Incorporation.” 
414 Corpus Juris, § 160; see also § 199. 
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and some few other states, there is no franchise tax, and from 
this it ranges up to % of 1% on actual values in Penn- 
sylvania. The tax is a distinct special imposition upon the 
corporate form—a payment for the privilege of transacting 
business as a corporation. It is in addition to, and entirely 
separate from, the annual property taxes mentioned in the next 
section. The franchise tax, while not entirely equitable, is a 
source of much revenue to the more important incorporating 
states.” . 


§ 31. (3) Annual Property Taxes 


These are the same in character and amount as the prop- 
erty taxes paid by individuals, and are therefore justly imposed 
on corporations. The corporation, however, is at some dis- 
advantage in this matter, as it cannot evade the taxes in the 
very facile way that individuals do. This being true, it fre- 
quently happens that an incorporated business pays a much 
larger property tax than it did before incorporation, even 
though its property holdings have not increased. The property 
tax is, however, the one corporation tax to which no just ex- 
ception can be taken. It is theoretically at least uniform, equi- 
table, and proper. 


§ 32. (4) State Income Taxes 


Several states—notably Massachusetts, Wisconsin, Con- 
necticut, and West Virginia—impose a tax upon the net incomes 
of corporations from business transacted and capital invested 
in the state. In each of these states the tax is upon the income 
of all corporations doing business in the state, foreign as well 
as domestic. In West Virginia the tax is an excise tax imposed 
for the privilege of doing business within the state. Neither 
Wisconsin nor Connecticut imposes any annual franchise tax 
upon corporations, but in West Virginia the excise tax is in 


5See § 76. 
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addition to the other usual taxes, making the corporate burden 
a heavy one. 

New York has recently imposed a 444% tax upon the net 
income of two classes of corporations, ‘manufacturing’ and 
“mercantile” corporations. The tax is denominated a franchise 
tax but a new feature is that it exempts the corporations subject — 
to the act from all personal property taxes. As in other states, 
the tax applies to foreign as well as domestic corporations and 
when only a portion of the company’s business is transacted 
within the state the tax is proportionately reduced. 


§ 33. (5) State Inheritance Taxes 


An inheritance tax is now imposed in all of the more im- 
portant states, and when incorporation is contemplated the in- 
heritance tax laws of the state of incorporation are an element 
to be considered, especially in the case where the incorporation 
is to take place in a state other than the state where the new 
company is to do most of its business. Under such circumstances 
there may in some cases be double and even triple taxation by 
the states. 

If the state in which the decedent resided has an inheritance 
tax, the transfer will be taxable in that state irrespective of 
whether the stock held by the decedent is stock of a foreign 
or a domestic corporation. If the corporation is a foreign 
corporation a second tax may be imposed in the state of in- 
corporation, depending upon whether that state imposes a tax 
upon the devolution of stock in a domestic corporation held 
by a non-resident. 

In most of the states, stock in a domestic corporation held 
by a non-resident decedent is subject to the inheritance tax. 
In New York, stock held by a non-resident decedent is not 
subject to the inheritance tax unless the corporation holds 
real property in New York, in which case the stock is subject 
to a tax for such proportion of its value as the real property 
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held by the corporation in New York State bears to the entire 
property of the corporation. The law applies to stock in both 
foreign and domestic corporations, but excepts from its pro- 
visions certain classes of corporations, including transporta- 
tion, moneyed,é and manufacturing companies. At the present 
time stock in a New Jersey corporation which owns real estate 
in New York, that is held by a decedent residing in Delaware, 
might be subject to taxation under the inheritance laws of 
Delaware, New Jersey, and New York. 

Usually the corporation is required either to collect the 
taxes or to refuse transfer of the stock on its books until the 
tax has been paid or a waiver is obtained from the state officer 
charged with the collection of the tax. 


§ 34. (6) Stock Transfer Taxes 


In New York, Massachusetts, and Pennsylvania a stamp 
tax of 2 cents on each $100 of face value is imposed on 
every sale or transfer of stock in the state, whether the cor- 
poration is domestic or foreign. The statutes of the various 
states and the rulings thereunder are very similar. In addition 
to the money fmes imposed for failure to comply with the law, 
the statutes of each state provide that a transfer of stock 
made without paying the tax cannot be made the basis of any 
action or proceeding in the state courts. A share of stock 
sold in one of the three states named and transferred in another 
is taxable in both jurisdictions. 


§ 35. (7) Taxes on Foreign Corporations 


All corporations having a place of business in states other 
than that in which they are incorporated, are required to con- 
form to the local laws regulating foreign corporations. These 
laws usually require a license to do business—for which pay- 
ment must be made—and the payment thereafter of an annual 


6 A ‘‘moneyed”’ corporation is a bank, trust company, or other financial institution. 
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tax. In some states the tax imposed on foreign corporations 
is so onerous that it is economy to organize a small local sub- 
company to conduct the operations necessary in such states. 
The taxes imposed on foreign corporations are usually on 
the same basis as those imposed on domestic corporations, but 
in most states the franchise or equivalent tax is imposed only 
on the proportion of capital stock actually employed in state. 


§ 36. (8) Federal Taxes’ 
The federal taxes which affect corporations are as follows: 


(a) The income tax 

(b) Excess profits tax 

(c) Capital stock tax 

(d) The stamp transfer tax 
(e) The inheritance tax 


These are referred to but briefly in this work. To treat the 
subject adequately would require more space than is here 
given to the entire subject of corporate organization and 
management. 


§ 37. Corporation Income Tax* 


The federal tax on net corporate income is from January 1, 
1922, 12%4%. The net income is found by deducting from 
gross income the allowable deductions. 


§ 38. Excess Profits Tax 9 


The tax on excess profits will happily cease from January 1, 
1922. It will have to be paid on the net income for 1921 if 
this is above $3,000. It is computed on the basis of the income 
as shown by the returns made for the normal tax. Its complexi- 
ties frequently require the aid of a skilled accountant. 


7See Ch. XLI, ‘Stock Transfer Taxes—Corporate Taxes.”’ 
8 See § 389; see also Montgomery on Income Tax Procedure (1922). 
§See § 390. 
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§ 39. Capital Stock Tax’” 


The capital stock tax is imposed only upon corporations 
having a capital stock of the fair average value for the pre- 
ceding year in excess of $5,000, and is a tax of 1/te of 1% upon 
such excess. Reports are due and tax payable in July. 


§ 40. Federal Stock Transfer Tax " 


The Federal Revenue Law of 1918 prescribes a stamp tax 
of 5 cents on each original certificate for $100 of face value or 
fraction thereof, and on all later transfers of stock a stamp 
tax of 2 cents on each $100 or fraction thereof. 


§ 41. Federal Estate Tax 


The federal estate tax is an inheritance tax on all estates 
amounting to $50,000 or more. Corporate stock, like all other 
forms of property, is subject to the tax, and the law imposes 
the duty upon the corporation or transfer agent to collect 
the tax or see that the same is paid or that no tax is due before 
transferring stock upon the corporate books. 


REPORTS 


§ 42. (1) Local Tax Reports; (2) State Tax Reports 


Local tax reports, made in connection with the usual prop- 
erty taxes, are similar to those of individuals. 

A state tax report or reports are required of corporations, 
primarily for purposes of taxation, but beyond this they are 
required to supply a record of the officers and directors of the 
corporation and such other data as may be deemed necessary. 


§ 43. (3) Federal Tax Reports 


The income tax report is simple to prepare under a well- 
arranged, modern accounting system, but otherwise it.is diffi- 


10 See § 388, 
4 See § 386. 
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cult and troublesome. The report must be filed on or before 
March 15, and covers the calendar year ending December 31, 
preceding, unless the corporation designates the last day of 
some other month as the closing of its fiscal year and gives 
proper notice to the collector. In such case the report will 
cover the fiscal year so designated, and the dates for filing 
the report and for payment of the tax will be adjusted ac- 
cordingly. 

The government regulations require that reports for the 
capital stock tax be filed by every corporation doing business 
in the United States. The report must be filed in July of each 
year and covers the preceding twelve months. 

Failure or refusal to file either of these reports within the 
time required by law, or the filing of a false or fraudulent 
return, renders the corporation liable to a severe penalty and 
an additional tax to be added to the assessment. 


§ 44. (4) Annual Reports 


In addition to the tax report, many states require the filing 
of another report, usually in January of each year or other- 
wise at some specified time after the annual meeting, giving 
the names and addresses of the corporate officers and directors, 
and the location of the principal office in the state. The report 
is usually simple and is a reasonable requirement, as parties 
having claims against the corporation or desiring to institute 
actions against it should have reliable information as to who 
the officers are and where they can be found. 


§ 45. (5) Reports of Foreign Corporations 

The corporation is usually required to make reports in 
each state in which it does business. These reports are in 
most states similar to those required to be filed by domestic 
corporations. 


stator tip ito halth gifegee wun poser o! f 


~ beoradrpagel REDO heey webey dea Bae 
: lo Yeh Jesl, ot eaagyreieobundt frog, 
' 7 > , \ ae 

OMT, jones TAI BOE ohh do abehe eis) onli 


. Sewe Ptewpsys gt .genr) thai t L STOR altar att ial ject 
“Wilh tol 2otah old rte hata tuivaly oe may - Lape 7, 
“aa ths) sedi. new eee ts. -2ehe nok 8 % hones rg 


‘ 
\ 


Pt eer j 


1 BEY OY pre . as! A Te Huommyo. 


TOTO yres “hsb ldwdyccgs ahote a i 
li} od Oe TTIOG ATS ease batintt iy 
tlt Ror »sviows pi athso: VG ely 219700 TS 18 


4 * r * Ln ie 
7 SsynF iO WIP SHE oF fpertey bite oul ad 
Gliw cig steal YG eal tad bod 
. alk asf H 


2927 SDIGHL SPORR ey pr aif Phorm 
io “* aig ark us fal Fy fou . <= a yu lenoini 0 


Sits Hye Ei LL S ES betel 4 bak noiitbbe 
i _ ig VI Bilt if rite vile Mead iP ai toilto 


. i ns - ) Pe oa 0 

AL DOR rae et OTHI29 IQé fs 3 
steioqus of 1 eee rita ae ub 5 
; } i ; Kn Aue J t& 

DIF IE EYE] tS dy matte ¢ CMitGH a0 


ae 


. i 


, ; ; lie <t it 
AROS IQIOC 3 ny aot ta shoget i Sh al 
r 


7 ts ig 
Qt ‘hotivper. yilezsag al_noiletogios a 
OO Fi TIO gaat f 


Bey roger saad Tl. " zhonend « taly tH eae ant mo, 


y . Pe’ ih a ny Be me pie i 


Part II—Pre-Incorporation Considerations 


WE Ly, 


SUBSCRIPTION LISTS AND CONTRACTS 


§ 46. General 


In former days the subscription list was regarded as a 
necessary preliminary to incorporation. It was circulated to 
determine whether sufficient support could be obtained to 
justify the proposed incorporation or, if this were already 
known to be the case, to commit the subscribers definitely and to 
fixed amounts before the organization was actually under- 
taken. 

Now the corporation is usually organized first, property of 
some kind is taken over, and stock is then sold or subscriptions 
solicited to raise any needed capital. Under this plan the sub- 
scription list is of much less prominence and importance than 
formerly. 

There are, however, still many cases of incorporation in 
which the preliminary subscription is employed and is, at 
times, essential. The farmers of a neighborhood may wish to 
establish a creamery or a co-operative store; in some growing 
town the citizens may wish to combine their efforts for the 
construction of an electric plant, the organization of a bank, 
the opening of a library, or the establishment of some local 
industry. In such event the subscription list is circulated 
as the first step toward the formation of the contemplated 
corporation. Also in other cases, memoranda or agreements, 
which are the equivalent of the subscription list, are entered 
into between the parties interested, and these are the prelimi- 

33 
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nary and definite steps towards the intended corporate or- 
ganization.1 


§ 47. Nature of the Subscription Contract 


Prior to the organization of the corporation, the ordinary 
subscription is merely a continuing proposition from the sub- 
scriber to the proposed corporation for the purchase of a speci- 
fied amount of stock. At this stage the subscription is not 
a complete and enforceable contract, because the other party 
thereto—the proposed corporation—has no legal existence, 
and, until the corporation is formed, the death, insanity, or 
voluntary withdrawal of. the subscriber would cancel the pro- 
position and thereby terminate the proposed contract.? 

After the corporation is organized and, by either expressed 
or implied acceptance of the subscriptions to its stock, has 
completed its part of the contract, the subscription list becomes a 
binding agreement between the parties thereto, and the corpora- 
tion may, if necessary, bring suit for specific enforcement. 

To avoid the possibility of revocation which is characteristic 
of the ordinary subscription list before its acceptance by the 
corporation, subscriptions are frequently made payable to 
trustees, who act for the corporation in the matter, undertaking 
its organization, and where desirable the collection of the 
subscriptions in whole or in part. Under such a contract 
properly drawn, the subscriptions, if unconditional, are binding 
as soon as made; if conditional, as soon as the conditions are 


fulfilled.s 


§ 48. Effect of Acceptance of Subscription 


The acceptance of a valid subscription by the corporation 
not only renders the contract a binding one but also, of itself, 


_ 1 See also Book III, Ch. VII, ‘Stock Subscription System’’; and Book IV, Ch. IV, ‘“‘Sub- 
scription Lists.” 
? Hudson R. E. Co. v. Tower, 156 Mass. 82 (1892);s. c., 161 Mass. 10 (1894). 
3 10 Cyc. pp. 388, 389, 304, n. 57; 1 Cook on Corp., §§ 71, 72, 75. 
4 Horseshoe Pier, etc., Co. v. Sibley, 157 Cal. 442 (1910). 
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constitutes the subscriber a stockholder of the corporation. If 
his subscription is made to a trustee for the corporation, he 
becomes a stockholder as soon as the corporation is organized 
and his subscription turned in by the trustee. In either case 
nothing further is necessary to establish him legally in this 
position nor in the enjoyment of his rights as a stockholder. 
The delivery of the stock certificates, while a formal recognition 
of this status, confers nothing that he did not have before, being 
simply a convenient evidence of his stock interest. 

These cases in one court in which the subscriber to capital 
stock has been treated as a stockholder are cases in which the 
contract between him and the corporation showed that he was 
a stockholder having complied with the terms of his subscription 


and all that was required upon his behalf was a certificate 
evidencing the same 5 


Even though the subscriber never pays his subscription, he 
is a stockholder from the time of the acceptance of his subscrip- 
tion until such time as by proper procedure his subscription is 
canceled or forfeited for non-compliance with its conditions.* 

On the other hand, it is to be noted that the corporation 
when organized is under no compulsion to accept or recognize 
the ordinary subscription to its stock. The subscriber is not 
bound, neither is the corporation, until the contract is completed 
as to both parties by the acceptance of the subscription by the 
corporation.7? If the subscription is made to a trustee for the 
corporation and is accepted by him, this would make a binding 
contract between the subscriber and the trustee, but would 
not bind the corporation until its acceptance of the subscription, 
expressed or implied. If the corporation accepted the benefit 
of the trustee’s act, it would thereby also accept the trustee’s 
contracts, from which such benefits accrued. The very fact 
of the organization of the corporation by the trustee, or trustees, 


5 Kruse v. Brewing Co., 79 N. J. Eq. 392 (1911). 
® Clark & Marshall, §§ 366, 378b, and cases cited. 
7 Hudson R.R. Co. v. Tower, 161 Mass. 10 (1894); s. c., 156 Mass. 82 (1892). 
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might be held to be an acceptance of the subscription contracts 
which rendered such incorporation possible. 

Usually, however, the acceptance of subscriptions by the 
corporation does not enter into consideration, such acceptance 
following its organization as a matter of course. Litigation 
may be necessary to compel payment of subscriptions, but not 
usually to compel their acceptance by the corporation, 


§ 49. Exception to Rule in New York 


In New York, contrary to the weight of authority else- 
where, the courts do not treat an original subscription to stock 
in a corporation thereafter to be formed as a continuing offer, 
but hold that, to be enforceable, it must contain all of the 
elements of a valid contract at the time it is made. Consequently 
they will not enforce a simple subscription for stock in a corpora- 
tion thereafter to be formed, but lay down the rule that, to be 
enforceable, such subscription must amount to an agreement 
between two or more parties to form the corporation and to 
take stock therein, and that only after its formation by such 
parties, or by someone authorized to act for them in this regard, 
can the subscription to stock be enforced by the corporation 
when formed.® 


§ 50. Subscriptions Made as Part of Incorporation 


Subscriptions made as part of a prescribed statutory form 
of incorporation are irrevocable as soon as made.’ ‘This applies 
to a certificate of incorporation wherein the parties executing 
it appear as subscribers to designated shares of stock. It also 
applies to subscriptions made on books or lists opened by com- 
missioners where this is part of a prescribed statutory form of 
incorporation. 


8 Avon Springs Sanatarium vy. Weed, 189 N. Y. 557 (1907); Sanders v. Burnaby, 166 
ee ORG (rots). = : D H Shoe C 

2 Clar arshall on Corp., § 451e; Dupee vy. Horse Shoe Co., 117 Fed. 40 (1902); 

Stevens v. Episcopal Church History Co., 140 App. Div. (N. Y.) 570 (oro) guitPo2) 
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It has been held in some cases that where a statutory form 
has been prescribed for taking subscriptions, those taken in 
any other form are not binding.!° This does not seem reasonable, 
and there is good authority for the contrary view. 

After the completion of any subscription agreement by the 
proper action of both parties thereto, it becomes a simpie con- 
tract and subject to the usual laws of contracts. 


§ 51. Subscription Distinguished from Agreement to Buy Stock 


The subscription to stock must be distinguished from an 
agreement to purchase stock.!2 In the first instance the sub- 
scriber becomes a stockholder immediately upon the acceptance 
of his subscription by the corporation. In the latter case he 
does not become a stockholder until the consummation of his 
agreement and the delivery to him of his certificates of stock. 
A subscription list might be so worded as to be merely an 
agreement to purchase stock, in which case the subscribers 
would not be stockholders until they received their certificates 
of stock.1 

As a general rule the courts construe subscription agreements 
very liberally in accordance with what appears to be the intent 
of the parties, but a direct statement that “We, the undersigned, 
hereby agree to subscribe, etc.,” instead of the proper form, “We, 
the undersigned, hereby subscribe, etc.,” might have a very dif- 
ferent legal effect from that intended.'4 An agreement beginning 
“We, the undersigned, severally promise and agree to and with 
each other that we will associate ourselves into a corporation, 
etc.,” was held good in Massachusetts.15 


b} 


10 Poughkeepsie, etc., Co. v. Griffin, 24 N. Y. 150 (1861); Shelby Co. Ry. Co. v. Crow, 
Mo. App. 461 (1909). 
"7 yes 7 392, n. 42; Planters, etc., Co. v. Webb, 144 Ala. 666 (1905). 
12 Morawetz on Corp., § 61; 2 Clark & Marshall, § 382; Wood Harvester Co. v. Jefferson, 
71 Minn. 367 (1898); Palais du Costume Co. v. Beach, 143 S. W. 852 (1912). 
13 See Book IV, Ch. IV, ‘‘Subscription Lists.” F 
14 General Electric Co. v. Wightman, 3 App. Div. (N. Y.) 118 (1896); Palais du Costume 
Co. v. Beach, 143 S. W. 852 (1912). 
rar Athol Mais Hall Co. v. Carey, 116 Mass. 471 (1875). 
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§ 52. Form of Subscription Contract 4 

Generally the form of the subscription list is of small im- 
portance if the intent of the parties is clearly expressed. Ex- 
cept for the difficulty of proof, a verbal subscription, if within 
the statute of frauds, would be binding.16 

As a matter of ordinary precaution, however, the subscrip- 
tion list should be prepared with due regard to form and with 
a clear presentation of all important details. The name of 
the proposed corporation, its general purpose, its capitalization, 
the par value of shares, the state in which it is to be incorporated, 
and the conditions under which the subscription is made— 
all should be set forth with precision. Enough should be 
included to prevent any question as to the nature of the sub- 
scription and the conditions under which it was made. 


§ 53. Cautions as to Forms of Subscriptions 

It is entirely possible to draw a subscription paper so loosely 
that the subscribers cannot be bound when the corporation 
is formed and attempts to accept their subscriptions. This is 
so, for instance, when there is nothing in the subscription 
agreement to connect the corporation formed with the corpora- 
tion contemplated by the subscription agreement. A subscrip- 
tion agreement should identify the proposed corporation with 
reasonable clearness, and should either name the person or 
persons who are to form the corporation, or be in its terms an 
agreement between the persons signing it to organize such a 
corporation. In this case the corporation should be organized 
by the persons named. If A, B, and C sign a mere subscription 
to a corporation to be formed, and afterward E, F, and G, who 
are not mentioned in the subscription paper, organize such a 
corporation, there is no necessary connection between the 
parties, and the newly organized corporation cannot, by merely 
accepting the subscriptions of A, B, and C, bind them.17 


16 t Cook on Corp., § 52; Peninsula Leasing Co. v. Cody, 161 Mich. 604 (1910). 


17 Woods Motor Vehicle Co. vy, Brady, 181 N, Y. : " 
ApDL ra coe y 145 (1905); Sanders y, Burnaby, 166 
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In Massachusetts, Maine, and New Hampshire the sub- 
scription contract must contain an express agreement to pay. 
If such a promise is not contained in the agreement, the only 
remedy is forfeiture of the subscriber’s stock for non-payment.18 

Where it is inconvenient to go into full details of the cor- 
poration and the terms of subscription in the subscription 
list proper, a general statement or prospectus is frequently 
prepared and accompanies the list. Where this is done the 
statements of this prospectus become a part of the represen- 
tations upon which the subscriptions are secured, and must be 
lived up to in all essential details if the subscription is to be held.19 


§ 54. Effect of Material Variation 


Any material variation from the statements of the sub- 
scription list, such as a change of capital, or purposes, or location, 
will release the subscribers.2° For this reason, only those 
details should be stated explicitly in the subscription list that 
have been fully decided upon, any undecided points being 
either omitted, or stated as undecided, or otherwise so covered 
that no matter how they are finally settled the subscriptions 
previously secured will not be affected. For instance, if the 
name of the proposed corporation has not been finally deter- 
mined, the list may be headed with any suggested name, as 
“The Arnold Separator Company,” while the body of the 
document states that the subscriptions are made to the stock 
“of a corporation to be organized under the name of “The 
Arnold Separator Company,’ or such other name as may be 
later determined.” Or if the capitalization were not definitely 
settled the subscription list might fix sufficiently elastic limits 
by the use of such phrases as “not less’ or “not to exceed,” 
according to the conditions. Subscribers to such a list could 
not plead any voidance of their subscriptions no matter what 


18 New Haven Horse Nail Co. v. Linden Spring Co., 142 Mass. 349, 354 (1886). 

19 Southern Insurance Co. v. ae tee - Eee Lehman-Charley v. Bartlett, 
135A Div. (N. Y.) 674 (1909); affd., 202 524 (1911 
a 20 T t Cook on Corp., § 54; 2 Cook on Corp., § 502; Woods Motor Vehicle Co. v. Brady, 
181 N. Y. 145 (1905); Clarksburg Board of Trade v. Davis, 86 S. E. (W. Va.) 929 (1915). 
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name or what capitalization, within the limits, was eventually 
selected. 

At times individual subscription blanks are sent out instead 
of a single list. At other times several similar lists are circulated 
as a matter of convenience. If properly worded to show their 
common purpose, these separate lists will for all legal purposes 
be held as a single list. 


§ 55. The Common Law Rule 


It is to be noted that under the common law, unless other- 
wise specified in the agreement of subscription, the entire capital 
stock of the proposed corporation must be subscribed before 
any of the subscriptions are binding and enforceable. In some 
of the states this has been modified by statute, but unless 
this has been done the rule prevails, and where it is desirable 
that subscriptions for a less amount than the entire capital stock 
shall hold, the subscription list should so specify. It is com- 
petent for the subscription list to fix this amount at any desired 
figure and the subscriptions will be binding, provided the other 
requisite conditions are fulfilled, so soon as the specified amount 
is secured. 

Any person competent to contract may make a binding 
subscription for stock. A subscriber for stock need not neces- 
sarily be an incorporator of the company, though usually, as 
a matter of statutory requirement, an incorporator must be a 
subscriber to the company’s stock. One corporation cannot 
usually subscribe for the stock of another corporation, though 
it may be permissible in the case of a corporation authorized 
to hold the stock of other corporations. 


§ 56. Underwriting Agreements 


In the organization of the larger corporations, and more 
especially those designed to effect industrial combinations, it 


21 1 Cook on Corp., §§ 176-181; Converse v. Gardner Governor Co., 174 Fed. 30 (1909); 
Myers v. Sturgis, 123 App. Div. (N. Y.) 470 (1908). 
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is usually very important and at times absolutely essential 
that funds be raised in advance of the time when the corporate 
securities can be offered for sale, or that there be some positive 
assurance that the necessary funds will be derived from the sale 
of these securities when they are ready to be offered. Under 
such conditions the use of the ordinary subscription agreement 
would, at the best, be ineffective and in most cases absolutely 
impracticable. Recourse is then had to the modified form of 
subscription agreement known as the underwriting agreement.” 


22 See Book II, Ch. X XVII, ‘‘Underwriting.’”’ 


CHAPTER: Vi 
CONTRACTS PRIOR TO INCORPORATION 


§ 57. Status of Corporation upon Organization 


When a corporation has been created by the state, it comes 
into being free, unencumbered, with no existing business relations, 
and with no debts, contracts, or obligations of any kind, save 
those expressed in its charter and in the statute law of the state 
of domicile. It is not bound by anything done or said before 
its incorporation unless embodied in its charter. A corporation 
cannot be bound before it exists, as no one could then act with 
authority as its agent or representative.1 

After its organization, the corporation may recognize or 
accept any proffered contracts it sees fit, and this applies to 
contracts made on its account before its incorporation. Its 
acceptance of such a contract may be expressed or implied. If 
the corporation takes the benefit of the contract, it is liable 
thereon without any express recognition or formal acceptance.? 
For example, if offices had been leased for the corporation before 
its incorporation, and the corporation when organized occupied 
the offices, it would be liable on the contract without further 
acceptance. If the corporation did not occupy the offices but 
by a proper resolution recognized the contract and assumed the 
rent, it would be liable. If it neither occupied the offices nor 
assumed the lease, there would be no acceptance either expressed 
or implied and the corporation could not be held. The whole 
matter rests in its discretion.® 


1See § 63; see also 3 Cook on Corp., § 707; Oakes v. Water Co., 143 N. Y. 430 (1894); 
Federal, etc., Co. v. Loeb, 147 App. Div. (N. Y.) 737 (1911). 

? Robins v. Ry. Co., 100 Me. 496 (1905); Im re Ballou, 215 Fed. 810 (1914). 

3 Bond v. Atlantic Terra Cotta Co., 137 A. D. (N. Y.) 671 (1910); Sheator Tel. Co. v. 
Tel. Co., 217 Ill. 577 (1905); Whitney v. Wyman, ror U.S. 392 (1879); Martin v. Remington- 
Martin Co., 95 A. D. (N. Y.) 18 (1904). 
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In Massachusetts and in Missouri the courts hold that a 
corporation cannot, by adoption or otherwise, ratify a contract 
made when it was not in existence by one who assumed to act 
asitsagent. It may, if its directors see fit, make a new contract 
on the same terms, but this is a new contract and must be 
complete as a contract in itself. A contract made prior to the 
incorporation might amount to an offer to the corporation which 
it could accept.5 


§ 58. Status of Contracting Parties 


Contracts are continually entered into by incorporators, 
promoters, or trustees for and on account of unorganized cor- 
porations. These contracts are entered into on behalf of the 
corporation and in its interests, but the party who enters into 
any such contract is himself liable in the absence of an express 
agreement to the contrary until the assumption of the contract 
by the corporation. Then, if it was understood that he was 
acting in the interests of the corporation, the party directly 
contracting is relieved of liability, the corporation taking over 
the liability in his stead. If, however, there were no such 

-understanding the party who originally made the contract 
would be responsible, even after the contract was taken over by 
the corporation.’ 

For example, if offices are leased for the use of a corporation 
about to be formed, with the clear understanding that the 
party making the lease is acting for the unorganized corporation, 
such party is personally liable and, if the corporation fails to 
assume the lease, can be held for the full amount, but so soon 
as the contract is assumed by the new corporation he is released. 
If, however, the lease were taken without a clear understanding 
that the party was acting for the corporation, he would not be 


4 Pennell v. Lothrop, 191 Mass. 357 (1906); Whiting & Sons Co. v. Barton, 204 Mass. 
169 (1910). ; 
5 Holyoke Eny. Co. v. U. S. Envelope Co., 182 Mass. 171 (1902). 


6 y Machen on Corp., § 358 et seq. 4 \ 
7 Case Mfg. Co. v. Soxman, 138 U.S. 431-437 (1891); Strause v. Richmond Woodworking 


Co., 109 Va. 724 (1909). 
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relieved by the mere fact that the corporation took over the 
lease, but would still be liable and, should the corporation fail 
to pay its rent, might be called upon to make good the deficiency. 

For this reason, in making contracts for the benefit of an 
unorganized corporation, the fact that they are being made for 
such proposed corporation should be clearly recognized and 
expressed. The parties making such contracts should also 
recognize their own liability in the matter and, if there is any 
uncertainty as to the ultimate organization of the corporation 
or its acceptance of the contracts, should make them dependent 
upon the organization of the corporation and its acceptance of 
the contracts, or otherwise be prepared to assume the respon- 
sibility themselves. ® 


§ 59. Agreements among Incorporators 


There is another class of agreements relating to the un- 
organized corporation of a very different nature. These are 
the understandings or agreements among the incorporators or 
other interested parties which define the nature of the proposed 
corporation, its purposes, and often the details of its organization 
and management. Among the parties these agreements are. 
perfectly proper and legitimate, but they affect the corporation 
only so far as they are incorporated in its charter or by-laws 
when these are drawn. 

It is to be borne in mind that provisions may be incorporated 
in the charter or made part of the by-laws in pursuance of a 
contract or as a consideration for a contract, in such wise that 
their subsequent alteration or repeal can be effected only by 
consent of the interested parties. One partner may agree to the 
incorporation of the partnership business on condition that 
certain provisions be embodied in the by-laws, the maintenance 
and observance of such provisions constituting part of the 
consideration for the transfer of the partnership property. Such 
by-law provisions, properly incorporated and duly adopted, 


8 y Machen on Corp., § 361 
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cannot be revoked without the consent of all parties concerned. 
No by-law can be repealed so as to violate or impair a vested 
right.10 

Often agreements in regard to incorporation are mere verbal 
understandings. Usually, if not carried out, these only result 
in the refusal of the aggrieved party to move further in the 
matter, such agreements not ordinarily furnishing sufficient 
basis for litigation. 

Even formal agreements between promoters as to the 
subject matter of a charter can rarely be specifically enforced, 
and the only recourse of the aggrieved party is a refusal to 
participate in the subsequent organization of the corporation 
or, if damages can be shown, to bring a suit against the offending 
parties for their breach of contract. 


§ 60. The Promoter’s Function 


A generally approved definition of a promoter is as follows: 


A promoter is a person who brings about the incorporation 
and organization of a corporation. He brings together the 
persons who become interested in the enterprise, aids in procuring 
subscriptions, and sets in motion the machinery which leads to 
the formation of the corporation itself... . 

A person who procures subscriptions and aids in organizing the 
company and frames the papers and manages the procuring of 
options and the vesting of title, is a promoter, even though he 
is also a subscriber.” 


A late work says of promotion: 


All business enterprises owe their existence in the beginning, 
to the imagination of some one man. Very frequently he co- 
operates with others, so that the original plans appear to be the 
results of the joint efforts of a group of men. The American 


9 Kent v. Quicksilver, etc., Co., 78 N. Y. 159; Lowenthal v. Rubber, etc., Co., 52 N. J. 
Eq. 440. 
10 Wright v. Knights of the Maccabees, 196 N. Y. 391 (1909). 
lt Machen on Corp., § 410; Rudiger v. Coleman, 112 A. D. (N. Y.) 279 (1906). 
122 Cook on Corp., § 651. See Book II, Ch. XXI, ‘‘Promoters,” Ch. XXII, “The 
Promoter’s Legal Status.” 
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Telephone and Telegraph Company owes its existence to the 
imagination of Alexander Graham Bell and his enthusiastic 
confidence in the commercial adaptability of the telephone, but 
the success of the company in its earliest years was due quite as 
much to the financial skill of another man, the advertising ability 
of still another, and the power of organization of yet another. In 
one sense, Bell was the promoter of the telephone company because 
he conceived the instrument and foresaw its economic significance. 
But in another sense, his associates are all to be looked upon as 
promoters because their united efforts were required to launch 
the new undertaking.¥ 


§ 61. Promoters’ Contracts . 


The general doctrine that no one is authorized to contract 
for a corporation before it is formed applies to all contracts 
with and by promoters. The promoter is himself liable on 
these precorporate contracts, unless otherwise expressly pro- 
vided, but the corporation is not.!4 

For example, as is frequently the case, the promoters of 
an enterprise may agree with an attorney for its incorporation, 
authorizing him to attend to the whole matter, including dis- 
bursements, preparation of seal, printing, etc.; the amount of 
his professional fee being agreed upon in advance. On the 
organization of the corporation, its directors might, if they 
saw fit, disclaim the whole matter and the attorney would 
have neither recourse nor claim against the corporation on 
account of his contract with the promoters. The corporation 
having utilized his legal services in its incorporation, would 
probably be held for a fair fee and for the necessary disburse- 
ments, such as the state fee, notarial charges, filing fees, etc. 
But such claims would have to be based on their own merits, 
not on the terms of the agreement made with the promoters. 
That agreement would have no standing as against the cor- 
poration, and should this latter reject the seal, printing, etc., 


18 2 Dewing on Finan. Policy of Corp., p. 4. 
14 Bank v. Church Federation,129 Iowa 268 (1906); Munson y. Syracuse, etc., R. R. Co., 
103 N. Y. 59 (1886); Bond y. Atlantic Terra Cotta Co., 137 App. Div. (N. Y.) 671 (1910). 
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the attorney would have no ground to proceed against. the 
corporation therefor, but must look to the promoters.15 

The most difficult question arising under contracts with 
promoters relates to the sale of property to the corporation. 
It is a matter of almost daily occurrence for promoters to dis- 
pose of property to corporations organized by them for the 
express purpose of taking over such property. This some- 
what complicated subject is discussed in detail in a later 
chapter.16 


§ 62. Option Contracts 


In the formation of corporations, and especially in the 
formation of combinations, it is frequently necessary that op- 
tions be secured in advance of the actual incorporation. As 
these options may be, and often are, absolutely essential to 
the enterprise, they must be secured before the corporation is 
formed and frequently involve very considerable expenditures 
of money. 

Notwithstanding the importance of these contracts and 
their peculiar nature, they fall under the general rules gov- 
erning precorporate contracts. If accepted, they become the 
contract of the corporation; if rejected, the corporation cannot 
be held. If the corporation refuses to take over any such 
option contracts, the party obtaining or holding them would 
have no claim for compensation or for damages on account of 
any payments made by him thereon or in connection therewith. 
He might have some claim against his associates if they made 
any promises to him in regard to the options or authorized 
him to procure them, for the joint account, but the corporation 
itself could not be compelled to accept them, nor could it be 
held in any way except by its voluntary consent.!7 


15 Re Empress Engineering Co., L. R. 16, Ch. D. 125 (1881); Weatherford Ry. Co. v. 
Granger, 86 Texas 350. (1894); Taussig v. St. Louis, etc., Ry., 166 Mo. 28 (1901); Bank v. 
Eckels, ro1 Pa. 372 (1899). Me 

16 See Book II, Ch. XXII, ‘‘The Promoter’s Legal Status. 

17 See Book IV, Ch. X, ‘“‘Options and Voting Trust Agreements.” 
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§ 63. Trustees’ Contracts 


When the organization of a corporation is contemplated, 
not infrequently a trustee, or trustees, will be selected to act 
for the inchoate corporation. Some arrangement of the kind 
is necessary where subscriptions to the stock of the corporation 
are to be made binding before its organization. Also it is 
usually advisable to have definite parties in charge of the 
matter who have power to act for the subscribers. 

Such trustees frequently collect payments on subscrip- 
tions, make disbursements in the interest of the new enter- 
prise, and in some cases actually carry on the undertaking 
until such time as the corporation may be advantageously 
organized and put in control of the going concern. 

No matter how far such trustees may have carried the 
corporate affairs nor to what extent they may have contracted 
in the interests of the corporation, they have the same in- 
dividual liability on these contracts and the same inability to 
force them on the corporation, as in the case of any other 
precorporate contracts. 

The coign of vantage occupied by the trustees is found 
‘in the fact that they are in control of the organization, and 
where, on behalf of the corporation, contracts of any impor- 
tance have been entered into, or disbursements have been 
made, or obligations have been incurred by them, they will 
see that these are properly assumed by the corporation before 
its control passes from their hands. Then, if these contracts 
have been entered into in proper form so that the assumption 
by the corporation releases the trustees, these latter, barring 
fraud, are thereafter absolutely free from any liability on 
account of their precorporate undertakings.18 


§ 64. Effect of Failure to Incorporate 


When contracts are entered into in expectation of the 
formation of a corporation and on its behalf, the trustees’ 


%’See § 58, 
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status, if the corporation fails of incorporation, depends upon 
the nature and condition of the contract. A subscription to its 
stock, no matter how irrevocable, would be terminated; if 
payments had been made thereon to a trustee, any unexpended 
amount might be reclaimed; and if the trustee were to blame 
for the failure to incorporate, he might be responsible for the 
portion expended as well. Other contracts, if clearly made 
on behalf of the proposed corporation, would in most cases 
be terminated. If not clearly so made, the parties acting for 
the corporation might be held to specific performance or for 
damages for non-performance. If the contracts were made 
with the distinct understanding that they were for the benefit 
of the proposed corporation, the parties acting for the unor- 
ganized corporation could not insist on performance for their 
own benefit. 

Subscribers may under some circumstances be held liable 
as partners for expenses incurred if the attempted incorpora- 
tion is not effected. Thus where a projected incorporation 
failed the court said: ‘‘Under the facts disclosed in this case, 
the corporation had no existence; there was simply an im- 
matured intention of the parties to form a corporation. . . 
there being no responsible principal, the associated parties 
must be held liable as partners.’’!2 In Illinois, Mississippi, 
and some other states the statutes provide that the incorporator 
shall be held personally liable where the incorporation is 
incomplete.?¢ 


19 Furniture, etc., Co. v. Crawford, 127 Mo. 356 (1894); Meyer v. Brunson, 88 S. E. 
(S. C.) 359 (1916); Bank v. Sheldon, 86 Kan. 460 (1912). I 

20 Ragland v. Doolittle, 100 Miss. 498 (1911); Richardson Fueling Co. v. Seymour, 235 
Ill. 319 (1908). 
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WHERE TO INCORPORATE 


§ 65. General 


In the United States, business is hampered by the fact 
that the laws regulating the conduct of business vary as we 
cross the imaginary lines that separate state from state. If 
the corporation laws and taxes were uniform in every state 
of the Union, or if the whole matter were regulated by gen- 
eral federal laws, the best location for any particular cor- 
poration could easily be determined. It would then, as a matter 
of course, be organized in that state in which the principal 
operations were to be carried on or in which its headquarters 
might most conveniently be located. 

There is, however, great variation in the cost of incorpora- 
tion in different states, also in the rates and methods of taxa- 
tion after incorporation. The general requirements and regu- 
lations imposed on corporate operations also differ widely. — 

Owing to the material differences in the costs, regulations, 
and requirements of the several state laws, taken in connection 
with the fact that a corporation organized in one state may, 
under the restrictions imposed on foreign corporations by 
other states, do business in these states, the selection of the 
place of incorporation frequently becomes a balancing of the 
comparative advantages and disadvantages of the available 
states. The low taxes of one state will be weighed against 
the better corporation laws of another; the liabilities incurred 
in a convenient state with the freedom therefrom in another 
less convenient state; the benefit of incorporation under desir- 
able laws in an “outside” state and consequent burdens in 
the “operating” state, as against direct incorporation in this 

50 
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latter; or the privileges allowed by one state as against the 
immunities enjoyed under the laws of another. 


§ 66. Domestic Incorporation 


Within the boundaries of the state by which it is chartered 
a corporation is a domestic corporation; outside these bound- 
aries it is a foreign corporation. Within its own state a cor- 
poration has certain recognized powers and privileges as a 
matter of right; outside it has only such powers and rights as 
may be accorded foreign corporations by the laws or customs 
of the particular state. These regulations as to foreign cor- 
porations vary greatly in the different states. In some, foreign 
corporations are discriminated against, while in others, upon 
compliance with the prescribed formalities, foreign corpora- 
tions have the same status as domestic corporations. 

As a rule a corporation should be organized in that state 
in which its principal operations are to be carried on, and this 
rule should not be departed from unless to gain some distinct 
advantage. At times, however, there may be weighty reasons 
for incorporating in an outside state. Also it often happens 
that the business of a corporation must be conducted in a 
number of different states, in which case it is domiciled in 
one state and thereafter transacts its business in the others as 
a foreign corporation. The selection of the home state then 
becomes purely a question of expediency.1 


§ 67. Foreign Incorporation 


A corporation is not a citizen of the United States and 
has no claims to the privileges and immunities of citizenship 
under the Constitution. It is an artificial creation of the 
state in which it is incorporated, and in that state is endowed 
by common and statute law with certain rights, powers, and 
immunities. It is also usually allowed to carry on its oper- 


1See §§ 224, 22 
2 Paul v. Vitwinia, 8 Wall. 168 (1868). 
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ations in other states, with all the powers and privileges it en- 
joys in its home state. These other states may, however, if 
they so desire, ignore the fictitious personality of the foreign 
corporation, refuse it recognition, debar it from initiating liti- 
gation in the state courts, consider it a partnership if litigation 
be brought against it, or even entirely prohibit its corporate 
operations within the state except in so far as they may be 
permitted by the constitutional provisions regulating interstate 
commerce. * 

Article I of the United States Constitution gives the federal 
government the sole authority ‘“‘to regulate commerce with 
foreign nations, and among the several states and with the 
Indian tribes.” Consequently, attempts of the state authori- 
ties to prevent or impose restrictions on corporations taking 
orders in or shipping goods into a state have been held un- 
constitutional. 

Generally, however, no discrimination is exercised against 
the foreign corporation. In most, if not all the states, laws 
will be found providing for certain fees and other require- 
ments as a prerequisite to the exercise of the corporate rights 
by foreign corporations within the state, but upon compliance 
with these demands they are admitted freely and are usually 
accorded all the rights and privileges of domestic corporations. 

Some states have even favored “the stranger within the 
gates,” as in New York, where for many years domestic cor- 
porations were subjected to high fees, burdensome reports, 
and possible liabilities, which were not imposed upon foreign 
corporations doing business within the state. As a conse- 
quence the citizens of New York when desirous of incor- 
porating a local business or enterprise would resort to other 
states for the purpose, and the corporation so organized would 
thereafter do business in New York as a foreign corporation, 


3 Tootle v. Singer, 118 Iowa 533, 536 (1902); Lancaster v. Amsterdam Improvement Co., 
140 N. were (1894). é 

42 Morawetz on Corp., § 965a; Ducat v. Chicago, 10 Wall. 410 (1870); Pembina Minin 
Conve ates Usoutor (1888); Pensacola Tel. Co. v. W. U. Tel. Co., 96 U. S. I S72. Tig 
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and this though all the parties interested resided in the state 
and all the corporate business was transacted there. 

This practice gave rise to litigation to determine the right 
of citizens to incorporate elsewhere when the corporate busi- 
ness was to be conducted in the state, but the decisions were 
uniformly and unreservedly in favor of such right.5 In other 
states the same question has arisen and has been so uniformly 
decided in the same way that the principle may be regarded 
as firmly established.® 

In some states conditions of so onerous a nature exist as 
to render foreign incorporations most desirable, as for instance 
the double liability of Minnesota, which is imposed upon the 
stockholders of certain corporations when organized under the 
laws of the state. Under ordinary conditions the stockholders 
of a foreign corporation doing business in the state escape 
this double liability altogether, being subject only to such 
liabilities as are imposed by the corporation laws of the state 
of organization.’ 


§ 68. The Liability in California 


In this connection it is to be noted that the state of Cali- 
fornia, in which a special liability is imposed upon stockholders 
of domestic corporations, has sought to extend this same 
liability by statute provision to the stockholders. of foreign 
corporations doing business within the state. This liability 
has been sustained in two decrees of the Supreme Court of the 
United States, in one instance as against the California stock- 
holders of a Colorado corporation doing business in Cali- 
fornia, and in the second case as against a New York stock- 
holder of an Arizona corporation doing business in California. 
In the first case, however, the corporation was organized in 


5 Merrick v. Van Santvoord, 34 N. Y. 207 (1866); Demarest v. Flack, 128 N. Y. 205 
(1891), Lancaster v. A. I. Co., 140 N. Y. 576 (1894). : 

6 People v. Fidelity ae Ill. fae: Haskins v. Kelly, 77 Kans. 155 (1908); 
Salt: h v. Spaulding, 147 Mass. 224 (1 ; 
a nr Bante v. Hall, 35 O. St. 158 (1878); Canada Southern R. Co. v. Gebhard, 109 U. S. 
527 (1883); Risdon I. & L. Works v. Furness, 1 K. B. 49 (1906). 


54 CORPORATE LAW [Bk. I- 


Colorado, mainly by citizens of California, for the express 
purpose of doing business in California, and this purpose, 
with unusual and perhaps unnecessary frankness, was specifi- 
cally set forth in the charter.’ 

In the second case the charter recited that the corporation 
was formed to carry on business in Arizona and California, 
and the defendant prior to the incorporation had signed a 
writing reciting the intent of the subscribers to form a cor- 
poration in Arizona for the purpose of acquiring land in Cali- 
fornia and locating a hotel thereon. While not questioning 
the principle that the corporation could not without authority — 
from the stockholder make him answerable in a way not con- 
templated by the charter, the court in the latter case held that, 
on the facts, the stockholder had assented to the doing of 
business in California and was therefore bound.® 


$69. Risks of Doing Business in Foreign State Without 
Authorization 

It may be stated as a general rule that if corporate busi- 
ness of any importance is to be carried on in a foreign state, 
all the requirements of that state in regard to foreign cor- 
porations should be complied with as a matter of business 
policy and expediency. In some states severe fines are im- 
posed on corporations doing business without a license, though 
the usual penalty is the refusal of corporate recognition by 
the foreign state. The corporation may, however, still carry 
on business within such foreign state, its property is safe from 
confiscation, and it cannot be prevented from bringing suit in 
all proper cases in the United States courts in that state. 
Beyond this, however, it has no status. It cannot enforce a 
contract or collect a debt in the state courts. Where, however, 
as in Michigan, Missouri, and several other states, the statutes 
declare all contracts made by unauthorized foreign corpora- 


® Pinney v. Nelson, 183 U. S. 144 (1901). 
® Thomas v. Matthiessen, 232 U.S. 221 (1914). 
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tions to be void, no action is maintainable upon such contracts 
even in the federal courts.1° In Florida it has been held that, 
if sued, an unauthorized foreign corporation may be treated 
as a partnership and its stockholders be considered as part- 
ners.4 

In addition to the restrictions and penalties imposed upon 
unauthorized corporations, as corporations, many states make 
the officers and agents acting for the corporation within the 
state liable to heavy penalities, and five of the western states 
make the officers and agents of the corporation jointly and 
severally liable in any and all contracts of such corporation 
made within the state during the time that the corporation was 
in default. 


§ 70. Cheap Incorporation 


Resort to outside incorporation on account of its cheapness 
is legitimate but not always wise. The cheap states have 
their advantages, but the excellence of their corporate regu- 
lations does not figure among these. Nor is the status of 
their incorporations as a class entirely desirable for reputable 
organizations. 

-Occasions will occur when temporary or experimental in- 
corporations are desirable, or where the conditions are such 
that the cheapest incorporation must be made to serve, or 
where the laxity of corporate regulation is regarded as advan- 
tageous. Then the cheap location will be sought. 

Speaking generally, however, the ease and cheapness with 
which incorporation may be secured in these localities draw 
to them the unsubstantial enterprises, illusive undertakings, 
and fraudulent schemes that so frequently adopt the  cor- 
porate guise for their dubious careers. These, flocking to 
the cheaper states, give bad repute to their incorporations, and 


10 Despres, Bridges & Noel v. Zierleyn, 163 Mich. 399 (1910); Parke Davis & Co. v. 
Muller, 245 Mo. 168 (1912); Haynes Wheel Co. v. Am. Distributing Co., 257 Fed. Rep. 881 
(1919). ¢ 

1 Taylor v. Branham, 35 Fla. 297 (1895). 
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the very fact of organization in one of these states is a cir- 
cumstance requiring explanation and tending to prejudice the 
experienced investor. In other words, the corporation is in 
bad company and is likely to suffer the usual results of such 
association. 

An even more material objection to the states of cheap 
incorporation is found in the fact that their corporation laws 
are crude, incomplete, and for the most part unadjudicated. 
Nor is there any reasonable assurance of the permanency of 
the existing laws. Obviously they have been compiled hastily 
and without requisite care and consideration, and they are 
liable to be amended or altered at any time with equal haste 
and lack of judgment. The possibilities in this direction are 
illustrated by the corporate career of West Virginia. Prior to 
1go1, West Virginia had a virtual monopoly of the cheap in- 
corporation business. Its rates were low and its requirements 
simple. Incorporations flowed to it in a steady stream and 
its revenue therefrom was large and very profitable. In 1gor, 
however, without previous warning and without obvious rea- 
sons beyond an ill-judged avarice, the state legislature raised 
the corporate fees and taxes materially and made them com- 
plicated as well as burdensome. The result was the practical 
destruction of the incorporating business in West Virginia. 
Most of the outside corporations already in the state rein- 
corporated elsewhere, new incorporations ceased to come, and 
West Virginia is no longer considered an available resort for 
incorporators from other states. 


§ 71. Reputation of Different States 


Each of the incorporating states has a general reputation 
in corporate matters. This primarily arises from the character 
and operation of its corporate legislation and from the security 
afforded thereby to corporate investors and creditors, but is 
directly derived from the character of the corporations or- 
ganized under its laws, 
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This reputation is of much importance to corporations in- 
tending to offer their securities to intelligent investors. In the 
cheaper localities, on account of this cheapness and the accom- 
panying laxity of the corporate laws, such reputation is dis- 
tinctly bad. The mere fact that a corporation is organized in 
Arizona or Nevada is sufficient to put experienced investors on 
their guard and renders the sale of corporate securities difficult. 

Among the more moderately priced incorporating states, 
Maine stands well and is resorted to by many eastern corpo- 
rations. Delaware has a fair reputation and, with its moderate 
organization fees and annual taxes, is a popular state for out- 
side incorporations. . 

New Jersey was at one time the most popular state in the 
Union for outside incorporations of large capitalization, but 
in 1913 the legislature passed certain laws affecting corpora- 
tions known as the ‘Seven Sisters Acts,” which prohibited 
holding corporations, and otherwise made restrictions which 
greatly hampered New Jersey’s business of incorporation. 
New Jersey felt the change severely and has recently restored 
to good standing the holding corporation and the subsidiary 
company. These are now lawful, provided their effect is not 
to “substantially lessen competition,” or to “restrain trade,” 
or to “create a monopoly.” 

Massachusetts stands high, on account of the conservatism 
of her laws. Pennsylvania is greatly handicapped by the com- 
plications of her corporation laws, and the high fees, but stands 
well, as do also Illinois and other important states lying between. 
New York under its present corporation laws ranks high. 


§ 72. Liabilities Imposed in Different States 


When the selection of a state for incorporation is under 
consideration the special liabilities attaching to directors and 
stockholders of a corporation are matters for careful investiga- 
tion. The unusual stock liabilities found in Minnesota and 
California are very serious, if not insuperable, objections to 
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incorporation in these states. In the cheap localities the usual 
liability on unpaid stock exists, but there are no special liabili- 
ties of either directors or stockholders. 

In the more important incorporating states stockholders 
generally have no liabilities save on unpaid stock, though in 
Massachusetts, New York, and a few other states there is a 
stockholders’ liability to laborers employed by the corporation. 
Also in Idaho, Minnesota, and some other states failure to 
observe certain requirements as to corporate organization and 
procedure may involve stockholders in liability; and in a num- 
ber of states the legislatures have re-enacted the common law 
liability of stockholders—which exists in all states—for divi- 
dends or other disbursements to the stockholders which im- 
pair the capital stock. 

In most of the states directors are held liable only for 
negligence or direct fraud. 


§ 73. Protection of Minority in Different States 


The protection of minority interests is at times of very 
great importance. It could hardly be satisfactorily secured in 
any state where special charter provisions are not permitted, 
though in some states where such provisions are not allowed, 
the right to cumulative voting is effectually secured by the 
constitution or the statutes of the state, and the minority is 
to that extent protected. In Delaware, New Jersey, and New 
York protection may be secured by charter provisions. In 
Maine it may be had only by by-law enactment, which, as 
the by-laws are subject to repeal by the majority, is practically 
no protection.12 


§ 74. General Rules for Selection of State 


Usually the selection of the place of incorporation will be 
determined by the particular conditions. The more important 
of the few general rules that can be given are as follows: 


12 See Ch. LVITI, ‘‘Protection of Minority.” 
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1. A corporation having but one plant or place of busi- 
ness, in which all or the greater part of its capital is involved, 
should be incorporated in the state where that plant or place 
of business is located. 

2. Any large corporation, or industrial combination, formed 
to transact business or operate plants in a number of states 
will, for the reasons already given, find incorporation in Dela- 
ware advantageous, while Maine also is favored for incorpora- 
tions of this kind. 

3. Temporary incorporations, some few close corporations, 
purely speculative corporations, incorporations of doubtful 
stability, and all other corporations desiring the maximum of 
capitalization with the minimum of expense and restriction, 
will naturally gravitate to the bargain-counter localities where 
the cost of incorporation is nominal. 


CHAPTER. Wide 


COST OF INCORPORATION 


§ 75. General 


The direct expenses of incorporation are the initial organ- 
ization taxes paid the state authorities, the incidental fees 
for filing and acknowledgments, fees paid to counsel, and the 
cost of the corporate equipment. Thereafter the expenses 
are presumably the same as for an unincorporated concern, 
save for the annual franchise tax and possibly an increased 
property taxation that may result from the greater difficulty 
of evasion under the corporate form. 

The incidental fees are usually trifling. The initial state 
fees and the subsequent annual taxation are more serious. 
As these differ greatly in the various states, however, only a 
general consideration of the subject can be undertaken here. 


§ 76. Organization Fees and Annual Taxes 


In deciding upon a locality for incorporation the matter 
of fees and taxes should not be given undue importance. In 
many cases really important advantages are sacrificed for the 
sake of immaterial savings in fees. Unless the saving is con- 
siderable, it is rarely expedient to incorporate in a foreign 
state for this reason alone. The following tables give the 
states most utilized for general incorporation purposes. 

It is to be noted that all such tables of comparative expenses | 
are misleading without some explanation. For instance, the 
annual taxes of the following table are based on the supposi- 
tion that in each case the entire stock of the corporation 
is issued and outstanding. Also the annual taxes as given 
are exclusive of the usual tax imposed on any real or personal 

60 
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COMPARATIVE TABLE OF ORGANIZATION EXPENSES 
Including Taxes and All Filing and Incidental Fees 


Capital Stock 


Become New Jersey | New York | Delaware Maine ee 
$ 1,000 $ 35 $ 45 $ 25 $ 27 $ 15 
yee 35 45 25 27 15 
10,000 35 45 25 27 15 
25,000 35 47.50 25 - 67 15 
50,000 35 60 25 67 20 
100,000 35 85 25 67 20 
500,000 IIo 285 65 67 25 
1,000,000 210 535 115 117 25 
5,000,000 1,010 2,535 265 517 II5 
10,000,000 2,010 5,035 1,015 1,017 155 
CoMPARATIVE TABLE OF ANNUAL FRANCHISE TAXES 
$ 1,000 $ I $ 5 $ 5 None 
5,000 5 5 5 
its 
10,000 10 abel 5 5 : 
25,000 25 5 5 
Income “ 
50,000 50 Tax Ste) 5 s 
100,000 100 10 10 
500,000 500 oF 25 5° ie 
1,000,000 1,000 472% 50 5 Md 
5,000,000 4,000 150 275 bh 
10,000,000 4,250 27s 525 f 


property held in the state, which is taxed in all respects as if 
owned by an individual. In New York the annual tax has 
been superseded by an annual income tax of 44% _ on 
the net income as reported in the federal income tax report. 

In the table as given the usual incidental expenses of each 
state have been included as part of the organization tax. These 
incidental fees vary. In New York they amount approximately 
to $35; in New Jersey $10; in Delaware $15; in Maine $17; 
in South Dakota $3. In Arizona these fees would amount to 
from $20 to $30. 
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The comparative cost of incorporation comes up for con- 
sideration only when foreign incorporation is contemplated. 
In all such cases the cost of keeping up a state office and agent 
in the selected state is to be added to the usual expenses. This 
would vary from $25 to $50 annually for corporations of 
moderate capitalization, and usually includes assistance in 
holding annual meetings in the state and such attention to 
state reports as is demanded by the local law. 


§ 77. Annual Franchise Taxes 


It is to be noted that the annual franchise tax in New Jersey 
amounts to a very considerable sum. The annual franchise 
tax in Maine and in Delaware is moderate. In the District of 
Columbia, Illinois, North and South Dakota, and some other 
of the western states, there is no annual franchise taxation. 
Connecticut and Wisconsin have no franchise tax but have an 
income tax which applies to the income of corporations. In 
considering the question of cost, it is to be remembered that 
foreign corporations are usually required to pay license fees and 
taxes in the states in which they do business, and often foreign 
incorporation merely adds the cost of the outside incorporation 
to the taxes that cannot be avoided in the state in which the 
corporation conducts its operations. In some cases, however, 
a foreign incorporation may save onerous local taxation, as in 
the New York case of People, etc. v. Feitner,1 where debts due 
the company from parties outside the state were held taxable 
in the state, as was also personal property generally regardless 
of its situs. At that time foreign incorporation would have 
saved the corporation over $30,000 per annum. At present, 
however, the New York income tax on corporations has super- 
seded the taxation then in force, and personal property and 
accounts receivable, as such, are not taxed. 


154 App. Div. (N. Y.) 217 (1906). 
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§ 78. Effect of Bond Issue 


Where a corporation is organized to take over a business or 
property, it is often possible and frequently distinctly advan- 
tageous to issue bonds in part payment for the property taken 
over. The necessary capital stock of the company is thereby 
reduced by just the amount of this bond issue, and the state 
fees and the state taxation thereafter are also proportionately 
less. Also in many states, the corporation in rendering its 
statement of taxable property is allowed to deduct any out- 
standing indebtedness. The bond issue is an entirely legitimate 
indebtedness and in these states may be deducted from the 
taxable property of the corporation in ascertaining the basis 
of taxation. This law was sustained by the decision in an 
extreme case,? where the corporation under consideration had 
an outstanding bond issue of $2,250,000, an amount far in 
excess of its total capital stock, and at least twice the amount 
of its actual assets. In this decision the court said: 


This indebtedness must in the nature of things be taken into 
consideration in arriving at the value of the capital of the relator. 
And when it is seen that the indebtedness of a corporation is 
double the amount of all its assets, it follows, upon the system 
adopted by the state for the assessment of corporations that 
the actual value of the capital of such a corporation is zero. 


In New York the tax on the corporate income has taken the 
place of the tax on the personal property of corporations, but 
in other states the reduction of taxable assets by issuing bonds 
instead of stock can still be effected. 

In reckoning the federal income tax, the interest paid on 
outstanding bonds would be a legitimate deduction and would 
cut down the income subject to taxation. It would have the 
like effect in those states where corporate income Is taxed.’ 


2 People, etc. v. Barker, 139 N. Y. 55, 63 (1894). 
3 See also § 93. 
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§ 79. Effect of Location of Place of Business 


In some states a corporation is taxed on personal property 
in the place where its principal place of business is located, and 
this place of business is fixed by its charter. This formerly 
obtained in the state of New York.‘ It is possible that in other 
states this plan of evading taxation may still be effective, as it 
was in New York for many years. ° 


§ 80. Avoiding Fees and Taxation 


As stated elsewhere, it is usually advisable for an incorpora- 
tion to be taken out in that state where the principal business 
is to be conducted. At times, however, the incorporating fees 
are so excessive that the corporation is forced to resort to another 
state where the fees are less onerous, doing business in its own 
state thereafter as a foreign corporation. For instance, had 
the Steel Trust incorporated in Pennsylvania, which would 
naturally have been its home state, its initial fees would have 
amounted to over $3,500,000. In the state selected, New 
Jersey, these fees amounted to but $220,000. 

Incorporation in a less expensive state is the most obvious 
method of avoiding excessive state fees, where practicable. 
Conditions may exist, however, which fix the state of incorpora- 
tion despite the question. of fees; and where the fees are high, 
the details of incorporation should then be so adjusted as to 
reduce these fees and the annual taxation thereafter to the 
lowest possible figure. 

One ill effect of income taxes, both state and federal, is to 
penalize careful management, and as a consequence among those 
corporations having large incomes, advertising, salaries, and 
other outlays have been largely increased as a means of reducing 
the net income subject to taxation. 

There is a limit to this, but salaries have undoubtedly been 


4 Union Steamboat Co. v. City of Buffalo, 82 N. Y.351 (1880). 


5 At present. with most New York corporations the new 44% % income tax, unitorm in all 
parts of ihe state, makes this form of evasion impracticable. 
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awarded with greater liberality since the income law was adopted. 
Where the corporation is not a close corporation, but persons 
outside the corporation own part of its stock, such increase of 
salaries may defraud them of their rightful dividends.6 In 
some states taxes are arranged upon a sliding scale, depending 
upon the rate of dividends paid. Where this is true, close 
corporations not infrequently reduce their dividends by the 
disposal of profits as salaries, instead of allowing these profits 
to accumulate and be distributed as dividends. 

In many states manufacturing corporations are either 
entirely released from the payment of state franchise taxes 
or are granted a more liberal basis or rate. Such exemption 
would naturally be claimed as far as possible. 


§ 81. Double Incorporation to Avoid Fees and Taxation 


A more intricate method of avoiding taxation sometimes 
followed is the organization of a company with the desired 
name, purposes, and capitalization in some state where taxa- 
tion is moderate, as Delaware, Maine, South Dakota, or Arizona. 
Stock is issued for property in apportionment of interests and 
for other purposes as necessary. This is the actual corporation. 
A small operating company is then incorporated in the state in 
which the business is really to be conducted, with the same 
name and purposes, but with a nominal capitalization, possibly 
only 1% of that of the larger corporation. The smaller cor- 
poration then acts as the local agent of the larger corporation, 
under such arrangement as the particular conditions indicate, 
the larger corporation not appearing actively in the conduct of 
the business. 

If the small corporation is to have an entirely independent 
existence, with officers and stockholders distinct from those of the 
larger company, it is usually arranged that it shall make no 
profits, all these being diverted to the larger corporation. If 
this separate existence is not necessary, the stock of the smaller 


6 See Ch, LX, “The Management of Close Corporations.” 
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corporation is held either by the larger corporation or by the 
stockholders of the larger corporation in due proportion. The 
officers of the smaller corporation are then usually the same as 
for the larger corporation, and the relations between the two 
are very close. : 

It is obvious that organization fees and taxes are py this 
device largely avoided, and that both state and local taxation 
thereafter are materially lessened if not almost entirely evaded. 
The general plan is, however, difficult and complicated and 
requires the assistance of able counsel for its proper execution. 


§ 82. Legal and Illegal Methods of Avoiding Taxation 


The whole system of taxation is unsatisfactory and in- 
equitable. Many corporations make false returns, shift cash 
accounts, manufacture fictitious indebtedness, and resort to 
other expedients of doubtful legality or morality in order to 
relieve the burden of taxation. Such methods are, of course, 
impossible where even ordinary ethics of honor and honesty 
prevail. Indeed, the methods of avoiding taxation heretofore 
outlined and such others along the same lines as the statutes 
of the various states may allow, are not free from criticism. 
They are legal, but are evasions of the spirit of the law. If, 
however, a legislature in its wisdom has decreed that a corpora- 
tion organized with both stocks and bonds shall have these 
latter deducted from the former in order to establish its taxable 
status, or that an obscure village where taxes are light may be 
selected by a wealthy city corporation as its principal office for 
taxation, there would seem no valid business reason why corpora- 
tions should not take advantage of the situation while it lasts 
and avoid all taxation that may be escaped without fraud and 
subornation of perjury. The same thing may also be said of 
incorporating in an outside state where taxation is less, and 
doing business at home as a foreign corporation. It is not a 
manifestation of the highest spirit of civic patriotism, but other- 
wise it is not to be condemned. 
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§ 83. Counsel Fees 


The corporation is a creature of the law and in its forma- 
tion every requirement of the law must be observed. It is 
not sufficient that the corporation be merely brought into exist- 
ence. With the aid of a printed charter form, and a ready- 
made set of by-laws, even the inexperienced may do this. It 
must be incorporated under the proper forms, with proper 
adjustment of detail, and with such knowledge of the condi- 
tions and possibilities that it secures every legitimate advantage 
allowed or permissible under the laws which authorize its crea- 
tion. For this reason lawyers, and the inevitable concomitant, 
lawyers’ fees, are important features of any incorporation in 
which actual values are involved. 

Where cheap incorporations are imperative, or where the 
character of the incorporation does not justify the employment 
of an attorney, the incorporating agencies are usually employed 
at a cost of from $25 to $50, and the incorporation is secured 
in one of the cheaper incorporating states. Usually it is not 
worth more than it costs. 

For the better class of incorporations, where a really sound 
and effective organization is desired, the fees of any qualified 
attorney would hardly be less than $50, even where city prices 
do not prevail; and from this the fees would range far upward 
according to the complexity of the arrangements, the standing 
and experience of the counsel, and the increase of responsibility 
as property values increase. 

It is to be noted that an incorporation differs from the 
conduct of litigation in the fact that the amount of work and 
responsibility involved may be estimated in advance with 
reasonable accuracy. For this reason the proper counsel fees 
may be determined with precision and are usually agreed upon 
before incorporation is undertaken. 

In determining the fees the reputation of the counsel em- 
ployed frequently plays an important part. The known 
skill, experience, and standing which make up the reputation 
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of an eminent attorney not only insure the validity and the 
working value of the incorporation, but may, and frequently 
do, assist materially in the subsequent sale of corporate securities 
and in the general welfare of the corporation. It is obvious 
that if the incorporating counsel ranks high, his name in con- 
nection with the corporation is not only a guaranty of its 
technical correctness, but of the propriety of its purposes, the 
solidity of its undertaking, and generally of the status and 
character of the whole enterprise. 


§ 84. Corporate Equipment 


The cost of the stock books, certificates, seal, etc., necessary 
or usually employed in connection with a corporation, varies 
widely according to the nature of the outfit. The ordinary 
corporation of moderate capitalization and pretensions, desirous 
of restricting its expenditures, might secure everything necessary 
in neat and attractive shape for the modest sum of $10. This 
includes stock certificates, printed on lithographed blanks, the 
corporate seal, minute book, stock book, and transfer book. 

If a handsomer outfit is required, with special lithographed 
designs for certificates, and more costly bindings for books, 
the price of the outfit will easily run up to $40 or $50 and more. 
If specially engraved certificates are requisite or desired, this 
price will be increased to anywhere from $100 to $500, according 
to designs, character, etc. If bonds are to be included in any 
of these outfits, the cost will be doubled or trebled, according to 
the quality of the work and material. Loose-leaf minute books 
range in price from $3 to $15, according to style and size. 

The corporate books of account need be no different either 
in kind or cost from those used by an unincorporated concern. 


Part I1I—The Stock System 


COAP LER sl x 


THE CAPITALIZATION 


§ 85. Capital 

It is necessary to discriminate between (1) capital, (2) capital 
stock, and (3) capitalization. 

1. The “capital” of a corporation is the total amount of its 
assets of all kinds in excess of liabilities, up to the amount of the 
outstanding capital stock; assets over and above that amount 
constitute ‘“‘surplus.””! 

2. The “capital stock” of a corporation is the amount of 
stock it is authorized by its charter to issue. This is the usual 
significance of the term, though when used in the statutory 
law its meaning has been restricted to the amount actually paid 
in by the stockholders.? 

3. The “capitalization” of a corporation includes not only 
its shares of capital stock issued, but any bond issues or deben- 
tures that may be outstanding. These are termed generally 
“corporate securities.” 

A late work on financing says: 


From a practical standpoint the authorized capital stock of a 
corporation is nothing more than a formal permission or authoriza- 
tion from the state to issue stock up to a specified amount. This 
amount, expressed in dollars—or as a certain number of shares, 


1 Williams v. Western Union Tel. Co., 93 N. Y. 162 (1883); ee Life Assurance 
Society v. Union Pacific R. R. Co., 162 App. Div. (N. Y.) 81 (1914 

2 State v. Fire Association, 23 N. J. L. 195 (1851); Burrall v. Railroad Comy7seN.ayn 21 
(1878); People v. Morgan, 178 N. Y. 433 (1904). 
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when shares of no par value are employed—is decided upon in the 
first place by the incorporators, is stated in their application for 
charter, and on allowance of the application becomes the authorized 
capital stock of the new corporation. It is supposed to be the 
amount of stock necessary or convenient for the purposes of the 
company.® 


Another writer defines the varying terms, as follows: 


By capital is meant—in ordinary usage—the actual property 
devoted to some productive end. It is the substance of the 
business. .. . 

. “capital” refers to the actual wealth employed in an 
undertaking, and “capitalization” to the representation of this 
wealth in terms of purely artificial and, in the end, fictitious values. 
A part of these representative values, namely those contributed 
by the proprietors, is designated “capital stock”; and the other 
part, that contributed by outsiders, is spoken of as “debt.” .. . 

The term “capitalization” or the valuation of the capital, 
includes the capital stock and the debt.+ 


§ 86. Basis of Capitalization 


In the earlier history of business corporations, the capital 
stock of any particular company was usually determined by 
the amount of actual cash and property deemed necessary 
for the corporate purposes, or was restricted to an amount equal 
to the cash subscriptions which could be secured for the proposed 
exploitation. In either case the capitalization was intended 
to represent the actual cash or property values originally put 
into the corporate enterprise. 

At the present time the theory of capitalization has been 
somewhat modified and extended, and even in conservative 
operations, at least a portion of the earning value is usually 
included in the original capitalization. 

The modern theory is simple. Any enterprise may be con- 
sidered as worth the amount upon which, with due regard to 


_,__°2 Financing an Enterprise, by H. R. Conyngton, p. 286. See Book II, Chs, XII, XIII 
“Capitalization.” ’ ’ 


41 Dewing on Finan. Policy of Corp., p. 4. 
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sinking fund and maintenance requirements, it can pay fait 
dividends, and it may therefore justly be capitalized at that 
figure. In other words, the earning capacity of the enterprise 
rather than the cash value of the property involved forms the 
usual basis of capitalization. : 

As stated by a writer of eminence in financial matters: 
“The ultimate basis of all economic values, as will be observed 
frequently hereafter in this study, is the social service evidenced 
by earning power.”’5 

If fairly done and kept within reasonable bounds, this general 
basis of capitalization is hardly open to serious objection. On 
the contrary, in many cases there are substantial business reasons 
for its adoption. If the enterprise be capitalized on the basis of 
its immediate cash or cost value, it may, and should if 
meritorious, pay dividends far above the regular rates of interest 
or the usual returns on invested funds, and this fact inevitably 
attracts attention, provokes opposition, and invites competition. 


§ 87. Effect of Capitalization on Sale of Shares 


Also stock in a dividend-paying concern may usually be 
sold at a better price on a large capitalization, if this latter be 
justified by the dividend paid, than it possibly could on a more 
conservative valuation. 

For instance, if an enterprise were capitalized at, say, 
$200,000, on which it could earn and pay a regular annual 
dividend of 6%, its stock should sell readily at par, or roo. 
If its capitalization were reduced one-half, to $100,000, so that 
its regular annual dividend became 12%, the stock, having 
twice the earning power and representing the same corporate 
property, should theoretically sell at twice par, or 200. Asa 
matter of fact it would do nothing of the kind, ordinarily bring- 
ing from 175 to 180 according to circumstances and showing the 
“cashing” value of the smaller capitalization to be from ro to 
12144% less than that of the larger. That is, the smaller 


5 1 Dewing on Finan. Policy of Corp., p. 43. 
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capitalization would involve a loss on the sale of the entire capital 
stock of from $20,000 to $25,000. As long as this is true, enter- 
prises will be capitalized on their earning capacity rather than 
on their actual immediate property value. This is treated more 
fully later in the chapter. 

Also, if capital is to be raised for a newly organized cor- 
poration, the larger capitalization, if within reasonable limits, 
gives much the better basis for the “bargain-counter”’ offerings 
so frequently necessary in the sale of stock. Greater induce- 
ments, at least in appearance, may be offered the buyer, and, 
as suggested in the preceding paragraph, from the standpoint 
of future transactions the position of the buyer himself is better. 

For these and other reasons the general practice at the 
present time, even in conservative circles, is to capitalize at 
that amount upon which the enterprise or undertaking may be 
reasonably expected to pay fair dividends—that is, the earning 
capacity is made the basis of capitalization. The practice is 
often deprecated and may be easily carried so far under 
exaggerated estimates of earning as to become dangerous and 
at times dishonest. Kept within reasonable bounds, however, 
it would not seem to be objectionable from the standpoint of 
either morals or sound finance and it does give certain legitimate 
advantages. 


§ 88. Capitalization at Less Than Real Values 


In many cases the owners of small businesses in which 
but a few people are interested and to which others are not 
to be admitted, find it advantageous to incorporate at a capitali- 
zation much below the real value of the concern. Other con- 
ditions also arise in which the corporation with capitalization 
below its real value is a convenient business mechanism. The 
arrangement is advisable in all those cases where merely an 
apportionment of interest is desired under the corporate form. 
The fees and taxes are thereby kept at the minimum, the 
attention of competitors is not attracted, the organization itself 


\ 
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may be made very simple, and every purpose of the incorporation 
is effectively fulfilled. 

In those small and close corporations where profits threaten 
to become excessive as compared with the capitalization, the 
dividend rate is sometimes kept down by. the distribution of 
surplus profits under the guise of salaries. It need hardly be 
said that the plan can only be adopted with justice and safety 
when all the stockholders participate in due proportion in these 
salary distributions. Iffairly carried out the practice islegitimate.* 


§ 89. Capitalization at Real Values 


In banks and other financial institutions the capital stock 
is fixed at the amount deemed necessary for the purposes of 
the business, and this capital stock is sold at par. In those 
states where a double liability attaches to the stock of financial 
institutions, the more solid of these require their subscribers 
to pay into surplus an amount equal to their subscriptions, or, 
in other words, the subscription price is placed at double the 
par value of the stock in order to cover this statutory liability 
in advance. 

In most mercantile businesses it is usual to approximate 
the real value of the enterprise in the capitalization. Such 
valuation may, it is true, include good-will, trade-names, and 
the other more or less intangible assets of the business that 
differentiate the going concern from a mere stock of goods. 
In any established business it is obvious that these values are 
quite as actual as any of the more material properties and 
are quite as properly included in the capitalization. Their 
inclusion, however, does amount for all practical purposes to 
a capitalization on earning power. 


§ 90. Capitalization on Earning Capacity 


This is the rule in capitalizing corporate combinations 
and public utilities. Usually bonds or preferred stock, or 


§ See § 549. 
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both, are issued to the extent of the real values; then com- 
mon stock is issued to such amount as the estimated earning 
capacity will carry after payment of the dividends and interest 
on preferred stock and bonds. 

The overwhelming volume of watered stock that formerly 
emanated from public utility and industrial organizations and 
combinations was attributable to the excessively optimistic and 
misleading estimates of earning capacity made by promoters. 
If the earning capacity of these incorporations had been actually 
equal to the burdens imposed upon them, the large issues of 
stock would from some points of view have been fully justified, 
but in too many cases of this kind the dividends, where they 
came at all, were uncertain, irregular, or entirely inadequate. 

In determining the capitalization of speculative corporations 
organized to exploit mines, inventions, and other uncertain 
undertakings, an even more liberal spirit may prevail, the 
promoters estimating future earning powers on the basis of 
expectations. In some few cases such enterprises succeed, the 
capitalized anticipations are realized, and dividends are paid up 
to the promoter’s brightest hopes. These few and exceptional 
instances then become an alleged justification for the over- 
capitalization of all similar undertakings. 

No safe rules can be formulated for the capitalization of these 
uncertain enterprises. Usually their stock must be sold at a 
tremendous discount from face value. This calls for a propor- 
tionately large overcapitalization to which it is not usual to 
apply the ordinary principles of business. Caveat emptor—let 
the buyer beware. 


§ 91. Capitalization of Good-Will 
The following definition of “good-will” is not the legal 


definition, but for our purpose it is possibly more useful: 


Money invested in bonds and other safely secured investments 
should, at the present high rates, bring annual returns of from 6 
to 8 per cent. When invested in business it should bring con- 
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siderably more to justify the greater risks involved, the percentage 
of annual returns then ranging from to per cent to 50 per cent 
or more, depending upon the character and conditions of the 
particular business. This difference between the returns on 
security investments and the returns on business operations may 
be designated as ‘‘good-will” returns, and good-will may be defined 
as the profit-producing power of an established business beyond 
mere interest and replacement returns; or, from another point of 
view, as the value of an established business over and above the 
value of its material assets.’ 


In the incorporation of any going concern or of any combina- 
tion or reorganization of going concerns, good-will is an asset of 
much importance and is as a matter of course included among 
the other assets to be capitalized. This practice is entirely 
legitimate, as the good-will stands for the difference between 
the real value of a live business and the property value of the 
stock, equipment, and other items which make up its implements 
of trade As a matter of fact, the good-will is not infrequently 
the most valuable asset of the concern, even where other assets 
are of considerable worth. 

On account of the intangible nature of good-will, its correct 
appraisement is often a matter of very considerable difficulty. 
Its value varies with local conditions and is at best almost 
entirely a matter of business judgment. Because of this diffi- 
culty of accurate valuation, good-will is a favorite device for 
inflating purposes and frequently affords a basis for unjustifi- 
able stock-watering. 

In the ordinary mercantile incorporation, good-will is often 
included without specific recognition. A lump sum is put upon 
the business as a whole and the corporation is capitalized at the 
figure so obtained. At other times a separation is effected 
between the property assets and good-will. Where this is done 
common stock is frequently issued to the appraised value of the 
good-will, while the cash and accounts, stock, machinery, realty, 
and other property assets are provided for by an issue of pre- 


72 Financing an Enterprise, by H. R. Conyngton, p. 340. See Book II, Ch. XIII, 
“Capitalization—Good- Will, Surplus and Initial Expense. 
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ferred stock, the two issues making up the total capitalization 
of the corporation. 

In this case the preferred stock represents the tangible assets, 
and its preference dividend is in the nature of a high interest 
on the actual value of this property. In the event of the dis- 
solution or liquidation of the corporation, this preferred stock 
is frequently paid out or redeemed before the common stock 
receives anything.® 

The common stock, on the other hand, representing the 
intangible assets—the good-will and earning capacity of the 
business—receives no dividend of any kind until all other obli- 
gations have been paid, and then only out of surplus profits. 


§ 92. Form of Capitalization 


After deciding upon the capitalization of an enterprise, a 
further question arises as to the form of this capitalization. 
The simplest plan is to have only common stock, but at times 
there are material advantages in the use of preferred stock. 

Preferred stock occupies a position between common stock 
and the bond. It is a safer form of investment than common 
stock, but it carries no rights of foreclosure. It takes prece- 
dence of common stock as to payment of dividends and fre- 
quently as to its ultimate redemption, but its dividend is not 
payable unless earned. Its dividend is fixed and it does not as 
a rule participate in excess profits, but its rate is usually much 
higher than the interest rate of a bond. Where preferred stock 
can be used to raise money, it is regarded as a much more satis- 
factory means than an issue of bonds. 


§ 93. Bond Issues 


Where a corporation has real property or invests in prop- 
erty having a tangible value, it is often of advantage to issue 
bonds in place of some portion of the stock capitalization. An 
enterprise requiring $150,000 in actual value might, instead of 


¥See Ch. XI, ‘Preferred Stock.” 
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capitalizing for that amount, incorporate for but $100,000 and 
then issue bonds for the additional $50,000. 

The interest to be paid on these bonds would be less than 
the dividends a prosperous business would pay upon the same 
amount of stock, and the difference represents a profit for the 
stock actually issued. Against this is the fact that the interest 
must be paid whether profits justify it or not, as also the further 
fact that if interést is not paid foreclosure proceedings will 
probably bring the corporation to an untimely termination or 
to a reorganization. In this latter case the proceedings are 
usually disastrous and most of the assets are likely to be ab- 
sorbed in settling the claims of the bondholders. Because’ of 
this the issuing of bonds is not safe unless the corporation is 
sound and of reasonably quick earning powers. If there is any 
doubt on these points, preferred stock, the security next to bonds 
in safety and desirability, is the more prudent method of raising 
money.?® 

In arranging for a bond issue it is necessary to consider care- 
fully its possible effect on the local and federal taxation of the 
corporation. 

While the excess profits tax prevailed there was the objec- 
tion to a bond issue, that its amount could not be included with 
invested capital in computing exemption from the tax; hence 
preferred stock was usually issued instead. 


§ 94. Capitalization as Affected by Financial Exigencies 


If an-enterprise is speculative in its character and the owners 
expect direct profits from its financing, or if promotion pay- 
ments are added to the load under which the new corporation 
is expected to stagger to success, the conditions do not tend to 
conservative capitalization. In such cases the immediate finan- 
cial necessities take precedence of almost everything else and 
the capitalization is shaped to that end. Profits for owners and 
promoters, bonus stock, commissions, advertising, and the gen- 


9See Chs. LIV, LV, ‘‘Bonds’’; see also § 78. 
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eral expenses of financing are included, until finally the actual 
business necessities of the corporation represent but a fraction 
of the total capitalization, and the final arrangement at times 
becomes a fraud upon the investing public. 

It is unfortunate that the capitalization of a corporation 
should be influenced by considerations such as these. At times, 
however, an enterprise will be of such a purely speculative 
nature that, with all honesty of purpose, it would be impossible 
to finance it on any conservative basis. Concessions to the 
necessities of the situation are then imperative, divergencies 
from the ideal corporate arrangements cannot be avoided, and 
the best that can be done is to reduce them to the minimum. 
In such cases the real interests of the corporation—which are 
the successful inauguration and prosecution of its business and 
the production of profits for its stockholders—should be kept 
closely in view and only such concessions made as are abso- 
lutely essential to successful financing, 


CHAPTER X 


STOCK 


§ 95. Capital Stock! 


The capital stock of a corporation is the maximum amount 
of stock it may issue under the provisions of its charter. This 
may bear some direct relation to the actual property values 
or “capital” possessed by the corporation—from which it is to 
be absolutely distinguished—or may be far above or below this 
real capital. 

The stock capitalization may be based: 


1. On the actual cash value of the corporate property. 

2. On the amount required for the development of the under- 
taking. 

3. On the earning power of the corporate business. 

4. On the speculative basis of what these earning powers 
may be when the business is developed. 

5. On some combination of these factors. 


The capital stock of a corporation is fixed by its charter 
and can usually be increased or diminished only by amendment 
of that instrument. 

The capital stock of a corporation may be issued in part or 
in whole, and its total authorized amount bears no necessary 
relation to the amount of stock sold, subscribed, or outstand- 
ing. For instance, a corporation with a capital stock of $100,- 
ooo might have issued one-half of this amount, the remainder 
being reserved for subsequent use. The outstanding stock is 
then $50,000, but its capital stock is $100,000 and remains at 


1See also Book II, Ch. V, ‘‘Common Stock,” and Ch. VI, ‘‘Preferred Stock.” 
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this amount until changed by amendment of the charter or 
other statutory method. 

In this connection it should be noted that formerly, when 
the common law controlled, a corporation was required to 
have its entire capital stock subscribed before beginning busi- 
ness. Until this was done it could not enforce the subscrip- 
tions to its stock.2 Now, however, in most states the strin- 
gency of this rule has by statutory enactments been greatly 
relaxed. Some minimum amount, fixed by statute and usually 
much smaller than the total stock capitalization, may be desig- 
nated by the charter as the amount with which the corporation 
will begin business, and as soon as this amount has been sub- 
scribed the corporation can enforce subscriptions to its stock 
and may begin its operations. In a few states a further pro- 
portion of the capital stock must be paid in within a specified - 
time, as in New York, where a corporation must have at least 
one-half its total capital stock paid up within one year from 
the date of incorporation.® 


§ 96. Shares 


For the sake of accuracy and convenience in representing 
the interests of the various stockholders in the capitalization 
and in the corporate enterprise and property behind it, capital 
stock is divided into shares which are almost invariably of 
equal face value, and together make up the whole stock capi- 
talization. In the absence of statutory restriction there seems 
no reason why a corporation may not issue common and pre- 
ferred stock of different par values. In New York a provision 
in the corporate charter for such an arrangement would prob- 
ably be upheld.‘ In California, however, such a provision has 
been held invalid on the ground that it is in contravention of 


2 See 1 Cook on Corp., §§ 176-181. 
_ , # This law is largely a dead letter, as no one is charged with its enforcement and no penalty 
is imposed for failure to comply with its provisions. 

4See White on Corp. (8th Ed.), p. 442. 
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the statute declaring that no aise shall pe made between 
classes of stock as to voting power.5 

Unless restricted by statute, shares may be of any desired 
face value, though the greater portion of the issued stock of 
this country is in the form of $100 shares. Mining stocks are 
often issued in shares of the face value of $1, this being done 
with a view to more impressive offerings and to the reception 
of smaller subscriptions than could well be taken with larger 
shares. In any enterprise to be financed by popular subscrip- 
tion, a small share value is considered good policy, $10 being 
a figure frequently selected. Where the holders of stock are 
few in number and it is desired to render the sale or other dis- 
position of the stock difficult, or other reasons make such 
course advisable, the face value of the shares—where not pro- 
hibited by statute—is sometimes placed at $500 or more. 
The shares of the original Carnegie Company were $1,000 each, 
but the United States Steel Corporation placed its shares at 
$100 in order to facilitate their sale to the investing public. 
Unless there is some valid reason to the contrary, the generally 
recognized share value of $100 is to be preferred and selected. 

An interesting innovation in share values is the share of 
unspecified value, that is, a share without any named par value, 
such share merely representing a fractional interest in the 
profits and assets of the corporate enterprise. It is argued 
that such shares, lacking the “price ticket” of a nominal value, 
will force the investing public to investigate the real value of 
the enterprise and the real probability of profits, and thus 
determine the real value of the shares much more surely and 
quickly than under the present system of valued shares.é 


§ 97. Certificates of Stock 


A certificate of stock is merely a convenient evidence of 
the ownership of corporate shares, and its loss or destruc- 


5 Film Producers Inc. v. Jordan, 154 Pac. (Cal.) 605 (1916). 
6 See Chs. XIV, XV, and XVI, discussing shares without par value. 
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’ 


tion does not affect such ownership in any way. The loss of 
the certificate may embarrass the stockholder on occasion, just 
as the loss of a deed to real estate or bill of sale to other prop- 
erty might be embarrassing, but he can still collect his divi- 
dends, attend and vote at stockholders’ meetings, and generally 
perform his functions as a stockholder just as he did before 
the loss of his certificate. If he wishes to sell or otherwise 
transfer his interest in the corporation, his certificate would 
probably have to be replaced before the purchaser or trans- 
feree would consent to take over the stock. Usually the cor- 
porate by-laws provide for the issue of a new cert ficate in 
case of loss or destruction of one already issued. The matter 
is, however, troublesome at the best, generally necessitating 
the giving of a bond or other guaranty to the corporation, 
and the loss of certificates is to be avoided if possible.7 

It is to be noted that the certificate of stock is purely a 
matter of form and convenience, that the ownership of stock 
may and frequently does exist before any certificates are 
issued, and that it would be entirely possible to conduct a cor- 
poration—with the consent of its stockholders—without the 
issue of certificates at all, the stock books of the corporation 
then being the sole evidence of stock ownership. While this is 
true, stockholders are entitled to certificates evidencing the 
stock owned by them and can force the issue of such certificates 
if withheld. 

At common law, certificates of stock are not negotiable, 
and if the owner of a certificate of stock loses it or it is stolen 
from him when indorsed in blank, a subsequent bona fide pur- 
chaser of such stock is not protected against the true owner, 
unless the owner was guilty of negligence.s By mercantile 
custom, however, stock certificates have been largely treated as 
negotiable instruments, and in a number of states certificates 


7 See §§ 265, 359. 
§1 Cook on Corp., § 358; Knox v. Eden Musée Co., 148 N. Y. 441 (1896). 
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of stock have been made negotiable instruments under a statute 
generally known as the ‘Uniform Stock Transfer Act.’’9 


§ 98. Unissued Capital Stock 


A corporation is empowered by its charter to issue stock 
up to the full amount of its authorized capital stock. At the 
time the charter is allowed all this stock is unissued. There- 
after it may be issued, in whole or in part, at the discretion of 
the corporation or as required by its operations. The unissued 
stock, no matter whether it be the whole capital stock or only 
a reserved portion thereof, represents nothing whatever beyond 
the potential right of issue. It has no intrinsic value. It is 
merely the right, granted by the state, to issue stock up to 
the prescribed amount. 

This being so, the unissued stock cannot in any way be 
regarded as an asset of the corporation. If sold it brings in 
cash, property, or other values that have a greater or less intrin- 
sic worth, but the outgoing stock carries with it an interest in 
the corporate property that should equal the value received for 
such stock. The general corporate property has been increased, 
but the ownership thereof has likewise been increased in the 
same proportion. In bookkeeping parlance the increase of 
assets and liabilities is exactly equal. The unissued stock 
therefore represents nothing more than the right to admit new 
members, or stockholders, into the corporation, upon payment 
of the proper quid pro quo. To regard it as an asset would 
be as illogical as to consider the right to admit new partners 
in a firm an asset of the partnership.1° 


§ 99. Issued Stock 


Stock is always supposed to be issued at its face or par 
value for cash or other actual values. At the time of organiza- 


9 These states are New York, Ohio, Pennsylvania, Rhode Island, Wisconsin, Louisiana, 
Maryland, Massachusetts, Michigan, New Jersey, Connecticut, Illinois, Tennessee, and also 
in Alaska. 

10 See § 123. 
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tion, therefore, the face value of the stock issued—if full-paid— 
would, theoretically, equal the actual value of the corporate 
assets. Even if this be true in fact, these values may, and 
' generally do, vary widely thereafter. If the corporation is 
successful, its assets may increase far beyond the nominal 
value of its issued stock, while if unsuccessful these assets will 
probably fall far below the total face value of the issued stock. 
That is, the value of such stocks as shown by the books of the 
corporation will be far above or below the par value. The sell- 
ing price may, and, depending largely upon the rate of divi- 
dends maintained and the general desirability of the stock, 
probably will be at a still different figure. 

Frequently a corporation, by purchase, gift, or otherwise, 
regains its issued stock. Such stock coming back into the 
possession of the corporation is not retired thereby or brought 
back into the condition of unissued stock, but is designated 
as treasury stock, may be sold when desirable, and is usually 
regarded as an asset. 


§ 100. Full-Paid Stock 


In the absence of statutory laws to the contrary, stock may 
be issued on any basis that the directors, with the assent of 
the stockholders, deem best. That is, it may be issued for 
its full face value in money or property, or for only a portion 
of its face value, or on a promise to pay, or on partial pay- 
ments, or on no payment at all as a free gift.12 If, however, 
it is not paid for at its full face value in money, property, or 
services—where payment is allowed by services—it is not full- 
paid stock, and therefore carries a liability to non-assenting 
stockholders and to creditors of the corporation for the amount 
still unpaid.1s/ 


1 See Ch. XIII, ‘‘Treasury Stock.” 

12 2 Clark & Marshall on Corp., § 390a and cases cited; 1 Cook on Corp., §§ 30, 46; Scovill 
v. Thayer, 105 U.S. 143 (1881); Im re Caledonia Coal Co., 254 Fed. Rep. aan iol pices 

13 See Ch, XII, “Full-Paid Stock”; also 2 Clark & Marshall on Corp., §§ 397, 401; Camden 
v. Stuart, 144 U.S. 104 (1892); Merchants’, etc., Agency v. Davidson, 23 Cal. App. 274 (1913). 
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The courts have shown a tendency of late years to con- 
strue the law more strictly against any dubious, unfair, or in- 
equitable payment of stock when the rights of creditors or 
stockholders are concerned.14 

The term “watered stock” is merely a convenient desig- 
nation for stock issued in excess of the values behind it.15’ 


§ ror. Common and Preferred Stock! 


Preferred stock is that to which some preference has been 
given over other stock of the same corporation as to partici- 
pation in profits, and often in assets in case of liquidation. If 
there is no distinction in regard to these two features the stock 
of a corporation is all common stock. 

Different preferred stocks may be issued by the same cor- 
poration in any desired variety of preference as to dividends 
and redemption or liquidation rights. These are distinguished 
from each other as first, second, and third preferred stock, or 
by other designations descriptive of the peculiar status of each 
stock. 


§ 102. Other Classifications 


As stated, the capital stock of a corporation may be divided 
into common and preferred stock on the basis of its relation 
to the corporate profits or property. Stock may also be classified 
in other ways. Most of these other classifications relate to the 
voting right. The simplest is a division of the stock into two 
classes, one class voting, the other not exercising this right. 
(This classification, however, would not be permitted under 
the California statute.) For instance, in the incorporation of 
a partnership where one or more take the active management, 


14 See v. Heppenheimer, 69 N. J. Eq. 36 (1905); Arnold v. Searing, 73 N. J. Eq. 262 (1907); 
s.c. 78 Atl. Rep. 762 (1910); Mason v. Carrothers, 105 Me. 392 (1909); Old Dominion Copper 
Co. v. Bigelow, 188 Mass. 315 (1905); s. c., 203 Mass. 159 (1909); Bigelow vy. Old Dominion 
Copper Co., 74 N. J. Eq. 457 (1908); same facts in Old Dominion Copper Co. v. Lewisohn, 
210 U. Be 206 (1908). 

15 See I1I9Q, 120. 

16 See Cn XL. “Preferred Stock’’; also Book II, Ch. V, “Common Stock,” and Ch. VI, 
“Preferred Stock.”’ 
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others merely supplying the capital, the active partners might 
have their interests represented by voting stock and the interest 
of the silent partners represented by non-voting stock.17 

Other classifications are possible in considerable variety, 
and generally it may be said that any desired classification 
is allowable that is not repugnant to equity, to the common 
law, or to the statute law of the state under which the corporation 
is organized. On the other hand, it may be said that unusual 
classifications, unless clearly demanded by the conditions, are 
not to be recommended. They may work unexpected hard- 
ships, are at times very uncertain in their actions, and introduce 
undesirable complexities into the corporate mechanism. 

Classifications of stock may be authorized either by charter 
or by-law provisions. As a matter of prudence they should 
be incorporated in the charter where possible. The specifica- 
tions relating to any class of stock, except unmodified common 
stock, should be printed in full on the face of each certificate 
by which such stock is represented.!8 


17See Ch. LIX, “Incorporating a Partnership.” 
1s See §§ 481, 534. 


CHAPTER XI 


PREFERRED STOCK ' 


§ 103. Nature and Use 


Preferred stock is that which has some preference as to 
dividends or assets over other stock of the same corporation. 
This preference is usually given to make such stock safer or 
more attractive, though at times its purpose is to limit divi- 
dends or gain some other desired end. 

Preferred stock is perhaps most commonly employed where 
money is to be raised for the development or operation of a 
corporate enterprise. For this purpose it may be made to offer 
greater safety both as to principal and dividends than common 
stock, while it does not carry the dangerous foreclosure privi- 
lege of the bond. 

When a business is incorporated, preferred stock is fre- 
quently issued to represent or pay for the actual property 
assets; the good-will and other intangible assets being repre- 
sented by an issue of common stock. When a partnership is 
incorporated, the excess investment of one partner is very often 
represented or satisfied by an issue of non-voting preferred 
stock, while the interests of a silent partner may be conven- 
iently cared for by the same means. Where an invention or 
other property is taken over and payment made in stock, the 
transferrer, on account of its greater safety, will frequently 
demand a portion or the whole of his price in preferred stock, 
and generally the device will be found most useful in effecting 
the adjustments and allowances so frequently necessary in 
incorporating. 


1See Book II, Ch. VI, ‘‘Preferred Stock.” 
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Usually preferred stock is created by charter provision, the 
preferences and restrictions being set forth at length. In many 
states it may be authorized by proper by-law provisions, but it 
is always better and safer to provide for it in the charter.? — 

After incorporation, unless otherwise provided by statute, 
the assent of every stockholder is required for the issue of pre- 
ferred stock. This is reasonable, as the value of the common 
stock may be depreciated by such an issue. In many states the 
statutes allow preferred stock to be issued after incorporation 
when authorized by a prescribed majority of the outstanding 
stock.s 


§ 104. Certificates for Preferred Stock 


Preferred stock is issued in many different forms and with 
many different classifications, privileges, and restrictions. The 
possible range is wide and includes almost any desired attribute 
not contrary to law or public policy. All the conditions of any 
particular issue should appear upon the face of the certificate 
by which such preferred stock is represented. If the specifica- 
tions are too voluminous for this, the fact that the certificate 
represents preferred stock should appear plainly on its face, 
together with a reference to the provisions of the charter by 
which such stock is authorized. Such notice is sufficient to put 
any intending purchaser on his guard, and if he purchases the 
stock he cannot afterward assert ignorance of its conditions as 
a basis for litigation or claims against the corporation. 


§ 105. Rights Carried by Preferred Stock 


Unless specifically prohibited therefrom by proper provision 
in the charter, by-laws, or other authorization under which such 
stock is issued, preferred stock carries the right to vote and the 
right to participate in dividends beyond the preferential divi- 
dend after the common stock has received a dividend equal 


21 Cook on Corp.,”§ 268; Toledo, etc., R. R. v. Trust Co., ; . 
Quicksilver Mining Co., 78 N. Y.'159 (1879). 0» 95 Red. ag7’ (i890); Kent 


§ Hinckley v. S. & S. Co., 107 App. Div. (N. Y.) 470 (1905); s. c., 193 N. Y. 599 (1908). 
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_ thereto. ‘That is, in any year, if the preferred dividend is paid 
and the common stock has received a dividend equal in amount 
to this preferential dividend, then any further dividends belong 
to and must be paid to all the stock, common and preferred 
alike.‘ Preferred stock is also entitled to cumulative dividends 
unless otherwise provided. Preferred stock has no preference 
over common stock in the distribution of assets in case of liqui- 
dation or dissolution, unless such preference is specifically given 
by statute or set forth in the authorizing provisions, 


§ 106. Preferred Stock Compared with Bonds 


Preferred stock differs from a bond issue in the very material 
feature that interest on bonds must be paid when due and can 
be enforced by a foreclosure suit, while dividends on preferred 
stock are payable only from net profits and, if profits are not 
made, are not due and therefore cannot be collected. Also 
bonds must be paid on maturity, while preferred stock has no 
fixed due date. Bondholders are creditors of the company. The 
holders of preferred stock are not creditors of the company, 
have no claim against the company except for dividends when 
declared, and have no rights, save for their preferences, superior 
to those of the common stockholders.’ For these reasons the 
issue of preferred stock is much safer for the ordinary corpora- 
tion than the issue of bonds. Preferred stock is much favored 
in the formation of industrial trusts. 

Sometimes an attempt is made, in order to interest investors, 
to issue special forms of securities which shall have for the 
investor the advantages both of preferred stock and of bonds. 
So far all such attempts have been unsuccessful. The courts 
will not permit the same security to create the two inconsistent 
relationships of stockholder and secured creditor. Irrespective 
of what the security may be called, they will look behind the 


4See § 111. ; 

5 t Cook on Corp., § 271; Warren v. King, 108 U. S. 389 (1883); St. John v. Erie Ry. Co. 
22 Wall. 136 (1874); Field v. Manufacturing Co., 162 Mass. 388 (1894); Ellsworth v. Lyons, 
181 Fed. 55 (1910). 
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name, determine the essential character of the security, whether 
it is that of a bond or of stock, and limit the holder to such 
rights as lawfully belong to that class of security.é 

In many states there are statutory provisions relating to 
preferred stock which must be consulted when the subject is 
under consideration, these statute laws taking precedence of 
the general or common law herein set forth. This, for instance; 
is the case in New Jersey, where among other requirements it 
is provided that ‘‘at no time shall the total amount of the pre- 
ferred stocks issued and outstanding exceed two-thirds of the 
capital stock paid for in cash or property.” 

Statutory authorization for the issue of preferred stock is 
not necessary.?. The provisions creating preferred stock should 
be framed with care, for the law reports abound with suits aris- 
ing from ill-defined preference stock rights.® 


§ 107. Preference as to Dividends 


The following extract gives a common form of charter pro- 
vision authorizing the issue of a simple preferred stock: 


Of said capital stock, five hundred shares of the par value 
of fifty thousand dollars shall be preferred stock, entitled to 
receive from the net earnings of the company an annual dividend 
of 6 per cent before any dividends are paid upon the common 
. tock. 


The holder of a preferred stock, such as provided in the 
paragraph quoted, would have the same voting right as the 
holder of common stock; his dividends, although this is not 
specifically stated in the creating clause, would be cumulative, 
and he would participate in any general dividends in excess of 
the preferential dividend already received. In case of liquida-. 
tion of the corporation he would in most states have no claim 


6x Cook on Corp., § 271. | 
7 Kent v. Quicksilver Mining Co., 78 N. Y¥. 159 (1879); Roberts v. Robert-Wicks Co., 
184 N. Y. 257 (1906); Equitable Life Assurance Society v. Union Pacific R. R. Co., 162 App. 


Div. (N. Y.) 81 (1914); Sterling v. Watson Co., 241 Pa. St. 105 (1913); Imre Fechheimer Fishei 
Co., 212 Fed. 357 (1914). 


81 Machen on Corp., § 549. 
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to preference on the distribution of assets, but would come in 
on the same basis as the holder of common stock. 

Preference as to dividends may be as to time,and amount, 
as in the creating clause given, or may be as to profits from 
certain sources, as where a preferred stock is to receive all the 
profits of a certain plant or a particular branch of the business. 

The usual rate of dividend on preferred stock ranges from 
6 to 8%, though but few reliable stocks bear this latter rate. 
In some states the rate is limited by statute to a maximum of 


8%. 


§ 108. Preference as to Assets 


Unless otherwise specifically provided, preferred stock par- 
ticipates in any distribution of assets upon the liquidation of 
the corporate property just as common stock does, but has no 
preference.? Some preference in this respect is usual, the cus- 
tomary arrangement requiring the payment of the par value of 
preferred stock with all arrearages of dividends before anything 
is paid upon the common stock. In some states preferred stock 
carries this right under the statute law unless otherwise specifi- 
cally provided by the creating provisions, but even in such 
states it would be better to incorporate this preference in the 
charter to prevent any mistake or misapprehension as to the 
status of the stock.1!° 


§ 109. Cumulative Dividends 


Preferred stock bearing cumulative dividends is sometimes 
called “guaranteed stock” but the term is not well applied, 
being used with greater propriety to describe stock upon which 
the dividends are guaranteed by some other corporation. This 
latter form of stock is a not uncommon expedient in arranging 
the terms of railroad combinations, and the employment of the 


Com Morawetz on Corp., § 461; 1 Cook on Corp., § 278. 
10 Machen on Corp., § 551; Boardman v. Lake Shore, etc., R, R., 84 N. Y. 157 (1881); 
Elkins v, Camden, etc., Ry. Co., 36 N. J. Eq. 233 (1882). 
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term “guaranteed stock” in that connection is the more common 
as well as the better use. 

Preferred. stock may be cumulative or non-cumulative. If 
the former, its dividends are not payable if not earned, but 
when profits are earned its unpaid dividends, past or present, 
are a first charge against such profits and must be paid before 
the common stock receives anything. If preferred stock is non- 
cumulative, a passed dividend is lost and is not a charge against 
the company in any way. Usually a non-cumulative preferred 
stock is not a desirable holding. Its existence is a standing 
inducement to the improper passing of dividends. The courts 
sometimes interfere on behalf of the holders of non-cumulative 
stock where profits have been made and the directors unjustly 
refuse to pay dividends. 


§ 110. Non-Cumulative Preferred Stock 


Non-cumulative preferred stock is, as stated, undesirable. 
It is, in fact, a standing invitation to the directors, unless their 
ethical standards are high, to administer the corporate finances 
to the advantage of the common stockholder. Profits that 
might very properly have been applied to the preferred divi- 
dends are diverted into improvements or developments. These 
redound to the ultimate advantage of the company, but mean- 
while stand in the way of the dividends on the non-cumulative 
preferred stock until the company has reached a point where 
common and preferred stock dividends are both possible and 
can be paid together. The preferred stockholder’s dividends 
for this deferred period are absolutely lost so far as he is con- 
cerned. The company has profited at his expense. The direc- 
tors might properly have paid them if they would, but decided 
in favor of the common stockholder. 

If investors were wise there would be no sale for non- 
cumulative stock, for there is no legal way for the holder of 
such stock to prevent the directors postponing dividends until 
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the common stockholders can share equally or even receive 
more than do the holders of preferred stock. 

It is to be noted that if the preferential dividend is to be 
non-cumulative, this fact must be clearly expressed in the char- 
ter provisions by which the stock is authorized. Where not so 
expressed, the courts have held the preferential dividends to be 
cumulative and payable in full out of the first profits before 
anything is received by the common stock. The cumulative 
feature of preferred stock is, however, for the sake of security 
and definiteness usually covered by express provision. 


§ 111. Participation in General Dividends 


As already stated, unless otherwise expressly provided, pre- 
ferred stock participates equally with the common stock in all 
dividends after both common and preferred have received an 
equal dividend. That is, if the preferred stock has received 
its preferential dividend of, say, 6% together with any cumu- 
lated arrearages, it participates no further in dividends until 
6% has been paid upon the common stock as well, but thereafter 
both classes of stock stand upon exactly the same basis as to any 
further dividends declared during that year. If such further 
participation on the part of the preferred stock is not desired, 
it must be expressly denied. 

Such participation privilege beyond the preferential divi- 
dend is not common. It is sometimes employed to advantage 
in the adjustment of interests among incorporating parties, but 
is usually found only where the stock must be made attractive 
above the common, as in a speculative corporation where the 
risks are extra-hazardous, or under other conditions necessi- 
tating unusual inducements to investors. 


§ 112. Comparison of Participating and Bonus Stock 


Sometimes when preferred stock is to be made attractive 
beyond the ordinary, it is limited to its preferential dividend, 


11 But see Book II, §§ 61,62. 
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but a common stock bonus of equal amount is given with it. 
This plan is, however, much less advantageous for the other 
stockholders than the use of participating preferred stock, as 
it involves (1) the payment of additional dividends on stock 
equal in amount to the preferred stock, (2) an additional voting 
right in the management, (3) in event of liquidation a double 
claim against the assets. Further, the receipt of bonus stock 
may involve the holder in a liability to creditors.” 

To avoid misunderstanding when a participating preferred 
stock is issued, a distinct provision in the authorizing charter 
or by-law clause should cover such participation. ; 


§ 113. Redemption Right 


Preferred stock is often issued with the proviso that after 
a certain period and after specified notice, the corporation shall 
have the right to buy in or redeem its outstanding preferred 
stock at some previously designated price. 

Provisions in regard to the redemptions of preferred stock 
are found in the laws of a number of states, for the most part 
referring to the time and rate of redemption. In the absence 
of any prohibition, the redemption of preferred stock under 
suitable conditions would seem to be entirely within the power 
of the corporation, though a provision of this kind would not 
be permissible in a state where corporations are forbidden to 
acquire their own stock.!8 ‘The relation of classes of stockhold- 
ers to each other and to the corporation is, unless governed by 
statute, purely contractual.’™ 

It is also to be noted that under no circumstances would the 
corporation have the right to redeem preferred stock when by 
so doing it would impair its capital stock or affect the rights of 


2 Holcombe v. Trenton White City Co., 82 Atl. (N. J.) 618 (1012). 

13 Hackett v. North Pac. Ry. Co., 36 Misc. (N. Y.) 583 (1901). In this case a foreign 
corporation was authorized to issue preferred stock by a vote of a majority of stockholders, 
A condition that the corporation might on the first day of January in any year prior to 1917 
retire such preferred stock at par, was held valid. 
sh 14 Bee Life Assurance Society v. Union Pacific R. R. Co., 162 App. Div. (N, Y,) 

I (1914), 
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creditors.15 For this reason such redemption should be made 
permissive, not mandatory, as, if made mandatory, the cor- 
poration might later find itself under contract obligation to do 
an illegal act. 

The redemption right is sometimes of considerable import- 
ance, and should be retained if it can be done without injury 
to the sale of the preferred stock. Dividend rates on preferred 
stock are usually higher than interest rates on borrowed money, 
and, if the corporation accumulates surplus profits, the pre- 
ferred stock may be redeemed and its high preferred dividends 
terminated with much advantage. If the redemption period is 
reasonably remote, say five years or more, and the redemption 
price is attractive, this right may be provided without detri- 
ment to the salability of the stock affected. 

The redemption price of preferred stock varies with the 
conditions. Always, as a prerequisite, the payment of any 
accrued dividends is involved.- Frequently the price is fixed at 
the par value of the stock plus one year’s dividend. At other 
times it is arbitrarily placed at a figure thought attractive or 
fair, aS 105, I10, or even more under some circumstances. 
Occasionally the holders of the preferred stock will be given the 
option of exchanging their stock for common stock instead of 
taking the redemption price. 

Preferred stock when redeemed is no longer a claim against 
the dividends or assets of the company. It is, however, still a 
part of the capitalization of the company, and might, with the 
assent of the stockholders, be reissued. 


§ 114. Voting Rights 

Unless otherwise expressly provided, preferred stockholders 
have exactly the same right to participate in corporate meet- 
ings and to vote upon their stock as do the holders of common 
stock.16 Usually, however, this voting right and the right to 


16 Ellsworth v. Lyons, 181 Fed. 55 (1910). 
16 1 Machen on Corp., § 570. 
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participate in stockholders’ meetings is denied the preferred 
stock, the power of management being reserved to the common 
stock. In such case the provisions by which the preferred stock 
is created should state clearly the fact of its non-voting char- 
acter, and this fact should also appear plainly upon the face of 
the certificate by which such preferred stock is represented. 
Under such circumstances the preferred stockholders have no 
more voice in the management of the corporation than have 
its bondholders. 

Unless prohibited in some way, it is entirely within the 
power of the corporation to deny the voting power to preferred 
stock before issuance. 

“There is no rule of public policy which forbids a corporation 
and its stockholders from making any contract they please in 
regard to restrictions on the voting power. If the agreement is 
made by unanimous consent it is legal.’17 In California, how- 
ever, the statutes provide that no preference as to voting power 
may be granted to any class of stock.18 

A variation of the plan of absolute non-representation is to 
provide that the holders of preferred stock shall not vote so 
long as the preferential dividends are paid with reasonable 
regularity, but that if such preferential dividends fail, say for 
two consecutive years, then the holders of preferred stock shall 
thereafter have the right to vote. 

This plan has the appearance of equity. If those in charge 
of the corporation cannot manage the corporate business so as 
to pay dividends on even the preferred stock, it would seem 
but reasonable that the holders of preferred stock, who suffer 
by this mismanagement, should be allowed a voice in its con- 
trol. If interest is not paid on a bond issue, foreclosure results 
and the bondholders not infrequently buy in and conduct the 


17 2 Cook on Corp., § el cited in State v. Swanger, 190 Mo. 561 (1905); People ex ret 
Brown v. Koenig, 133 A. (N. Y.) 756 (1909); Equitable Life Assurance Society v. Union 
Pacific R. R. Co., 162 App. art (N. Y.) 81 (tora). 

18 Film Producers Inc. v. Jordan, 154 Pac. (Cal.) 605 (1916). 
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business. Giving the preferred stock a conditional voice in the 
management is a far milder application of the same principle. 


§ 115. Convertible Stock 
Dr. Dewing says: 


Preferred shares, when convertible, are almost invariably con- 
vertible into common shares. The conversion privilege in such 
cases is usually attached to the preferred stock for the purpose 
of attracting the elusive “speculative investor,’’-as the genus is 
called, who wants security and regularity of income at the same 
time that he holds the opportunity of participating in any extra- 
ordinary profits to be realized in the future. Clearly such 
convertible preferred shares are of commonest occurrence in the 
manufacturing field, where the lure of sudden and marvelous profits 
holds more promise than in the prosaic fields of the railroad and 
public service industries.19 


In New Jersey, by statutory enactment corporations answer- 
ing to certain descriptive conditions were allowed to redeem their 
preferred stock—the holders consenting—with bonds. By a 
singular coincidence, the United States Steel Corporation was 
found to be within the descriptive prescriptions, and, with the 
consent of two-thirds of its outstanding voting stock, it offered 
the holders of its 7% preferred stock the privilege of exchanging 
such stock for 5% bonds. The exchange was entirely optional 
with the holders of the preferred stock, but the measure aroused 
bitter opposition and litigation. The exchange was finally 
upheld.?° 

In the absence of permitting statutory provisions, any such 
exchange or arrangement for such exchange would be illegal. 


§ 116. Founders’ Shares 

In England, founders’ shares, a kind of preferred stock which 
may be described as a privileged deferred stock, are frequently 
issued. 


19  Dewing on Finan. Policy of Corp., 
20 Berger v. U. S. Steel Corp., 63 N. i r ere s. c., 809 (1902). 
21 See Book II, §§ 54, 55. 


98 CORPORATE LAW [Bk. I- 


To illustrate, a corporation capitalized at $300,000 with 
$100,000 of this as preferred stock and $200,000 as common 
stock, might have $25,000 of this common stock set aside as 
founders’ shares with specified dividend rights equal perhaps 
to all the other common stock. That is, under the supposed 
arrangement, after the preferred stock had received its dividend, 
any further dividends would be divided into two equal parts. 
one of which would go to the ordinary common stock, the other 
to the founders’ shares. Under this arrangement the $25,000 
of founders’ shares would equal $175,000 of the ordinary shares 
so far as participation in dividends was concerned. 

Under such conditions the founders’ shares might have a 
value many times in excess of that of the common stock. Where 
employed, such shares are usually reserved as an emolument 
for the promoters of the enterprise, or as compensation to men 
of eminence or financial repute for the use of their names. 


§ 117. Founders’ Shares in This Country 


It is supposed that under the New Jersey laws, and under 
the laws of some other states, these founders’ shares might be 
legally issued. Some few companies have been organized upon 
this basis, but it does not appear that the subject has ever come 
up for adjudication in this country, and it is not certain what 
view might be taken of the matter by the courts. Probably, if 
accomplished by proper charter provisions and with the full 
knowledge of the stockholders generally and with all due pub- 
licity, the arrangement would stand. As everything to be 
secured by the use of the founders’ shares can, however, be 
accomplished by the skillful but recognized and adjudicated use 
of common and preferred stock, it would hardly seem wise to 
venture on ground that is, at the best, experimental and of 
doubtful utility. 


CHAPTER XII 


FULL-PAID STOCK 
§ 118. General 


A subscriber to stock on its original issue, when his subscrip- 
tion is accepted, becomes a stockholder. He may pay for his 
stock at once, or in instalments, or as assessments are laid by the 
directors. Until its par value is paid, each subscriber is liable 
for the amount unpaid. The subscriber must pay its par or 
nominal value under penalty of possible liability to the corpora- 
tion or its creditors for the amount necessary to make up the full 
face value of any stock partly or wholly unpaid 

In most states full-paid stock carries no liability, either in 
favor of the issuing corporation or of the creditors of that corpor- 
ation.! 


§ 119. Watered Stock 


Watered stock is stock issued without adequate supporting 
values therefor having come into the possession of the corpora- 
tion. Many states explicitly prohibit its issuance by statute. 
Where not prohibited, watered stock may be created: 


1. By the issue of “full-paid”’ stock for cash at less than its 
par value. 

2. By its issuance as a stock dividend without sufficient 
increase of the corporate property to support the issue. 

3. By its issuance as a bonus with preferred stock or bonds. 

4. As is the method in the great majority of cases, by its 
issuance for property or services at an overvaluation. 


The most obvious form of watered stock is the stock dividend 
occasionally issued by the large public utility corporations where 


1See § r2r. 
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there is no pretense of any increased value in the property behind 
the stock, the issue being justified only by an earning capacity 
sufficient to pay dividends upon the increased capitalization. If 
the corporation were forced into liquidation, the stock would — 
receive only a fraction of its face value. Such a stock dividend 
must be distinguished from a stock dividend paid in lieu of cash 
dividends of equal amount, where the reserved cash or equivalent 
property is added to the working capital of the company. In 
such case the issued stock represents actually increased values, 
capable of realization in event of the liquidation of the company. 

The most common form of watered stock is stock issued in 
the purchase of property at an overvaluation. Such stock is 
nominally full-paid, and in some cases by the subsequent pros- 
perity of the corporation the anticipations of its promoters are 
realized and the stock is removed from the category of watered 
stock. In the majority of cases, however, the corporation does 
not meet the expectations of its organizers, and the issued stock 
is left with but little support. In such case, if the undertaking 
is of sufficient value in actual property or in possible profits to 
justify the step, a reorganization takes place, the capital stock is 
greatly reduced, thereby “‘squeezing” the water out of it, and the 
corporation is placed on a decreased, but usually much sounder, 
basis,? 


§ 120. Legal Status of Watered Stock 


Stock issued for less than its full face value without agree- 
ment between the parties thereto as to the nature of such stock, 
is partly paid stock, and the purchaser is liable to the corporation, 
or in event of the insolvency of the corporation to its credi- 
tors, for the amount necessary to make up the full face value of 
such stock. If, however, it is agreed between the purchaser and 
the corporation that the price paid shall be in full settlement of 
the claims of the corporation against such stock, then as between 


2See § 125. 
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these parties the stock is full-paid, and in the absence of fraud 
the holder is under no liability to the corporation.’ 

This is true as to the corporation but not as to its subsequent 
creditors unless by agreement of these latter. In event of the 
insolvency of the corporation, these creditors might proceed 
- against the original purchasers of any watered or partly paid 
stock so long as such stock remained in their hands, and collect 
from them the amount necessary to render their stock full-paid.‘ 

This possible liability follows the unpaid stock into the hands 
of transferees purchasing such stock with a knowledge of its 
character, but does not follow it into the hands of an innocent 
purchaser for value.é 

It is to be noted that the general doctrine as stated requires 
modification in those cases where the board of directors of a cor- 
poration has issued stock for property or services, in good faith 
and without fraud, and later developments prove the considera- 
tion to have been—or to be—worth less than the face value of 
the stock.6 In most states of the Union, if it can be shown that 
the directors exercised proper care in the investigation and 
acceptance of the property, the courts refuse to hold the recipi- 
ents of the stock liable on the ground of failure or insufficiency of 
the consideration.’ 


§ 121. Legal Status of Full-Paid Stock 

Full-paid stock carries no liability of any tind, either to the 
corporation or its creditors, save in those few states where by 
statute special liabilities have been created. This freedom from 
liability, no matter what the vicissitudes of the corporation, gives 
to stock its desirability as a form of investment. As this feature 
pertains only to full-paid stock, it is a great object in the organi- 
zation of a new corporation to render its stock full-paid. 


3 Cook on Corp., §§ 30, 46; Scovill v. Thayer, 105 U. S. 143 (1881); Christensen v. Eno, 
106 N. Y. 97 (1887); Southworth v. Morgan, 205 N. Y. 293 (1912). 

4Cohen v. Toy Gun Mfg. Co., 172 Ill. App. 330 (1912); Gilson v. Appleby, 82 N. J. L. 
400 (I9QIT). 

5 See § 122. 

6 Douglass v. Ireland, 73 N. Y. 100 (1878); Hayes v. Iron Co., 165 Pa. St. 489 (1895). 

7 Holcombe v. Trenton White City Co., 82 Atl. (N. J.) 618 (1912); Whitlock v. Alexander, 
160 N. C. 465 (1912). 
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Where stock is issued at par for cash, which with financial 
institutions is usually a matter of statutory obligation, or for 
cash and substantial property equaling the actual face value of 
the stock as in the case of solid business corporations, the ques- 
tion does not arise. The ordinary corporation, however, cannot 
as a rule sell its stock at par, particularly when it is organized for 
the development of some new or speculative enterprise. To 
issue such stock direct for less than par would leave the pur- 
chasers—if purchasers could be found—liable for the difference. 
Various expedients are therefore utilized to render this stock full- 
paid before it is sold to the actual purchasers for cash, and the 
methods adopted to secure this end have given rise to most, if 
not all, of the litigation relating to the full payment of stock. 


§ 122. Certificates for Full-Paid Stock 


When stock is full-paid the securities by which it is repre- 
sented usually bear upon their face the words “‘{ull-paid and 
non-assessable.”” There is no legal requirement that the cer- 
tificates shall be so inscribed, but if they were not the purchasers 
would—and very properly—be suspicious of the stock. The 
direct and legitimate inference from the omission would be that 
such stock was not full-paid and non-assessable and might carry 
latent liabilities. If stock is not full-paid, the label will not 
shield stockholders who know the facts. 

On the other hand, where certificates are marked ‘‘full-paid 
and non-assessable,” such stock may be bought in the open 
market from a lawful holder with full confidence that its purchase 
involves no unknown liabilities. Even should it later prove to 
have been but partly paid, or not paid at all, the innocent pur- 
chaser for value could not be held liable on that account. He 
purchased on the faith of the unquestioned statement on the 
stock certificate that such stock was full-paid, and so far as he is 
concerned the stock will be held to bear that character.9 If, 


8See Ch. XIII, ‘‘Treasury Stock.” 


91 Cook on Corp., §§ 50, 257, note 4; Sprague v. National Bank of 
(1898); French v. Harding, $3 Ati. (Pa.) 586 (19012). cimOte yanionah te 2 
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however, the purchaser knew that the stock had not been hon- 
estly full-paid, he would, as already stated, take with notice and 
might be held liable for any deficiency.19 Where the statute 
requires a certificate of full payment to be filed in a public office, 
the fact that such certificate has not been filed has been held to 
be sufficient to give a purchaser notice that the stock was not 
fully paid. 

The impressive word ‘“‘non-assessable” merely indicates that 
the corporation has either received full payment of the stock in 
question, or otherwise that it has relinquished any claim it might 
have on such stock for further payments or assessments of any 
kind. Full-paid stock is non-assessable under any circumstances 
except in California and a limited number of other states where 
the statutes permit the corporation to levy assessments. 

In some few states certificates representing stock issued for 
property must bear the legend “issued for property” or some 
equivalent statement. Elsewhere this is neither necessary nor 
desirable. Such stock is of no different nature or legal status 
from any other stock, and to inscribe it in the manner indicated 
conveys the impression that some difference actually exists. 


10 See § 120; also 1 Cook on Corp., § 49; 2 Clark & Marshall on Corp., § 401k; Wallace v. 
Carpenter, etc., Co., 70 Minn. 321 (1897); Coleman v. Howe, 154 Ill. 458 (1895); Gillett v. 
Chicago Title & Trust Co., 230 Ill. 373 (1907). 

1 White, Corbin & Co. v. Jones, 167 N. Y. 158 (1901), 


CHAPTER XIII 


TREASURY STOCK 


§ 123. Unissued Stock 


The term “treasury stock” is employed very loosely by busi- 
ness men and accountants to describe unissued stock. It would 
be better to use the term to designate the issued and outstanding 
stock of the company that has been donated to or purchased by 
the corporation and which is held subject to disposal by the 
directors. Such stock is properly treasury stock, is the property 
of the company, and, technically at least, is an asset on the books 
of the company.! 

To style unissued stock “‘treasury stock”’ is obviously a mis- 
nomer. Unissued stock is merely the privilege of creating a 
liability. It is not in any sense of the word an asset. For $20 
the state of Arizona will charter a corporation and authorize it 
to issue stock to the face value of $25,000,000 or more. Such a 
company on organization would have an overplentiful supply of 
unissued stock, but no assets whatever. The absurdity of re- 
garding its unissued stock as an asset is obvious. 


§ 124. Issued Stock 


Stock that has been once legally issued for full, honest value, 
however, is of a very different nature. It is then full-paid stock 
and represents a certain interest in the corporate property. If 
any of it comes back into the possession of the company it is still 
“full-paid stock” and is then with some logical correctness con- 
sidered an asset. Such stock is properly classified as treasury 
stock and may be sold below par to raise funds for the operations 


1See § 08; also Book III, Ch. IX, “Treasury Stock with a Par Value” ; see also Mont- 
gomery on Auditing, p. 206. 
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of the company, may be given away as a bonus with preferred 
stock or bonds, or be otherwise used without involving the recip- 
ient in any liability to creditors of the corporation.? 

In case such treasury stock were originally issued for property 
at an overvaluation, an ‘nnocent purchaser for value cannot be 
held liable, but a purchaser with knowledge of the overvaluation 
might be.s 


§ 125. Origin of Treasury Stock 


If a corporation were organized upon a strictly cash basis, 
‘each subscriber paying the par value for his stock, it would have 
no treasury stock at the time of organization. Later, should a 
portion of this issued stock come back into the possession of the 
company in settlement of some debt or through other negotia- 
tion, such returned stock would be treasury stock and from the 
bookkeeping standpoint an asset of the company. 

Unless expressly prohibited by statute, a corporation may 
purchase its own issued stock. Such a purchase can be made 
only with surplus or profits, and must under no circumstances 
impair the capital stock of the company; also it must be made 
in good faith and with due regard to the rights of other stock- 
holders and of creditors. Such a purchase may be made to 
retire an officer. Stock so purchased would be treasury stock 
and an asset of the company. 

When, however, as is so frequently the case, a corporation is 
organized under the usual plan to exploit some mine, invention, 
or other enterprise, or to make a combination of existing corpor- 
ations, it issues all or a large portion of its stock in payment for 
the property assigned to the corporation. This stock is thereby 
rendered nominally full-paid. Then by agreement, or by under- 
standing, the recipient of this stock assigns back to the corpora- 


2 1 Cook on Corp., §§ 46-50; 1 Morawetz on Corp., § 306; 2 Clark & Marshall on Corp., 
§ 390e; Lake Superior Iron eo. v. Drexel, 90 N. Y. 87 (1882); Insurance Press v. Montauk, etc., 
Co., 103 A. D. (N. Y.) 472 (1905). 

5 Alling v. Wenzel, 133 Ill. 264 (1890); Coleman v. Howe, 154 Il. 458 (1895); Berry v. 
Rood, 168 Mo. 316 (1901). ; é s 

4 Joseph v. Raff, 82 App. Div. (N. Y.) 47 (1903); Vail v. Hamilton, 85 N. Y. 453 (1881), 
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tion, or to some trustee for the corporation, a proportion of this 
full-paid stock to be used for company purposes. ‘Lhis is treas- 
ury stock of the company and in the present day it is thus, as a 
general rule, that treasury stock is obtained. Such stock is 
usually a clear donation, the disposition to be made of the stock 
being sometimes prescribed, but generally left to the discretion 
of the board of directors. Such procedure is not always disap- 
proved by the courts. 


The individual defendants then transferred back to the 
company a certain amount of stock which was to become the 
property of the company, and to be disposed of by it for its own 
benefit. Such a condition is not unusual in companies of this 
character. In order to make its stock of any value, it was 
essential that the company should have a working capital in 
addition to the patents, and the persons who had exchanged 

. their patents for the stock of the company were willing to give 
to the company a portion of their stock so that the working 
capital could be secured and thus give value to the remainder 
of the stock.’ 


§ 126. The Present Attitude of the Courts 


It is to be noted, however, that in harmony with the present 
general trend towards stricter regulation of corporations, the 
courts are scrutinizing “‘full-paid”’ stock of this character much 
more carefully than heretofore. 

In a recent pamphlet,* it is said: 


It is not an uncommon practice in organizing corporations 
having shares with par value, to place such a monetary valuation 
on properties to be acquired through stock issues, that it seems 
almost apparent that the properties have been grossly overvalued. 
In cases of this sort, counsel’s reliance is placed upon the statutory 
provision common in many states to the effect that the judgment 
of the board of directors as to the valuation placed upon property 
turned in as payment for stock, is conclusive in the absence of 
actual fraud in the transaction. The decisions of various courts 


5 Justice Ingraham in Insurance Press v. Wire Co., 103 App. Div. (N. Y.) 472, 476 (1905). 
§ “Shares Without Par Value,” published by the Corporation Trust Corkoae aaa 
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on the question, however, have impressed counsel with the 
importance of requiring directors to act within reasonable limits 
in arriving at values of this nature. Where a patent or mine, or 
other property of more or less uncertain value and possibilities is 
arbitrarily valued by directors at a substantial sum in order 
to dispose of the question of stock liability, there are still grave legal 
doubts that their appraisal will stand the test of udicial scrutiny. 


This is particularly true in New Jersey, where it was formerly 
supposed that “‘in the absence of actual fraud in the transaction, 
the judgment of the directors as to the value of the property 
purchased shall be conclusive”’—and this with but little regard 
as to how this judgment was reached. Recent decisions have, 
however, rudely disturbed this pleasing supposition. It is now 
held that the directors’ judgment must be based on something 
more tangible than promoters’ statements or vague suppositions. 
As laid down by the court in a recent case: 


It was their duty to have acted as an independent board of 
directors, with full knowledge, would have acted, namely, to have 
made a careful inventory and appraisement of all property to be 
purchased with stock or for cash, and to have either issued stock 
or paid cash, measure for measure, value for value. This they 
neglected to do, with the result that those whom they sought to 
protect are not protected, themselves included.’ 


In this case, treasury stock supposedly full-paid by property 
im exchange for which it was originally issued, was held not to 
have been fully paid thereby, and parties to whom it was subse- 
quently issued as treasury stock were held liable to the company’s 
creditors for the unpaid balance, 


§ 127. Transfers to Corporation 


When stock is donated or otherwise transferred to the corpor- 
ation, the certificates should not be assigned to the treasurer by 
name, as to “John Wilson, Treasurer,” as at a subsequent elec- 


7P.L. (N. J.) 1893, p. 444, as amended by Laws of 1896, p. 204. 
8 Holcombe v. Trenton White City Co., 82 Atl. (N. J.) 618 (1912), 
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tion the position of treasurer may be filled by some other person 
and the too definite indorsement may then cause trouble. Such 
stock is better indorsed to the company itself, as “The Caswell 
Company,” or to its treasurer, as “Treasurer of The Caswell 
Company.” 

A plan that is sometimes pursued when stock is thus turned 
cver for the benefit of the company, is to assign it to trustees to 
hold and sell such stock for the benefit of the company, either at 
their own discretion or under the superintendence of the directors, 
the funds so received being paid over to the treasurer of the cor- 
poration. This plan relieves the corporation of all responsibility 
as to the details of the matter, the transaction not appearing on 
the company’s books until the money from the sale of the stock 
is turned over.? 


§ 128. How Treasury Stock Is Held 


When certificates representing treasury stock are received by 
the corporation, they should bear the proper indorsements, and 
are then usually turned over to the secretary. This official 
should enter the transfer in the stock book, cancel the old certifi- 
cates and return them to the stock certificate book, and, if de- 
sired, issue new certificates in the name of the corporation or of 
the official by whom the stock is to be held. It is to be noted 
that new certificates need not necessarily be issued at all until 
sales of treasury stock are made, when the certificates represent- 
ing stock sold might be issued directly to the purchasing party. 
In such case, until the time of sale the stock book, in connection 
with the canceled certificates of the stock certificate book, is 
sufficient evidence of the status and ownership of such treasury 
stock. 


§ 129. Transfers from Corporation 


When treasury stock is sold the formalities are simple. The 
sale being duly authorized by the directors, the treasurer would, 


8 Wood v. Sloman, 150 Mich. 177 (1907). 
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if the stock were held by him and the original certificates had 
been canceled without reissue, merely give the purchaser an 
order for the required certificates, or instruct the secretary in 
writing to issue such new certificates. If the original had been 
canceled and new certificates issued to the treasurer, this latter 
official would merely assign one of his certificates, if of the right 
denomination. If otherwise he would have one broken up, the 
Proper number of shares being issued therefrom to the new pur- 
chaser, and the unsold remainder being issued to the treasurer. 
If the certificates had been held in the name of the corporation, 
the treasurer or such other official or officials as were designated 
by the board would make the proper assignments, 


§ 130. Legal Status of Treasury Stock 


When its own stock is returned to and is held by the corpora- 
tion, or by trustees, or by its own officers for the corporation, 
such stock is not unissued stock, nor do the stockholders as such 
have any subscription or participation rights when it is reissued.10 
So long as such stock is held by the corporation, it is inert and 
can neither vote nor participate in dividends. Should the stock 
be voted, such action would be illegal and any action or election 
decided by such vote of treasury stock would be illegal and might 
be set aside. If the system of accounting logically required that 
dividends be collected on treasury stock héld by the corporation 
no law would prevent such action, as the money so paid would 
come directly back into the treasury of the corporation. 


§ 131. Stock of Other Corporations Held in Treasury 


It is to be noted that the comments of the preceding section 
do not in any way apply to stock of other corporations which 
may be owned and held in the treasury of any particular corpora- 
tion. Where the corporation has power to hold the stock of 


10 Crosby v. Stratton, 17 Colo, App. 212 (1902); Hartley v. Pioneer Iron Works, 181 
N. Y. 73 (1905). , ‘ 

U3 Clark & Marshall on Corp., § 6531; Vail v. Hamilton, 85 N. Y. 453 (1881); Am. etc.,, 
Co. v. Haven, 101 Mass. 398 (1869); O’Connor v. Int. Silver Co., 68 N, J. Eq. 67 (1904). 
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other companies, it holds such stock as an individual would do, 
and has the same right to vote upon it and to receive dividends 
on it. 

It is to be noted, however, that a corporation cannot ‘egally 
hold the stock of another corporation unless specifically auth- 
orized by statute, as in Delaware, or by charter provision allow- 
able under the statutes, as in New York.! 


2 Dunbar v. Amer. Tel. Co., 238 Ill. 456 (1909); see also discussion in Ch. LVII, ‘‘Holding 
Companies.” 


CHAPTER XIV 
SHARES WITHOUT PAR VALUE 


§ 132. The Theory of No-Par Shares! 


In his recent work, “The Financial Policy of Corporations,” 
Dr. Dewing of Harvard says: 


Capital stock . . . involves two distinct ideas—a participation 
in the rights of ownership, and a valuation of this participation. 
This latter is the par value. It is the less important. The 
stockholder can never collect, like the bondholder, the par value of 
his security from the corporation. Even though paid for in fulland 
representing for a short time the full and actual value, the equality 
passes with the first business transaction, for the value of the 
corporation property changes with every success or failure of the 
Corporation, . .. The essential character of the capital stock 
that remains permanent whatsoever the fortunes of the actual 
capital, is that it stands for a definite proportion of the corporate 
property and earnings. This involves no par value. The purpose 
of the stock would therefore be fully accomplished if the shares 
were merely proportionate parts of a total, in other words, shares 
without par value. 

There could be, aside from doing away with the meaningless- 
ness of par value, certain specific advantages. The most con- 
spicuous is that of truthfulness. Without par value there is no 
pretense that the actual property of the corporation is equivalent 
to the par value of its shares after the liabilities are met, and 
there is no insinuation of overcapitalization or undercapitalization. 
In other words, the capital stock would stand merely for propor- 
tionate shares in the earnings of the corporation, and, if the 
corporation be liquidated, the proportionate shares in the equity 
remaining after all other claims had been satisfied. 


1In the Oct. and Nov. 1021, numbers of the American Bar Association Journal are to be 
found a full and interesting discussion of the uses of no-par-value shares. Cook, author of 
Cook on Corporations, questions the wisdom of the whole system. Other members of the bar 
argue ably for the utility and value of the plan. 


Ii! 
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§:133. The ‘“Dollar-Marked” Stock Certificate 


One of the ends gained by the use of stock without par value 
is the abolition of the dollar-marked stock certificate with its © 
assumption of a fixed and too often purely fictitious value. 

As a matter of fact, many of the stock-selling schemes which 
have drawn so much from those who cannot afford the loss, have 
owed most of their effectiveness to the use of this dollar-marked 
stock certificate. A $100 share of stock at $50 sounds like a 
bargain. The purchaser should know, and if he stops to think, 
does know, that the certificate marked $100 may be worth $100 
or may be worth more or less. He should investigate for him- 
self and find out the real value of the dollar-marked stock cer- 
tificate. In practice he usually does nothing of the kind. He 
buys on its face value and is deceived. 

To avoid these frauds on the public, and to provide a share 
that would truthfully represent the corporate interests of those 
who own it, the plan of no-par-value stock was devised—a stock 
that has no dollar value printed on the stock certificate and that 
only purports to entitle the holder to-a certain fractional inter- 
est in the enterprise. The stock may be worth much or little, 
but on the face of the certificate it only claims to represent a 
definite but unvalued interest in the corporation. 


§ 134. History 


It is probable that the theory of no-par-value shares origi- 
nated with the so-called ‘founders’ shares’’ that are commonly 
used in English promotions to represent the speculative and 
contingent interests in their enterprises. These have been, 
described elsewhere.? 

In the matter of authorizing no-par-value stock, New York 
was the pioneer. The plan was first agitated before the New 
York State Bar Association many years ago, and a committee 
report made early in 1892 suggested capital stock without money 


2See § 116, 
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denomination. Fifteen years after this, in 1907, the Bar Asso- 
ciation committee, consisting of Victor Morawetz, Francis L. 
Stetson, Edward M. Shepard, and later, Louis Marshall, drafted 
a bill which was passed by the New York legislature that same 
year. Unfortunately, this was vetoed. The same bill, with 
some changes, was brought up again and passed April 15, rore. 
Since then it has been in continuous effect in New York, and 
many solid corporations have been incorporated and authorized 
to issue this kind of stock. 


§ 135. Present Status 


The growth of no-par-value stock issuance in the country at 
large is evidenced by the following schedule showing which 
states have followed New York and when each authorized the 
issuance of shares of no par value: 


1916 Maryland 
1917 California, Delaware, and Maine 
1918 Virginia 
1919 Illinois, Pennsylvania, New Hampshire, and Ohio 
1920 Massachusetts, New Jersey, Rhode Island, West Virginia, 
and Wisconsin 
1921 Alabama, Colorado, Idaho, Kansas, Maine, Michigan, 
Missouri, North Carolina, Oklahoma, Utah, and 
Virginia 
At the present time stock with no par value is being used for 
a large proportion of the important incorporations of these 
twenty-three states. Some of the most representative of these 
no-par-value-stock corporations are: Kennecott Copper, Colum- 
bia Graphophone, Consolidated Textile, Cuba Cane Sugar, 
General Motors Corporation, Loew’s Incorporated, Radio Cor- 
poration of America, Sinclair Consolidated Oil Corporation, 
United Retail Stores, Wilson and Company, Inc., and the 
Vanadium Corporation. Almost every line of business and 
industry is represented among the no-par-value-share corpora- 
tions. 
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Stocks of corporations organized under these statutes are 
quoted on the Exchange, side by side with those with a par value, 
and are dealt in without seeming discrimination. The number 
of corporations taking advantage of this statute is increasing, as 
confidence in the benefits of the no-par-value stock is established.* 


The probabilities are that the other states in the Union will 
follow the example of the states mentioned; and it would appear 
from the progress made in securing laws authorizing stock with 
no par value in the most important states of the Union, and its 
use by corporations of unquestioned solvency and business 
repute, that this form of stock is likely to be a permanent feature 
of our modern corporate system. 


§ 136. Judicial Indorsement 


When corporations with no-par-value stock first sought per- 
mission to do business in other states, the authorities in several 
states declined to admit them on any terms. 

In Kansas and Missouri, the corporations rejected brought 
suit before the supreme court of each state, which in both cases 
decided in favor of the corporations and issued a mandamus 
forcing the too conservative state authorities to admit them to 
do business on the same terms as other foreign corporations. 

The following extracts from the decision of the Kansas 
Supreme Court are given to show that the legality of the form is 
unquestionable, and that in the highest courts of states having 
no such law they have been adjudged absolutely legal: 


The defendants say that because the shares of stock of the 
plaintiff have no fixed or nominal par value it will be difficult for 
the officials of this state to determine the amount of annual fees 
that the corporation should pay, and that there is no means of 
knowing what the capital stock of the plaintiff is, without an 
examination of its assets. These objections arise out of the fact 
that the plaintiff corporation is organized on a plan that does not 


3 21 Columbia Law Review, (March, 1921), p. 278. 
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call for a division of its capital into shares, each representing so 
many dollars of capital. Under the plaintiff’s plan of organization, 
the capital may be much or little, and that capital is not divided 
into money shares, but into fractional parts. 

The problem of determining the solvency and bona fide capital- 
ization of the plaintiff presents no unusual difficulty. The fact 
that the shares of its stock have no nominal par value is of little 
consequence. Any prudent charter board, in determining whether 
a foreign corporation is worthy of admission to do business in 
Kansas, would attach little importance to the nominal value of 
its shares of stock, even if they have a nominal value. As in all 
other cases, the charter board should concern itself earnestly to 
ascertain the genuine capital—those assets permanently devoted 
to the corporate business as a basis for its business credit, and 
upon which its hope of profits is rationally founded. . . . 

The defendants contend that the plaintiff is not such an 
organization as is called a corporation in the constitution and laws 
of this state. The answer to this contention is that corporations 
without capital stock and without shares of stock are not new; 
they are as old as corporations themselves, and have existed in 
England and in this country for many years; our constitution 
recognizes them, and we have laws for their control and govern- 
ment.‘ 


In Missouri the same situation arose, was referred to the 
courts, and was decided in the same way. 

In a few states the authorities may still decline to admit for- 
eign corporations with no-par-value shares to do business, but 
it is probable that the courts of these states would compel them 
to reverse any such adverse position. 


§ 137. General Characteristics 


It is worth while to note the usual characteristics of the laws 
that authorize shares with no par value: 

1. Authorization may be secured upon organization by 
charter provision, or by amendment of an existing charter. This 
latter method facilitates reorganization. 


4 Petroleum Co. v. State Charter Board, 105 Kans. 161, 
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2. The privilege is generally limited to what are termed in 
New York “business corporations,” that is, corporations organ- 
ized for mining, manufacturing, and mercantile ventures. There 
would seem to be no reason why such shares should not be issued 
by public utility corporations, but as yet it has not been done and 
is not authorized in any of the more important states. 

3. The statutes provide that in all cases such shares shall be 
equal in all respects. This would be the common law, and it has 
been reaffirmed in each state where a no-par-value-stock law has 
been enacted. Each share is equal in rights and privileges to 
every other share. 

4. Under these equal rights and privileges any holding of 
stock entitles the holder to one vote for each share held, to notice 
of corporate meetings, to inspection of the corporate books, to 
participate proportionately in dividends after preferred dividends 
are paid, and to share proportionately in the surplus after debts 
are paid and after the preferred stockholders have been paid 
their principal and all accumulated dividends. 

5. The certificates of shares with no par value must give the 
number of shares to which the holder is entitled and should give 
the whole number of shares authorized to be issued. As the 
shares have no par value, it would seem that the holder should 
be informed as to whether his shares are each one-hundredth, 
one-thousandth, or one-millionth. In New York this informa- 
tion must be given but in no other state is it compulsory. 

6. All the states prescribe some method of fixing a selling 
price, but there is a curious diversity of methods. It may be 
prescribed in the charter, but this is objectionable, as one 
advantage of stock without par value is that the corporation may 
sell it for any price it will bring, and under this plan any change 
in price would require an amendment of the charter. Another 
plan is to have the price fixed by the directors, and sometimes 
this must be authorized or confirmed at a majority meeting of 
the stockholders. In some states the stockholders by a two- 
thirds vote may fix the price. 
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7. The organization tax varies. In most of the states the 
tax on organization is computed by assuming that each no-par- 
value share has a par value of $100. 

8. Another problem has been to fix a valuation of the stock in 
a corporation having shares with no par value, for the purpose 
of annual taxation. In New York the rule is to take the out- 
' standing preferred stock at its par value and add the actual sales 
price of all no-par-value shares that have been sold. In Penn- 
sylvania the same rule holds. Generally, in assessing taxes the 
no-par-value shares are arbitrarily considered to be worth $100 
each. Ifa corporation issuing such shares desires to do business 
in another state, its no-par-value shares are generally treated 
as if they were $100 shares. 

g. In only a few states is any provision made for preferred 
stock without par value. Instead, where provision is made for 
the issuance of preferred stock it is usually also provided that 
such stock shall be of specified par value and shall likewise be 
preferred in distribution of assets. In such case the preferred 
stock has preference in assets over any no-par-value stock No 
good reason exists why preferred stock should not be issued 
without par value. If the preference is as to amount of dividend 
paid it could be expressed as so many dollars a share instead of 
being expressed as a percentage. 


§ 138. When Shares Without Par Value Are Used 


When a partnership is incorporated, and stock is issued to 
the new members of the firm in exchange for the appraised value 
of the partnership assets, there would be no object in issuing 
anything but the usual par value stock. In organizing a bank 
or other moneyed institution, there would be no advantage in 
no-par-value stock, even if the state laws permitted. In any 
other business where each share is to be paid for in full at its par 
value, the usual stock would answer. 

The most obvious case in which to utilize no-par-value stock 
is where a corporation is organized to undertake some speculative 
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venture, such as a patent, a mine, or a real estate development. 
In such case preferred stock might be issued for any actual cash 
that was invested, and then no-par-value stock be issued to 
represent the contingent or possible interests of the promoters. 
This would be issued in exchange for the invention, the mine, or 
other opportunity, and would only give the holders an interest 
in future profits. If sold to outsiders, it would be sold as an 
unvalued share in future profits, and would represent merely a 
business chance without any untrue statement that it repre- 
sented $100, or $50, or other definite amount. 

In various mercantile or manufacturing ventures, where 
management, business skill, salesmanship, and ability to make 
the most of opportunity count for more than tangible capital, 
shares representing only a proportionate interest in the intangi- 
bles could be issued. to those who furnished these qualities; 
while for any actual cash or values, preferred stock in the usual 
form could be issued. 

It will be found on analysis that most business ventures 
require two essential things. They must have (1) the use of 
capital and (2) the application of business skill and initiative in 
varying degrees. Thus, in probably a majority of business 
enterprises we have: 


1. The investment interest of those who have paid in cash 
and whose investment is properly represented by full- 
paid stock. 

2. The contingent interest of those who have devised and 
promoted the enterprise and who probably take an 
active part in the management. 


For many years past those who have contrived or originated 
the corporate plans, or who have undertaken the management, 
have always felt that if successful they deserved some reward for 
their business initiative over and above the return on any per- 
sonal cash investment they may have made. This has seemed 
but fair and has usually resulted in issues of common stock that 
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really represented only this contingent or residuary interest in 
the ultimate success of the enterprise. 

In all such cases, the use of stock without par value, justly 
and without unfairness to anyone, recognizes and provides for 
those whose ability and industry makes the venture successful. 

In addition to the cases suggested, there are mergers and 
reorganizations in which there are nearly always interests that 
can be represented more faitly by stock without par value than 
in any other way. 


CHAPTER XV 


NO-PAR-VALUE SHARES—ADVANTAGES 


§ 139. Contingent Interests Fairly Represented 


In the Harvard Law Review for June, 1913, Victor Morawetz, 
one of the distinguished lawyers who drafted the New York 
statute, expressed himself as follows: 

The policy of the New York statute is sound. It recognizes 
that shares in a corporation represent only aliquot interests in 

its capital, whatever that may be, and that their nominal or par 

value is no indication of their actual value or of the actual capital 

of the corporation. It requires the amount of the actual capital of 

a corporation formed under the law to be stated in the certificate of 

incorporation, and imposes a severe penalty upon the directors in 

case of the creation of indebtedness before receiving the prescribed 

capital. Thus it furnishes to creditors and to the public generally a 

measure of protection greater than that furnished by the generally 

prevailing incorporation laws. 


The use of the share without par value simplifies the cor- 
poration organization in that the actual investment may be 
represented by preferred stock of par value and possibly a 
bond issue, while the contingent interest in the profits is repre- 
sented by the no-par-value shares. If the business is successful 
so as to yield returns over and above the agreed compensation 
to the holders of preferred stock, those who have managed it so 
well receive an adequate reward in dividends on their no-par- 
value shares. If it does not succeed so well, the shares being of 
no published value, a failure to pay adequate dividends is not 
so much to the public discredit of the corporation. 


§ 140. Exchange for Property 


The use of no-par-value stock avoids the clumsy and ofttimes 
fraudulent issue of stock for property to make it full-paid. Even 
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where the directors are conscientious about contracts, patents, 
etc., offered in exchange for common stock, the transaction does 
not look well on the corporate records and really requires a 
false statement on the books. The methods by which treasury 
stock issued for property of uncertain value was made full- 
paid on the books have always been an embarrassment to the 
conscientious accountant.1 


§ 141. Prevention of Fraudulent Stock Sales 


The use of shares without par value prevents frauds on 
common people by treasury stock being sold below par. As 
already stated, the public have always been deceived by this 
procedure, feeling that stock marked $100 must in some way 
be worth $roo, and that if they could get it at a discount they 
were being let in on the ground floor. 


Another cardinal advantage would be that of forcing the pros- 
pective investor to examine the real value of stock, and not be 
deluded into thinking that there is some necessary connection 
between the par value and the real intrinsic value. 


The creation of shares without par value has the advantage 
of truthfulness. It makes no claims to represent anything but 
the right to a proportional share in the net profits of the cor- 
poration, if any, and in event of dissolution, to share in like 
proportion in any division of the net assets. 


§ 142. Corporate Records Are Simplified 


Issues or shares having no par value are true to the facts 
and true on the corporate records. With such stock, what is 
received is entered on the books just as it is paid, and in neither 
the accounts nor the statements made is there deception or 
stultification. No question of overcapitalization or under- 
capitalization can arise. 


1See Ch, XIII, “Treasury Stock’’; also Book III, Ch. XI, “Capital Stock Without Par 
Value.” 
2 1 Dewing on Finan, Policy of Corp., p. 14. 
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The use of no-par-value shares involves no accounting difh- 
culties. The object is to simplify and make possible the issu- 
ance of stock to represent contingent or speculative interests in 
the business. This simplicity and directness is shown by the 
straightforward and comprehensible entries for its issuance. 


In recording stock of no par value on the books and setting up 
values in the statements of assets and liabilities, it does not seem 
that any difficulties are presented. The capital account should 
reflect the value at which the stock was issued—whether for cash, 
property or services. The only other account representing a 
measure of value in the outstanding stock, outside of certain reserve 
accounts, would be the surplus account. In my opinion this ac- 
count should at all times represent undistributed net earnings of 
the corporation.* 


§ 143. Stock Certificates Are Not Deceptive 


Neither creditors nor purchasers of stock can be deceived by 
no-par-value stock. The stock certificates do not claim to 
represent anything except an interest in the company and its 
possible profits. On the books of the company there is no ficti- 
tious capital, and creditors know that what they have to look 
to is only the par value received for preferred stock, plus any 
amount of cash or property actually paid on the no-par-value 
stock; that is, the real capital stock of the company is shown 
by true entries of the actual sales receipts. 


§ 144. Stock May Be Sold at Any Price 


Stock without par value may be sold at any desired price. 
After the purchaser has paid the agreed price he cannot be 
involved in any liability. The sale at a low price does not dis- 
credit the corporation nor does it deceive the buyer. 


§ 145. Mergers and Reorganizations Are Simplified 


The use of no-par-value shares facilitates mergers and reor- 
ganizations. When the great combinations were formed they 


3 F, H. Hurdman, ‘Capital Stock of No Par Value,” Journal of Accountancy, October, z919. 
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were usually planned so that actual assets were shown by the 
preferred stock or bonds of the combination and the common 
stock represented only the expectation of profits. Now this 
same result can be secured much more accurately by the issue 
of preferred stock and bonds in conjunction with the issue of 
stock having no par value; and the excessive capitalization and 
deceptive issues of common stock that characterized the oid 
system are avoided. 


§ 146. Disadvantages 


So far, the plan seems to have met general favor among 
those who are using the corporate form for legitimate business 
and who do not desire to take advantage of ignorant investors. 


Practice so far seems to have developed no material objection 
to the use of the no-par-value share by the ordinary corporation. 
In some cases the shares may be more difficult to sell from the very 
fact that they carry no dollar indication of their value, or they may 
be unacceptable because of their novelty, or they may be found 
objectionable from the standpoint of taxation. All these things 
are to be considered.‘ 


That the law should work smoothly in practice is owing to 
the fact that it was originally drafted by a committee composed 
of some of the best lawyers in the United States, to meet a 
specific need and to avoid certain specific corporate ills. Its 
use has been entirely optional. It has been accepted by the 
business world on its merits. It has been extensively used and 
no serious objections have developed. It is not unjustifiable to 
assume that the plan is successful and that stock with no par 
value will hereafter be a permanent and esteemed feature of 
our corporate law and practice. 


‘2 Financing an Enterprise, by H. R. Conyngton, p. 395. 


CHAPTER XVI 


NO-PAR-VALUE SHARES—PROCEDURE 


§ 147. Authorization for Issue of No-Par-Value Shares 


The authorization of shares without par value is a matter 
of state regulation, and there is some diversity in the statutes 
of the states that have legislated on the subject. New York was 
the first state to pass such laws, and the laws on the subject 
there have been more thoroughly tested by usage than in other 
states. Such defects as developed in the law have been corrected 
by amendment. A summary of the essential features of the 
New York legislation is given below:! 

(Section 19.) Upon formation or reorganization, any busi- 
ness corporation may provide for the issuance of unvalued shares 
(other than preferred shares) without any nominal or par value, 
by stating: 

1. The number of shares that may be issued, and if any 
stock is preferred, the preferences, with the amount, 
character, and par value of such preferred stock, which 
shall be $5 or some multiple of $5 up to but not ex- 
ceeding $100. 

2. The amount of capital which it will use in conducting its 
business. This must be not less than $500 and not less 
than the par value of the preferred stock, plus $5 oi 
some multiple of $5 for every share of other (unvalued) 
stock. : 


Each share of unvalued stock must be equal and each certifi- 
cate shal have written or printed thereon the number of un- 


1 Stock Corporation Law (Consol. Laws, Ch. 59), as amended by Ch. 694, Laws of 1921. 
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valued shares represented by it, and the entire number of such 
shares authorized. 

The corporation may sell such unvalued shares, (1) for such 
consideration as may be prescribed in the charter; or (2) at 
their fair market value, the judgment of the board of directors 
as to such fair market value being conclusive in the absence of 
fraud; or (3) the price may be fixed by consent of two-thirds 
of each class of shares voting at a duly assembled stockholders’ 
meeting. 

All unvalued stock so issued shall be deemed full-paid and 
non-assessable. 

(Section 20.) Such corporation sball not begin business or 
incur debt until the amount of capital stated in the charter 
shal! have been paid in money or property at actual value. 
Violation of this prohibition makes directors assenting person- 
ally liable. 

(Section 21.) The organization tax on such corporations 
shall be 5 cents on each share of unvalued stock. The stamp 
transfer tax shall be 2 cents on each share. 

The use of the unvalued share is of course optional, the law 
merely giving the right to organize under its provisions if 
desired. 

Few of the other states have passed as satisfactory laws on 
this subject as the amended laws of New York. Few states 
have provided for the statement of the amount of capital 
necessary to begin business, or have made directors who begin 
business personally liable if they authorize business or the in- 
curring of debt before the amount stated has actually been 
paid in. 

In a state where the law does not authorize corporations to 
issue no-par-value shares, the privilege may be secured by 
organization in Delaware, New Jersey, Maine, or some other 
state where the statutes provide for its issuance, the corpora- 
tion then doing business in the state which would otherwise be 
its home state as a foreign corporation. 
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§ 148. Organization Tax for No-Par-Value Shares 


The organization tax varies widely. In New York the rate 
is 5 cents for each share authorized. This is the same amount 
that is charged for shares of $100 par value. Massachusetts and 
Rhode Island also charge 5 cents a share. In many of the states 
the tax is based on the same theory, and all no-par-value shares 
are treated as if they were of $100 par value. This is the case 
in Alabama, Delaware, Illinois, Maryland, Missouri, North 
Carolina, Pennsylvania, Rhode Island, and Virginia. In New 
Jersey the organization tax is but 1 cent a share. 


§ 149. Fixing the Selling Price 

In fixing the selling price, these states vary little. In New 
York the selling price may be fixed (1) by the charter, (2) by 
the board of directors, or (3) by the consent of two-thirds of all 
the stockholders at-a duly assembled meeting. 

In California the selling price must be fixed in the charter. 
This destroys one valuable feature, the power to sell for such 
figure as can be obtained. It amounts to fixing a par value for 
the stock. In most of the states the law authorizes the directors 
to act, or the charter may authorize them to act, or the stock- 
holders may authorize the board to fix the selling price. 


§ 150. Rights of Holders of No-Par-Value Shares 


The rights of holders of no-par-value shares are exactly the 
same as those of a holder of common stock, which have already 
been set forth at some length. 


§ 151. Rights When Preferred Stock Is Outstanding 


When preferred stock and stock without par value have 
been issued, the preferred stock takes precedence in dividends 
and in any distribution of the assets. In such case the no-par- 
value stock has the same rights as common stock would have 
if there were no shares without par value. 

? See Ch. XVII, “Stockholders.” 
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In event of liquidation, after the preferred stock has 
been paid in full and all accumulated dividends have been satis- 
fied, if any assets remain they are either surplus profits or else 
capital contributions from no-par-value stock, and whichever 
is the case, the holders of the no-par-value stock are entitled 
each to his proportionate share. If no preference as to assets 
is given preferred stock, the holders of no-par-value shares 
would be entitled to an interest in assets proportionate to the 
amount actually paid in on such shares. If there were surplus 
profits above the par value of the preferred stock and above the 
accumulated dividends to preferred stockholders, the surplus 
profits would be divided among the holders of the no-par-value 
shares. 


§ 152. Certificates of No-Par-Value Stock 


The New York statute prescribes that ‘every certificate for 
such shares without normal or par value shall have plainly 
written or printed on its face the number of such shares which 
it represents, and no such certificate shall express any normal 
or par value of such shares, or express any rate of dividend ‘in 
terms of percentage of any normal or par value.” 

Unfortunately, the other states that have adopted the a 
have failed to make similar provision. In practice it is probable 
that where such stock is issued, the number of shares authorized 
would be printed plainly on the certificate, otherwise the pur- 
chaser would not know what fractional interest in the profits he 
was buying. 

If 1,000 shares are issued it would be necessary, in order to 
pay dividends of $8 a share on the no-par-value shares, for the 
corporation to make surplus profits (above anything required 
to pay preferred dividends) of $8,000; while if there were 
10,000 shares of no-par-value stock, it would take $80,000 to 
pay the same dividend. 

In other words, each share of unvalued stock means merely 
a fractional interest in future profits, and the more there are 
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the smaller the fraction; hence the purchaser should be in- 
formed as to just what the fractional interest will be. 


§ 153. Annual Taxation for Domestic Corporations 


For purposes of taxation, the usual plan is to account that 
each no-par-value share has a par value of $100. In New York 
the income tax applies to all corporations alike and the character 
of stock issued is immaterial. In New Jersey the annual tax 
is 3 cents a share up to 20,000 shares, above that the tax de- 
creases to 2% mills for all above 50,000 shares. In Colorado, 
for taxation purposes, shares are deemed to be of the par value 
of $1 each. In Maine, 5 mills for each share, with a minimum 
of $10. 


§ 154. Taxation When Operating in Other States 


When corporations with shares without par value under- 
take to operate as foreign corporations in states other than the 
state of incorporation, they are usually treated as if the no- 
par-value shares were shares for $100. In a few states they 
have been refused recognition. In Missouri and Kansas, as 
already stated, suit was brought, and the courts decided that 
they should be admitted to do business without discrimination.® 
Curiously enough, each of these states has within the past year 
authorized the incorporation of corporations wth no-par-value 
stock. It is said that at the present time South Carolina and 
Washington are the only states where authority to do business 
would be refused to a corporation with no-par-value shares. 


§ 155. Preferred No-Par-Value Stock 


In issuing preferred stock without par value, it is necessary 
to state not only the preference in dividends, but also what 
preferences, if any, preferred stock is to have in case of liqui- 
dation. If no preference is given in case of liquidation, the 
preferred share and the common share would participate on the 


3 See § 136. 
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same basis in whatever assets remained after paying all debts. © 
The preference in dividends would have to be stated in dollars 
and not as a percentage. 


§ 156. Accounting Entries! 


If common stock or preferred stock having a par value is 
issued, it is issued for its face value and the amount is credited 
to a capital stock account. If stock without par value is issued 
the amount received, whatever it may be—cash, property, or 
services—is likewise credited to a capital stock account. Any 
profits made go to the capital or surplus account, increase the 
value of the outstanding stock, and represent the amount 
available for dividends. 

As the amount received from the sale of no-par-value stock 
may vary, successive sales may change the value of all the no- 
par-value stock outstanding. For example, if 1,000 shares were 
sold at $10 per share, and then a year later 1,000 more shares 
were sold for $20 per share, there would be outstanding 2,000 
shares. Then ignoring any profits or losses resulting from opera- 
tions, this stock would be worth $15 per share. Then two years 
later, in time of depression, if the corporation were compelled 
to sell 3,000 shares for $5 a share there would be outstanding 
6,000 shares worth $7.50 each. 

In like manner the profits or losses of the corporation cause 
fluctuations in the value of the stock. Thus, if 3,000 shares were 
sold for $45,000 but in managing the business one-third of the 
assets were lost, the outstanding stock would be worth but 
$ro a share. 

All this is, of course, just as true for stock with a par value. 
Its book value changes with every change in the net worth of 
the business. These changes are not so easily seen as in the 
case of no-par-value stock, because obscured by the fixed and 
meaningless par value. 


4See Book III, Ch. XI, ‘‘Capital Stock Without Par Value.” 
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§ 157. Valuing No-Par-Value Shares 


When for purposes of paying taxes or for any other reason 
it is necessary to ascertain the value of no-par-value shares, it 
may be done by ascertaining the net worth of the corporate 
business, and deducting from it the face value of any preferred 
or common stock with par va'ue, and any preferred stock 
without face value entitled to a specific amount on liquidation, 
and dividing the remainder by the entire number of no-par- 
value shares outstanding. The result will equal the book value 
of each share at the time. If new stock is to be sold at any time, 
it would not ordinarily be sold at less than the book value of 
the stock already outstanding. 


Part IV—Corporate Control 


CHAPTER XVII 


STOCKHOLDERS 


$158. General 


An investor in a corporate enterprise becomes a stockholder 
or shareholder. He may become a stockholder either by original 
subscription or later by buying stock from a stockholder or 
from the corporation. 


The shareholders are persons who are interested in the operation 
of the corporate property and franchises, and their shares actually 
represent undivided interests in the corporate enterprises. The 
corporation has the legal title to all the properties acquired and 
appurtenant; but it holds them for the pecuniary benefit of those 
persons who hold the capital stock. They appoint the persons to 
manage its affairs, they have the right to share in surplus earnings 
and, after dissolution, they have the right to have the assets re- 
duced to money and to have them ratably distributed. Each share 
represents a distinct interest in the whole of the corporate prop- 
erty. 


In the active affairs of the corporation the stockholders 
occupy a position of minor importance. They own the stock 
of the corporation and, through that ownership, the corpora- - 
tion itself with all its belongings. Their control of the organiza- 
tion and their management of its affairs is, however, indirect 
and somewhat removed. The profits of the business belong to 
them, but its actual management and the general control of the 


1 In re Bronson, 150 N. Y. 1 (1896), 
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corporation are in the hands of the directors, with whom the 
stockholders, either individually or collectively, cannot directly 
interfere. 


The functions of stockholders are exceedingly limited. The 
theory of a corporation is that stockholders shall have all the 
profits, but shall turn over the complete management of the enter- 
prise to their representatives and agents, called directors. Accord- 
ingly there is little for the stockholders to do beyond electing 
directors, making by-laws, increasing or decreasing the capital 
stock, authorizing amendments to the charter, and dissolving the 
corporation.” 


§ 159. Functions 


As already intimated, the functions of the stockholders are 
few and simple. They assemble once a year in annual meeting 
to listen to reports, elect directors, and discuss the general 
affairs of the company. On rare occasions they are assembled 
for particular action in special meeting. If the charter is to be 
amended, they are usually required to act. If all the assets of 
the corporation are to be sold, they must generally be called 
upon to sanction the proceeding. In some states their consent 
is required to validate corporate mortgages. They would act 
on any proposed liquidation of the corporation. By charter 
provisions, their consent may be necessary to other proposed 
action. One other most important function pertains to the 
stockholders: the right to make, amend, and repeal the by-laws. 

The active connection of the stockholder with his corpora- 
tion is, under normal conditions, limited to the functions 
specified. The further control and direction of the corporate 
organization and its property and business are left entirely to 

. the directors he has elected. 


§ 160. Rights 


The rights of stockholders discussed in the present chapter 
are those general rights which are incident to the ownership of 


23 Cook on Corp., § 708; see also § 711. 
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common stock in a stock corporation. The holders of preferred 
stock have all these same rights—in addition to their special 
rights—unless denied, varied, or restricted by the terms of 
issue. 

Every stockholder has the right to transfer stock freely, to 
have his name appear as that of a stockholder upon the stock 
books of the company, and, when his stock is full-paid, to have 
a stock certificate. In addition, the ordinary individual rights 
of a holder of stock are: 


1. To be notified of and participate in all stockholders’ 
meetings in person or by proxy, and usually, for each 
share of stock standing in his name upon the books of 
the corporation, to cast one vote at any election of 
directors or upon any question that may come before 
such meeting. 

2. To share, in proportion to the amount of stock owned, 
in all dividends declared on the common stock, and to 
subscribe in like proportion for any increase of the 
capital stock. 

3. In event of the dissolution of the corporation, to share 
in proportion to the amount of stock owned in any 
assets remaining after the corporate debts and obliga- 
tions have been paid. 

4. To inspect the corporate books and accounts. 


These rights are discussed in detail in the sections which 
-follow. 


§ 161. (1) Notice of Meetings and Voting 


As a matter of common or statutory law the stockholder is 
entitled to due notice of all stockholders’ meetings. If the time 
of the annual meeting is specified in the by-laws, this in itself 
is presumed to be notice to the stockholder, and the fact that 
he does not receive a personal or mail notice and is for this 
reason not present, does not affect the validity of such meeting. 


134 CORPORATE LAW [Bk. I- 


But where, as in New York, the statute requires publication of 
the notice of the annual meeting, or where the by-laws provide 
how notice shall be given, the statute or the by-laws must be 
complied with unless waived by all of the stockholders. 

Unless expressly denied in some way, every stockholder, 
whether his stock be common, preferred, or special, has the 
right to participate in and vote at all meetings of stockholders. 
Usually he is entitled to cast one vote on all matters passed 
upon at stockholders’ meetings for each share of stock standing 
in his name upon the books of the corporation—a right secured 
to him in a majority of the states by express statute provision. 
In other states the right, if desired, should be definitely set 
forth and secured by proper provision in the charter or by-laws. 
If this is not done, the common law prevails, under which every 
stockholder is entitled to one vote on all matters passed upon 
by the stockholders, regardless of the amount of stock he holds.3 

If the statutes make no provision as to voting, the matter 
may be regulated by either charter or by-laws. In some few 
states, as In Washington and Maine, the statutes expressly 
authorize such regulation by the by-laws. In others, as in 
Connecticut, Delaware, New Jersey, and Nevada, the statutes 
provide the method that shall be followed in voting unless 
otherwise prescribed by charter or by-laws. In these states it 
is possible to deprive entirely certain classes of stock of the 
voting power. It is not unusual to provide that preferred 
| stock shall have no vote where the holders of the common stock 
are the active stockholders and the preferred stock represents 
investments by outsiders. In California the statute forbids any 
such denial of voting power. 

The statutes usually prescribe that voting at elections of 
directors shall be by ballot. Where no special method of voting 
is prescribed by statutes, charter, or by-laws, it may be by call 
of roll, by ballot, or by any other method that will properly 
and legally indicate the sense of the meeting. If all are agreed, 
- )¥Payior v. Griswold, 14 N. J. L. 222 (1834). 
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it is always permissible to instruct the secretary to cast the 
single ballot of the meeting for the election of specified candi- 
dates for directors, or for or against any other measure properly 
before the meeting. 

As between the corporation and its members, the right to 
vote and usually also the number of votes a stockholder is 
entitled to cast are determined by the stock books of the cor- 
poration.4. The possession or non-possession of a stock certifi- 
cate is immaterial, as the right to vote is evidenced positively 
by the record of the stock books. 

The right to vote by proxy is generally given by express 
provision of either the statutes or by-laws, though in some 
states the right is secured by constitutional provision. It did 
not exist at common law. 

Trustees may vote upon the stock held in their names as 
trustees. An executor or administrator may vote upon the 
stock belonging to the estate even though standing in the name 
of the deceased party. In the absence of disagreement, any 
partner may vote stock standing in the partnership name. A 
corporation holding stock of another corporation may vote such 
stock through duly authorized agents. A receiver usually votes 
stock in his possession. When stock is held jointly or in com- 
mon, as in the case of a partnership or where there are two or 
more trustees or executors, all must agree on the vote or other- 
wise it will be lost.¢ 


§ 162. (2) Dividends and Participation Rights 


Save when affected by the issue of some preferred or other 
special stock, each stockholder has the right to share in divi- 
dends with the other stockholders of his corporation propor- 
tionately to the number of shares of stock he holds, and there 


4 Commonwealth v. Dalzell, 152 Pa. St. 217 (1893); State v. Ferris, 42 Conn. 560 (1875); 
In re Argus Printing Co., 1 N. D. 434 (1891). Hie , : 

5 Taylor v. Griswold, 14 N. J. L. 222 (1834); Philips v. Wickham, 1 Paige (N. Y.) 590 
(1829); Commonwealth v. Bringhurst, 103 Pa. St. 134 (1883). 

& Tunis v. Hestonville. etc., Co., 149 Pa. St. 70 (1892). 
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must be no discrimination of any kind in the declaration or the 
payment of these dividends. 

Holders of preferred stock, unless otherwise expressly pro- 
vided, are entitled in any year to payment of their preferred 
dividends before any dividends are paid the common stock, 
and thereafter, as soon as the common stock has received an 
equal dividend, to participate equally with the common stock 
in any further dividends declared in that year.7. Unless other- 
wise expressly provided, dividends on preferred stock are cumu- 
lative, and current dividends on preferred stock and all arrears 
must be paid before dividends may be paid on the common 
stock.8 

If the capital stock of a corporation is increased, each stock- 
holder has the right to subscribe for the new stock proportion- 
ately to his holding of the old outstanding stock. Thus if he 
holds 10% of the outstanding stock and the capital stock is 
increased, he has the privilege of subscribing for 10% of the new 
stock. This rule applies to any actual increase of stock, but 
not to a sale of treasury stock, nor usually to stock which is 
part of the original capitalization but which has not yet been 
issued.10 If, however, this unissued stock has been held for a 
considerable period of time and is then issued, the stockholders 
should all have an equal opportunity to subscribe therefor." 
Holders of preferred stock have the same rights of subscription 
as do holders of common stock, unless expressly denied them by 
the provisions which created the preferred stock. 

The right of subscription is sometimes of considerable value, 
as where a new issue of stock is authorized at a fixed price and 
this price advances before the day of sale. 


aa , Ponta v. Brock, 225 Pa. St. 279 (1909); Sterling v. H. F. Watson Co., 241 Pa. St. 
# Fidelity Trust Co. v. Lehigh Valley R. R. : 

je Shore Ry, Co 8 APS eee R. Co., 215 Pa. St. 610 (1906); Boardman vy. 
9 Way v. Am. Grease Co., 60 N. J. Eq. 263 (1900); El i i 

Pa. St. 516 (1901); Stokes v. Cont. Trust Co., 186 v REA age ee eee 


10 Crosby v. Stratton, 68 Pac. Rep. . i 
ee P. 130 (1902); Archer v. Hesse, 164 App. Div. (N, Bvea) 
4 Electric Co. v. Edison El. Co., 200 Pa. St. 516 (1901). 
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§ 163. (3) Distribution of Assets on Dissolution 


Each stockholder is entitled to share equally in any dis- 
tribution of the assets of the corporation, whether on final dis- 
tribution or on some partial intermediate distribution. Under 
whatever proceedings a corporation is dissolved, the general 
rule holds that all corporate obligations and the expenses of the 
proceedings must first be discharged, and that any remaining 
assets must be distributed among the stockholders, the same 
rules applying as to equality of payment, of time, and of kind, 
as in the case of dividends.” 

In the absence of any express provision to the contrary, 
common and preferred stock share alike in the distribution of 
assets.18 If by its terms preferred stock takes precedence, it 
must first receive any assets available for distribution up to its 
full face value. The common stock then receives any remain- 
ing assets up to its full face value. If any balance of assets 
still remains, both common and preferred stock participate 
therein alike, unless otherwise expressly provided. 


§ 164. (4) Inspection of Books 


Under the common law every stockholder had the right to 
inspect the books and accounts of the corporation in person or 
by agent, and to make abstracts or copies therefrom without 
restriction, save that the examination be made at a reasonable 
time and for a proper purpose. This is the rule in states where 
there is no statutory regulation.¥4 

In some states the statutes provide that a stockholder de- 
siring to examine the books of account or the records of his 
corporation must, if refused, secure an order of court for such 
examination, which will be granted only when he shows some 
good reason therefor.!5 This reason must be substantial and 


12 2 Cook on Corp., § 641. 

18 Coltrane v. Building Assn., 110 Fed. Rep. 281 (1901). ; 

14 Ranger v. Champion Cotton Press Co., 51 Fed. 61 (1892); Huylar v. Cragin Cattle Co., 
40 N. J. Eq. 392 (1885); Matter of Steinway, 159 N. Y. 250 (1899); State v. Jessup & Moore 
Paper Co., 88 Atl. (Del.) 449 (1913); State v. Insurance Co., 169 Mo. App. 354 (1912). 

15 Varney v. Baker, 194 Mass. 239 (1907); Kuhbach v. Irving, etc. Co., 220 Pa. St. 427 
(1908). 
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must be for the specific purpose of investigating some matter 
concerning the management of the corporation in which his 
rights as a stockholder are or may be affected injuriously.16 

This restriction of the right is not unreasonable. It is obvi- 
ous that it would be impracticable in a large modern corpora- 
tion with its multitude of scattered stockholders, to allow these 
to come in at any. time and make an examination of the books. 
The interference with the regular business would in itself be 
intolerable, but beyond this the right might be so used in the 
interest of business competitors as to render it destructive of the 
interest of the stockholders at large. 

In some states statutes have been passed which enlarge the 
stockholders’ usual right to examine the corporate records, and 
in a few states the right has been considerably extended. These 
statutes give the stockholders the right to inspect the corporate 
records irrespective of the purpose for which the inspection is 
sought.17. In some states this right extends to all of the cor- 
porate records, and in most of the states there is a statutory 
right to inspect the stock and transfer books.!8 In New Jersey 
the courts hold that even this right cannot be enforced unless 
the stockholder can show some reason for his inspection “ger- 
mane to his status as a stockholder.”1!9 In many of the states 
a statutory penalty is imposed on the corporate officers who 
refuse a stockholder the right of inspection prescribed by the 
statutes. In such cases the stockholders’ rights are not difficult 
of enforcement.2° 

Where the right to examine the corporate records exists, it 
includes the right to make copies and abstracts.21 It also in- 
cludes the right to be accompanied by the party’s attorney or 


expert accountant, or the inspection may be delegated to one 
or both of these.” 


16 Phoenix Iron Co. v. Commonwealth, 113 Pa. St. 563 (1886). 

17 Poor v. Yarnell, 153 Pac. (Cal.) 976 (1915); Baumrucker v. Jones, 172 Ill. App. 188 (1912). 

18 Lozier v. Saratoga, etc. Co., 59 App. Div. (N. Y.) 300 (1901); State v. Middlesex 
Banking Co., 87 Conn. 483 (1913); Wilkington v. Bradley, 111 Me. 384 (1914). 

19 State v. National Biscuit Co., 54 Atl. (N. J.) 241 (1903). 

20 Lozier v. Saratoga, etc. Co., 59 App. Div. (N. Y.) 390 (1901). 

21 Cincinnati Volksblatt Co. v. Hoffmeister, 62 O. St. 189 (1900). 


22 People v. Nassau Ferry Co., 86 Hun 128 (1895); State v. Insurance Co., 169 M 
354 (1912); Varney v. Baker, 194 Mass. 239 (1907). ’ pecans. 
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Lists of stockholders in the larger corporations have an 
actual money value, and in New York the practice of acquiring 
a share of stock in one of the large companies for the sole pur- 
pose of using the right thus obtained to copy the list of stock- 
holders and of then selling the list, became so flagrant that in 
1916 the legislature amended the law so as to limit the right 
of inspection to persons who have been stockholders of record 
for six months, or to persons holding stock equal to 5% of 
all the outstanding shares. The statute expressly provides, 
however, that nothing therein shall impair the right of the 
courts to compel by mandamus the production of the stock 
book for the examination of any stockholder upon good cause 
shown. 


§ 165. Special Charter Rights 


In many states special provisions for the regulation of the 
business and the conduct of the affairs of the corporation may 
be inserted in the corporate charter. Where this privilege 
exists, rights not usually belonging to the stockholders of a 
corporation may be thereby secured. Thus, stock may be 
classified so as to give the minority stockholders unusual voting 
powers; minority representation may be insured by cumulative 
voting; the right to examine books may be defined and ex- 
tended; the right to be present at directors’ meetings may be 
given; it may be provided that profits when they exist shall 
be declared as dividends at regular intervals, or the power of 
the directors to pay salaries, contract debts, sell corporate 
property, and the like, may be restricted. 

Unfortunately, those who incorporate a company usually 
expect to be majority stockholders and to control the corpora- 
tion, and therefore do not concern themselves to protect minority 
holders. If those who buy stock would decline to invest where 
minority rights are not protected, there would soon be more 
consideration for the smaller stockholders. 

It should be noted that special provisions incorporated in 
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the charter are difficult of repeal or amendment. For this reason 
only those which are expressly desired to be permanent should 
be made the subject of charter provision. Less important pro- 
visions are better included in the by-laws, where they may be 
changed when necessary with less formality. 


§ 166. Statutory Rights 


In most of the states the usual common law rights of stock- 
holders—discussed in the preceding sections—have been re- 
enacted in the statutes. In many states the statutes give the 
stockholders additional rights, some of which have already been 
mentioned. Thus in New York, Kansas, North Dakota, and 
a number of other states, stockholders may call for statements 
and reports from the corporate officials. In California and 
Washington they may inspect mines owned by the corporation. 
In Delaware any stockholder may demand a statement of 
amounts paid on capital stock and the amount of stock issued. 
In a number of states meetings for election of directors may be 
compelled by following prescribed procedure. 


§ 167. Powers 


The individual stockholder, no matter how large his holding, 
has no power as a stockholder to interfere in the lawful manage- 
ment of the company or its business.22 If the directors take, 
or are about to take, any illegal or wrongful action, he may 
restrain them by appeal to the courts. If, however, the action 
taken or about to be taken is in itself not unlawful but merely 
objectionable to him, his only recourse is to induce, if he can, 
a majority of the stockholders to act with him in holding a duly 
assembled stockholders’ meeting, when the by-laws may be 
amended or such other remedial steps be taken as may be 
possible. 

The collective powers of the stockholders apply to but few 
matters and may be summarized as follows: 


*8 Demarest v. Spiral, etc. Tube Co., 71 N. J. L. 14 (1904); Continental Securities Co. v- 
Belmont, 206 N. Y. 7, 16 (1912). : t iy * le deep. 
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. Amendment of charter. 

. Adoption, repeal, or amendment of by-laws. 
. Election of directors. 

. Sale of entire assets. 

. Dissolution of corporation. 

. Exercise of any special charter powers. 


Ow & &® WN -& 


§ 168. (1) To Amend Charter 


A charter is a contract between the state and the stock- 
holders of the particular corporation, and the assent of both 
the state and these stockholders is a prerequisite to its amend- 
ment. In most of the states the statutes provide that the 
charter may be added to or amended, usually in certain pre- 
scribed details or matters, at a duly assembled meeting, by the 
action of a specified proportion of the stockholders ranging 
upward from a bare majority to three-fourths of the outstand- 
ing stock. 


§ 169. (2) To Adopt, Repeal, or Amend By-Laws 

The adoption or amendment of by-laws is one of the com- 
mon law powers of the stockholders. If no provision is made 
otherwise, the power to adopt, amend, and repeal by-laws rests 
with the stockholders alone,24 who must, to exercise this power, 
be duly assembled in a meeting at which such action can be 
lawfully taken.25 If the charter or by-laws do not otherwise 
prescribe, the by-laws may be adopted, amended, or repealed 
at any regular meeting of the stockholders or at any special 
meeting where such proposed action has been duly announced. 
There is some question whether by-laws may be adopted or 
amended without previous notice at the annual meeting held in 
accordance with statutory requirements, unless the charter or 
by-laws expressly so provide.?é 

If the power to adopt by-laws is delegated to the directors, 


2 Angel & Ames on Corp., § 327. 
25 North, etc. Co. v. Bishop, 103 Wis. 492 (1899). 
2% Bagley v. Reno, etc., Co., 201 Pa. St. 78 (1902). 
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this does not, unless expressly so stated, confer on them the 
exclusive right to make by-laws nor empower them to repeal 
by-laws enacted by the stockholders.?7 


§ 170. (3) To Elect Directors 


The election of directors is one of the common law powers of 
stockholders which has been re-enacted in the statutes of most 
of the states. In all corporations for profit the power exists 
without specific statutory authority.?8 

In the absence of other provision, the stockholders have the 
right to fill vacancies in the board of directors. Ordinarily, 
however, either by statute or by-law provision this power is 
given to the board. 


§ 171. (4) To Sell Entire Assets 


A solvent corporation can sell its entire assets only by the 
unanimous consent of all its stockholders.22 Where, however, 
a corporation is financially involved or likely to become so, the 
sale of all its property may be made in any manner that will 
secure a fair return, by authorization of a majority of the 
stockholders.s° Also, if the statutes or charter so provide, the 
entire assets of a corporation may be sold by action of a majority 
of the stockholders, or by majority action of the directors, the 
prescribed formalities being duly observed. 


§ 172. (5) To Dissolve the Corporation 


“It is an unquestioned rule that all the stockholders, by 
unanimous consent, may effect a dissolution of the corporation 
by the surrender of the corporate franchises.”’8? Where the 


27 See §§ 231, 253, 291; Stevens v. Davison, 18 Gratt. (Va.) 819 (1868). 

28 ese ine Co., 22 on 5901 (1840). 

29 ott v. American Hard Rubber Co., 33 Barb. 578 (1861); People v. Ballard 
Nats a0 (1892); Eldred v. American Palace Car Co., 96 Fed. Rep. 59 Geen}. 99 Fed. Re 
I 1900). 

40 Sewell v. East, etc. Co., 50 N. J. Eq. 717 (1892); Skinner v. Smith, 134 N. Y 
(1892) ivan Vv. aay eee Rees etc. Co., 42 Fed. Rep. 875 (1890). ie ~~ 

31 Republican, etc. ines v. Brown, 58 Fed. Rep. 6 893); 

Waterworks, 20 R. I. 176 (1897). : PAS LESS ace e Ts Bios ary, 

82 2 Cook on Corp., § 629. 
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corporation is insolvent or is in danger of becoming insolvent, 
and is unable to further conduct its corporate business, a 
majority of the stockholders may effect its dissolution. This 
is the extent of the power of the stockholders under the common 
law.33 

Statutory provisions, however, exist in a majority of the 
states prescribing procedure whereby dissolution may be had 
by action of a stated majority of the stockholders. 


§ 173. (6) Special Powers 

In many states special powers are conferred upon the stock- 
holders by express statutory provision. Thus in Kentucky, 
Maine, and some other states, it is provided that corporations 
may merge or consolidate with others upon the consent of a 
prescribed majority of the outstanding stock, usually with a 
provision for the appraisement and purchase of the stock of 
any dissenting stockholder. In New York, Pennsylvania, and 
some other states it is provided that any mortgage of corporate 
property must be authorized by a vote of the stockholders. In 
several states, as California and Montana, directors may be re- 
moved by a two-thirds vote of the entire stock. In the states 
where special provisions may be inserted in the charter, as in 
New York, Delaware, and South Dakota, it is possible to extend 
the powers of stockholders far beyond their usual scope, 


§ 174. Liabilities 

The liabilities of stockholders as such are few—usually only 
to pay the full par value of the stock subscribed for or purchased 
by them. If subscriptions are not paid according to their terms, 
or—when subscriptions are unconditional—as calls are made by 
the directors, the corporation may either bring suit to collect 
unpaid amounts, obtain judgment and levy on the stock if 
necessary,?4 or, where the statutes give such power, may forfeit 


33 Berry v. Broach, 65 Miss. 450 (1888); Price v. Holcomb, 89 Iowa 123 (1893). 
*% Nashua Bank v. Anglo-Am. Co., 189 U.S. 221 (1903). 
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the delinquent stock. If the corporation does neither, the lia- 
bility of the stockholder on his unpaid stock still remains for 
the benefit of creditors of the corporation in case of its in- 
solvency.%5 

When the statutory forfeiture of stock for unpaid calls is 
enforced in good faith, a stockholder who is thus deprived of 
his stock is released from further liability to the corporation 
and its creditors. When stock is so forfeited, it is necessary to — 
observe the prescribed statutory formalities carefully, as other- 
wise the proceedings may be set aside and the corporation be 
liable in damages.*¢ 

As a rule, corporate creditors must first proceed against the 
corporation for the collection of their claims. If they secure 
judgment against the corporation and are unable to collect from 
it, they may then proceed against any stockholder who has not 
paid in full for his stock.37 If, however, the corporation has 
been dissolved or is notoriously insolvent, creditors may some- 
times proceed directly against the stockholders of the corpora- 
tion.38 If the corporation goes into the hands of an assignee, a 
receiver or a trustee in bankruptcy, it is the duty of that official 
to collect all unpaid subscriptions.°9 

The fact that other stockholders have not paid their sub- 
scriptions does not avail a stockholder as a defense against 
payment of his own subscription. Nor has he any claim against 
these other subscribers. When, however, payment of his sub- 
scription is enforced by corporate creditors, the conditions are 
different. A corporate creditor need not, as a rule, proceed 
against or join all the stockholders whose subscriptions are 
unpaid, but may collect from any one or more of them up to 
the full amount due on their stock if his claim amounts to so 
much. In such case, as the corporate debts are a joint obliga- 


% Scovill v. Thayer, 105 U. S. 143, 156 (1881); Hawkins v. Glenn, 131 U. S. 319, 334 (1888). 
% Lewey’s Island R. R. Co. v. Bolton, 48 Me. 451 (1860). 

37 Wetherbee v. Baker, 35 N. J. Eq. sor (1882). 

2 Terry v. Tubman, 92 U.S. 156 (1875); Terry v. Anderson, 95 U. S. 628, 636 (1877.) 

In ve Crystal Spring Co., 96 Fed. 945 (1899); Scovill v. Thayer, ro5 U.S. 143 (1881). 
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tion to be borne by all the delinquent stockholders in proportion 
to the amounts due on their stock, any subscribers who are 
compelled to pay more than their due proportion can compel 
contribution from other delinquent stockholders up to their pro- 
portion of the debts paid.‘ 


§ 175. Liabilities of Purchasers of Stock 


The stockholder who is not an original subscriber, but who 
purchases outstanding stock in good faith with the understand- 
ing or express statement that it is full-paid, and particularly 
when the certificates are so marked, does not incur any liability 
either to the corporation or its creditors even though the sub- 
scription price or the par value of such stock has not been paid 
in to the corporation. In any such case the unpaid liability on 
the stock either remains with the transferrer or is lost.‘ 

When, however, a purchaser takes unpaid stock with a 
knowledge of the conditions, the liability for any call already 
made, even though the payment date of such call has not yet 
arrived, remains with the transferrer, but the transferee is liable 
for any subsequent calls. 


§ 176. Statutory Liabilities of Stockholders 


The general rule is, however, modified by statute in many of 
the states. Thus in Oregon and Tennessee the liability on un- 
paid stock remains with the transferrer, while in Kentucky it 
continues with the transferrer for two years from the date of 
transfer, and in Maine and Mississippi for one year. In Wis- 
consin the liability may be shifted to the transferee with the 
consent of the corporation, but the liability of the seller con- 
tinues notwithstanding for six months after the transfer. In 
Nebraska the liability follows the unpaid stock. In Illinois both 
transferrer and transferee are liable. 


404 Thompson on Corp., § 3 
41 out 7 Elen, 59 Md. 1 ees Rood v. Whorton, 67 Fed. 434 (1895). 
42 Webster v. Upton, o1 U.S. 65 (1875). 
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The common law liability of holders of unpaid stock for any 
unpaid portion of its par value is confirmed by statute in most 
states of the Union. In a few states this common law liability 
has been extended, and in a number of states additional liabili- 
ties areimposed. These subsequent or additional liabilities extend 
to all stockholders whether their stock is full-paid or otherwise. 
This liability on unpaid stock may, by agreement of the cor- 
poration, be terminated as between the corporation and its 
stockholders, but would still exist as between these stockhold- 
ers‘) and creditors of the corporation, and on the insolvency of 
the corporation would become immediately effective.44 

In a few states there are additional liabilities. Thus in 
Minnesota the stockholder is liable, in case the corporation 
becomes insolvent, for a further amount equal to his original 
subscription, that is, equal to the par value of the stock he holds. 
The corporation cannot collect this additional amount, but in 
case of its insolvency any creditor of the corporation may en- 
force payment. This double liability formerly existed in several 
other states, but is now found in Minnesota alone. In Cali- 
fornia each stockholder is liable for any portion of his subscrip- 
tion that is not paid, and is further liable for such proportionate 
part of the corporate indebtedness incurred during the period 
in which he is a stockholder, as his stock bears to the total 
capitalization of the corporation. 


“8 Goodnow v. Amer. Writing Paper Co., 66 Atl. (N. J. , 607 (1907); Bostwick v. Young, 
ri8 App. Div. (N. Y.) 490 (1907); affd., 194 N. Y. 516 (1909) 
4 Merchants Mutual Adjusting Agency v. Davidson, 23 Cal. App. 274 (1913); Southworth 
v. Morgan, 205 N. Y. 293 (1912); Dickerman v. Northern Trust Co., 176 U. S. 181 (1900). 


CHAPTER XVIII 


DIRECTORS 


$177. Powers of Directors 


The board of directors is the managing body of the corpora- 
tion. Unless restricted by statute, charter, or by-laws, it exer- 
cises the active controlling power in all corporate business. ‘The 
board of directors and not the stockholders, nor the president, 
secretary, treasurer, or other agent, is the original and supreme 
power in corporations to make corporate contracts.”1 The 
directors are the embodied power of the corporation, so con- 
stituted by the mere fact of their appointment.2. The stock- 
holders can neither force the directors to act nor restrain them 
from acting—save by charter or’ by-law provision—unless the 
omission in the one case or the act in the other is so glaringly 
unjust or injurious to the interests of the stockholders as to 
warrant an appeal to the courts. 

The powers of the board do not, however, extend beyond the 
purposes for which the corporation was formed. Thus the sale 
of the entire assets, the dissolution of the corporation, or a radical 
change of its business are not within the unsupported power of 
the board. Also the statutes in the different states restrict in 
greater or less degree the common law powers of the board. 
Thus, as a rule, directors are not allowed to issue bonds or to 
mortgage corporate property unless expressly authorized thereto 
by the stockholders. Also the absolute authority of the board 
may always be limited by charter or by-law provisions. On the 
other hand, the powers of directors are sometimes extended by 


13 Cook on Corp., §§ 709, 712. 
2 Landers v. Frank St. M. E. Church, 114 N. Y. 626 (1889). 


tA 


148 CORPORATE LAW [Bk. I- 


charter or by-law provisions, or by the statutes, in the latter 
case mainly as to adoption of by-laws. 


§ 178. The Power of the Directors Collective, Not Individual 


The authority of the directors may be exercised only as a 
board in duly assembled meeting with a quorum present. A 
single director, as such, has absolutely no authority over the 
corporate affairs.4 He may be appointed by the board to man- 
age some feature of the corporate business, or as managing 
director may practically control the corporate affairs, but in any 
such case his powers are only those which are delegated to him 
by the board and are limited strictly by the terms of his appoint- 
ment.5 As a knowledge of the corporate affairs is essential to 
the proper discharge of his duties, he has a right to inspect the 
records and the property of the corporation and to familiarize 
himself with its operations.* He is also entitled to attend any 
meeting of the standing committees,’ to be notified of all special 
meetings of the board, to attend all board meetings, and to be 
heard, if he so desires, on all matters coming before any such 
meeting. If he discovers anything wrong in the conduct of the 
corporate affairs, he has no individual power to right it, but must 
present the matter to the board for its action. 


§ 179. Directors Trustees for the Stockholders 


Directors of a corporation are virtually trustees for the body 
of stockholders, and must exercise the same care and diligence 
in the conduct of the corporate affairs as prudent business men 
would exercise in the conduct of their own affairs.2 As trustees, 
they must have no interest adverse to the interest of the com- 


_ 5 North Hudson, ete. Assn. v. Childs, 82 Wis. 460 (1892); Ames v. Goldfield Merger 
Mines A 227 His) EERO. (1915). 
4 Alabama Nat. Bank v. O'Neil, 128 Ala. 192 (1900); Gaynor v. R. R., 189 Pa. St. 899). 
5 3 Clark & Marshall on Corp., § 690. é Se 5 Sea) 
‘ é a ysee v. Throop, 12 Wend. (N. Y.) 183 (1834); Rosenfield v. Einstein, 46 N. J. L. 479, 
404 (1884). 
7 Western Ry. v. Rushout, 5 De G. & Sm. 290 (1852). 
8 Metropolitan, etc. Co. v. Domestic, etc. Co., 44 N. J. Eq. 568 (1888); Curtin v. Salmon, 
etc. Co., 130 Cal. 345 (1900); Broughtor v. Jones, 120 Mich. 462 (1890). 
®3 Cook on Corp., § 648; Elliott v. Baker, 194 Mass. 518 (1907); Gen. Rubber Co. v. 
Benedict, 215 N. Y. 18 (1915). ' 
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pany. Too often directors are not as scrupulous as they should 
be in this particular. 


§ 180. Appointment and Removal of Officers and Agents 


The authority of the board to appoint and remove officers 
and agents of the corporation is not a common law power, but 
must be given it by statute, charter or by-law provision. Unless 
this is done, the power belongs to and may be reserved by the 
stockholders. The subject is treated more fully in the following 
chapter, 


§ 181. Appointment of Standing Committees 


Standing committees are those permanent committees of the 
board to which some measure of its discretionary power has been 
delegated. The board has general power to appoint standing 
committees. Their purpose is twofold: (1) to secure the prompt, 
decisive action of a small, easily assembled body, and (2) to 
obviate the necessity for frequent meetings of the board. 

As the discretionary powers of the board itself are delegated 
to standing committees, they must be composed of members of 
the board. Their powers are exercised during the interim be- 
tween the board meetings; and within the limits of their author- 
ity they act with the same binding force and effect as the board 
itself and their contracts are not subject to revision by the 
board.1° 

When authorized thereto by the charter or by-laws of the 
corporation, the power of the board to delegate its authority to 
properly constituted standing committees is well established. 
How much power should be so delegated is to be determined by 
the nature and conditions of the company’s business. 

It is but rarely that more than two standing committees are 
deemed necessary. If but one committee exists, it is usually 
termed the “executive committee,” and its powers are ordinarily 
those of the board. If two committees are appointed, the second 


10 Corpus Juris, §§ 1863, 1865; Hayes v. Canada, etc., Co., 181 Fed. Rep. 289 (1910). 
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is usually designated the “finance committee,” and to this com- 
mittee is given direct supervision of the corporate finances and 
accounts; all general matters remaining in charge of the execu- 
tive committee. The matter is, however, one to be regulated by 
the charter or by-laws, and variations of the usual arrangements 
are frequent. 

When standing committees are appointed with the usual 
powers, they are the real managing bodies of the corporation, the 
board merely receiving their reports and supervising their opera- 
tions. Inasmall corporation or any corporation with a compact, 
easily assembled board, they are as a rule an unnecessary and 
even undesirable complication. They are advantageous only 
when the board is so large or so scattered as to be difficult of 
assembling, or when for other reasons the business of the corpora- 
tion cannot be properly transacted by the board as a whole. 
Not infrequently the standing committee is used as a device by 
which a few men practically manage the affairs of the corpora- 
tion, the board being superseded by the standing committee. 

The membership of standing committees is seldom less than 
three, nor, save in very large corporations, more than five. To 
increase the number renders the standing committee unwieldy 
and defeats the purpose of its creation. 


§ 182. Adoption of By-Laws 


Originally the stockholders were supposed to express their 
wishes as to the management of the corporation through the by- 
laws, and the directors to exercise their powers in subordination 
thereto. Of late years, however, in many states the statutes 
confer upon the directors more or less extended power to adopt 
by-laws. In some of these states the by-laws adopted by the 
directors must be either in harmony with the by-laws passed by 
the stockholders, or subject to their revision. In Illinois the 
board is given the sole and entire right to adopt by-laws. Also 


1 North Milwaukee, etc., Co. v. Bishop, 103 Wis. 492 (1899): 
ue tharee. P, 103 492 (1899); Morton, etc., Co. v. Wysong, 


Ch. 18] DIRECTORS 51 


in some other states they are given power to make by-laws for 
their own government. When the stockholders have by by-law 
provision delegated the power of making by-laws to the directors, 
it has been held that the directors are not thereby authorized to 
repeal by-laws passed by the stockholders.12 Unless directors 
are given independent power to adopt by-laws by statute or 
charter provisions, their by-laws may be repealed or amended at 
any duly assembled stockholders’ meeting. 


§ 183. Common Law Liability of Directors 


The liabilities of directors fall naturally under two heads— 
common law liabilities and liabilities imposed by statute. Under 
the common law the directors are personally liable for loss or 
damage resulting from wlira vires acts;* for any unlawful 
corporate act committed with their connivance, assent, or knowl- 
edge; for issuance of unpaid or partly paid stock as full-paid; 
for paying dividends, either negligently or wilfully, that impair 
the capital stock; and for any other gross mismanagement. As 
trustees for the company, they are bound to give its affairs all 
requisite care and attention. If they do not, they are responsible 
for any resulting loss or damage.'! They are not, however, 
responsible for the results of errors of judgment in their manage- 
ment of the ordinary business affairs of the corporation."5 


§ 184. Statutory Liabilities of Directors 

In almost every state liabilities have been imposed upon 
directors by statute. Thus in New York—a typical state— 
directors may be held personally liable as follows: 


122 Stevens v. Davison, 18 Gratt. (Va.) 819 (1868). ‘ 

18 National Cash Reg. Co. v. Leland, 94 Fed. 502 (1899); McKinnon v. Morse, 177 Fed. 
576 (1910); Hill v. Murphy, 212 Mass. 1, 2, (1912). é 

1443 Cook on Corp., § 703; Cassidy v. Uhlmann, 170 N. Y. 505 (1902); Hayes v. Pierson, 
65 N. J. Eq. 353 (1903); Elliott v. Baker, 194 Mass. 518 (1997); Childs v. White, 158 App. Div. 
N. Y.) 1 (1913). 
: Chick Petes 114 Fed. 22 (1902); United Zinc Cos. v. Harwood, 216 Mass. 474, 476 
(1924); Holmes v. St. Joseph Lead Co., 168 App. Diy. (N. Y.) 688 (zor5). 
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. For declaring dividends except from surplus profits, or 
for dividing, withdrawing, or paying out any part of 
the capital except that authorized by law. 

2. For making a loan of corporate money to any stockholder, 
or for discounting from corporate funds any note or 
evidence of debt for any stockholder, or for receiving 
the same for any instalment due on stock. 

3. For making any certificate or report or public notice that 
is false in any material respect. 

4. For making transfers of property to officers or stockhold- 
ers when the company is insolvent or threatened with 
insolvency, for the purpose of preferring or defrauding 
creditors. 

5. In case of dissolution, as trustees for all corporate prop- 

erty that may come into their hands. 


= 


In the majority of the states directors guilty of most of the 
enumerated offenses are not only personally liable, but are also 
criminally liable under the laws against fraud, larceny, and 
embezzlement. 

When any action is taken by the board in violation of law or 
which might involve its members in a liability, any dissenting 
director may always relieve himself from responsibility by proper 
procedure. In some states this procedure is prescribed by 
statute. Usually it involves the entry of his dissent or protest 
on the minutes of the particular meeting or, if such entry is 
refused, publication of the protest. 

It may be said generally that the law as to the liabilities and 
obligations of directors is much more satisfactory in theory than 
in practice, and that the best possible method of avoiding loss 
through wrongful or ill-judged acts of the directors is to confine 
the directorships only to men of known integrity and character. 


§ 185. Resignation of Directors 


A director is under no obligation to continue in the service 
of his corporation longer than he desires. Even though the 
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statutes or by-laws provide that he shall continue in office until 
the end of his term, he may resign at any time and thereby ter- 
minate his official position.1¢ 

The effect of a resignation is governed by its terms. It may 
be tentative, requiring acceptance by the board before it is 
effective, or peremptory and effective as soon as delivered to the 
proper representative of the corporation.17 

The resignation should, for purposes of record and proof, be 
in writing, but an oral resignation properly presented to the 
board of directors and recorded in the minutes as so presented, is 
sufficient. It is obvious, however, that an oral resignation is 
objectionable on account of its difficulty of proof. A peremptory 
resignation may be made effective at a future date. A tentative 
resignation may fix a future date on which it will be effective if 
accepted. 

A peremptory resignation cannot be withdrawn after its 
formal presentation to the board, save with the consent of the 
board. A tentative resignation may be withdrawn at any time 
before its acceptance.18 


§ 186. Removal of Directors 


The directors have no power to suspend or remove a fellow 
member of the board. The stockholders have a common law 
power to remove directors for adequate cause, but such removals 
are not frequent. The cause must be good and capable of proof, 
charges must be preferred, a meeting must be called, and the 
accused be given a hearing. The whole procedure is trouble- 
some, and it is usually preferable to await the expiration of an 
offending director’s term rather than to attempt his forcible 
removal sooner. 

In some states, however, the statutes extend this common law 
power of removal, and wherever special provisions are permitted 


16 3 Clark & Marshall on Corp., § 667, and cases cited; Briggs v. Spaulding, 141 U. S. 
132 (1891); Will of McNaughton, 138 Wis. 179, 208 (1909). 

17 Manhattan Co. v. Kaldenberg, 165 N. Y. 1 (1900). 

18 See Book IV, Ch. XVIII, ‘‘Resignations’”’ (forms). 
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in the charter the same end may be attained by proper charter 
provision. When thus given by the statutes or charter, the 
power of removal is usually summary, i.e., an objectionable 
director may be removed by prescribed procedure—usually by 
a two-thirds vote of the stock, but in a few states by a bare 
majority—at once and with or without cause. Under these 
circumstances the removal of directors is more frequent. 

When the office of director has been usurped or is unlawfully 
held, and is claimed by a party who is not in possession, a writ 
of quo warranto will lie or an equitable action for possession may 
be instituted.19 


§ 187. Vacancies on the Board 


The stockholders alone have power to fill vacancies on the 
board, unless otherwise expressly provided by statute, charter, 
or by-laws. Such vacancies must therefore await the election 
of directors at the next annual meeting, or be filled by special 
election, unless the power of filling vacancies has been conferred 
upon the board.2° It is advisable that the directors have this 
power, and in practice it is almost invariably given them. 

Vacancies on the board may be caused by the death, removal, 
resignation, or disability of a director, or the failure of a director- 
elect to accept his office. The continued absence of a director 
from meetings is not itself sufficient to vacate his position. If 
it is desired that such continued absence shall have this effect, 
the by-laws should so provide, specifying the exact number of 
consecutive absences from regular meetings or from regular and 
special meetings necessary to create a vacancy. 

A board of directors may legally continue to act in spite of 
vacancies, provided enough remain to make up a quorum of the 
whole board. Less than a quorum of the board cannot fill 
vacancies unless expressly so empowered by charter or by-laws. 


19 Powers vy. Blue, etc., Assn., 86 Fed. 705 (1898); People v. Powell, 201 N. Y. 194 (1911). 

*0 In re Griffing Iron Co., 63 N. J. L. 168, 357 (1899); 2 Thompson on Corp., § 1083. 

4 Whittaker v. Amwell Nat. Bank, 52 N. J. Eq. 400 (1894); United Growers Co. v. Eisner, 
22 App. Div. (N. Y.) 1 (1897). 
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§ 188. Directors Holding Over 


“Tf the directors shall not be elected on the day designated in 
the by-laws, or by law, the corporation shall not for that reason 
be dissolved; but every director shall continue to hold his office 
and discharge his duties until his successor has been elected.” 
This statement of the law taken from the New York statutes is 
also a statement of the common law, existing in practically 
every state.2s A similar provision also usually appears in the 
by-laws. 

The powers of directors who continue in office because of a 
failure to elect their successors are the same in every respect as 
before their term of office expired. They are directors both de 
jure (by right) and de facto (in fact), and their acts are valid.2 

The smaller corporations relying upon this condition some- 
times omit the annual meeting with its election of directors for 
years, thereby avoiding the formalities of the annual meeting. 
In such case the old board holds over indefinitely and, duly 
empowered thereto by charter or by-laws, fills by vote of its own 
members any vacancies that may occur. So long as the stock- 
holders do not protest, the practice is not legally objectionable. 
In New York the omission of the election of directors for eight 
years has been upheld.?s 


§ 189. Directors Dealing with Corporation 


The subject of directors’ dealings with their corporations is 
too extensive for full treatment here. A director occupies a 
fiduciary relation to his corporation and should as far as possible 
avoid any position in which his personal interest is adverse to 
that of the corporation. He may, however, speaking generally, 
make any contract with his corporation that is fair and to its 
interest. His contract is therefore not void but merely voidable, 


22 Gen. Corp. Law, N. Y., § 28. ; 

23 State Vv. Bonnet 35 Ohio St. ro (1878); Appleton v. Am. Malting Co., 65 N. J. Eq. 375 
O93), Cook on Corp., § 713; Kent Co., etc., Society v. Houseman, 81 Mich. 609 (1890) 
28 Geneva Mineral Springs v. Coursey, 45 App. Div. (N. Y.) 268, 275 (1899), 
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and if no stockholder objects will stand.2° Also cases have arisen 
where a contract between a director and his corporaticn has been 
ratified by a majority of stockholders at a duly called meeting, 
and the courts have sustained the contract.27 Also, if all the 
stock is owned by the directors and there are no creditors, a 
director may contract with his corporation at pleasure.?6 

In all cases where a director is personally interested in any 
particular contract or other matter to be acted upon by the 
board, he should withdraw from the room while the vote is being 
taken and his absence should be noted on the minutes. To be 
valid the action must be taken by a legal quorum exclusive of 
the interested party.29 

The United States Steel Corporation, in its by-laws provides 
for such a situation as follows: 


Contracts. Inasmuch as the Directors of this Company are 
men of large and diversified business interests, and are likely to be 
connected with other corporations with which from time to time 
this Company must have business dealings, no contract or other 
transaction between this Company and any other corporation shall 
be affected by the fact that directors of this Company are interested 
in, or are directors or officers of, such other corporation, if, at the 
meeting of the board, or of the committee of this Company, mak- 
ing, authorizing or confirming such contract or transaction, there 
shall be present a quorum of directors not so interested; and any 
director individually may be a party to, or may be interested in, 
any contract or transaction of this Company, provided that such 
contract or transaction shall be approved or be ratified by the 
affirmative vote of at least ten directors not so interested. 


6 Fort Payne Rolling Mill v. Hill, 174 Mass. 224 (1809); Welch v. Bank, 122 N. Y. 177 
(1890); Cont. Ins. Co. v. N. Y., etc., R. R. Co., 187 N. Y. 225 (1907). 

a “f Nye v. Storer, 168 Mass. 53 (1897); Gamble v. Queens Co. Water Co., 123 N. Y. or 
1890). 
8 McCracken v. Robison, 57 Fed. 375 (1893); Barr v. R. R. Co., 125 N. Y. 263 (1891). 

29 Curtin v. Salmon, etc., Co., 130 Cal. 345 (1900); Steele v. Gold, etc., Co., 95 Pac. (Colo.) 
349 (1908); Schaffhauser v. Brewing Co., 218 Pa. St. 298 (1907). 
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OFFICERS 
§ 190. General : 


The term “officers” is here applied to those permanent agents 
of the corporation appointed or elected—usually by the board of 
directors—as the direct representatives of the board and of the 
corporation. The directors themselves are at times, and with 
legal correctness, styled “‘officers,’ but to avoid confusion the 
term is as a rule employed in the present volume to designate 
those officials subordinate to the board.1 

The necessary officers of a corporation, sometimes termed the 
“executive officers,” are the president, secretary, and treasurer. 
One or more vice-presidents are usual. In addition to these, 
other officers or agents are frequently appointed, as managing 
directors, general managers or superintendents, counsel, auditors, 
and special agents for particular purposes. 


§ 191. Appointment of Officers 


The stockholders have the original right to elect or appoint 
officers of their corporation, and in the absence of preventing 
statutes this power may be reserved to them. In practice, how- 
ever, by express provision of the statutes, charter, or by-laws 
the power of appointing officers is almost invariably vested in 
the board of directors. 

The election of one person to two corporate offices is common, 
and is usually authorized by charter or by-law provision. If 
otherwise, the board still has power to combine any two or more 
official positions in one person if the duties of the combined 
positions do not conflict.? 


1See Ch. XXXIII, ‘‘By-Laws—Officers. 
2 People v. Green, 58 N. Y. 295-304 ee 3 Cook on Corp., § 712. 
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The term for which corporate officials are elected is usually 
prescribed by proper charter or by-law provision, and seldom 
exceeds one year. As a matter of business policy such term 
should not be longer than that of the directors by whom the 
officials are elected. That is, if the directors are elected annually, 
the officers also should be elected annually so that each new 
board may appoint its own agents. 

The appointment of managers, experts, or other specially 
skilled employees is, however, of a different nature. These are 
not so directly agents of the board, and contracts for their serv- 
ices extending over a term of years are frequently advantageous 
or even necessary to the corporation. Such contracts are entirely 
within the power of the board without special charter or by-law 
authorization. 

Unless they resign or are removed in some manner, the cor- 
porate officials hold over after the expiration of their elective 
term, until they are relieved by properly elected or appointed 
successors. This is frequently a statute, charter, or by-law 
provision, but, if otherwise, is a matter of common law. These 
officials have every power that they possessed before the expira- 
tion of their elective terms. 

As the board elects and appoints officers, it has also the power 
to fill vacancies among them without specific authorization. 


§ 192. Qualifications of Officers 


The officers are the agents of the board of directors and of the 
corporation. Hence anyone who may act as an agent is capable 
of acting as a corporate official, and in the absence of prohibition, 
a married woman, a minor, an alien, or one of its own directors 
may be legally elected as an officer of the corporation. 

Membership in the board is, as a rule, a necessary qualifica- 
tion for the president and vice-president of a corporation. They 
are almost invariably the presiding officers of the board, and when 


3 Mining Co. v. Abraham, 26 Ore. 282 (1894); Agricultural Soc. v. H i 
609 (1890); Quitman Oil Co. v. Peacock, 81 S, E. (Ga.) 908 (ror). a te es 


Ch. ro] OFFICERS 189 


this is the case the election of a president or vice-president not a 
member of that body might lead to difficult situations. 


§ 193. Powers and Duties of Officers 


The mere fact of election to office does not necessarily in itself 
confer any power or duties upon the officials of a corporation. 
Custom or usage may have attached certain powers and duties 
to certain official positions, but the corporation may disregard 
this and vary the powers and duties of the different officers as 
seems to it best. 

In general it may be said of corporate officials that, as agents 
of the corporation, they are governed by the general law of 
agency. Accordingly a corporate official has only those powers 
which are conferred upon him or are incidental to the exercise of 
these powers. 

The different sources from which the powers of corporate 
officials are derived are, given in rank of their authority, (1) the 
statutes of the state, (2) the charter, (3) the by-laws, (4) resolu- 
tions of directors, and (5) usage. 

Statutory provisions affecting corporate officials are few. 
The charter likewise but seldom contains provisions affecting 
the officers of the corporation, though occasionally such pro- 

visions are inserted therein for the sake of permanence. The 
by-laws, however, usually prescribe the official powers and duties 
with fulness; and the directors, subject to the provisions of the 
higher authorities referred to, confer such other proper official 
powers and prescribe such other official duties as they see fit. 

Beyond all these, it will usually be found that the officers 
transact certain routine business> and perform certain duties as 
a matter of custom, and their acts are valid and binding upon 
the corporation, even though not specifically authorized.¢ 


4R.R. Co. v. Bayne, 11 Hun (N. Y.) 166; affd., 75 N. Y. 1 (1877); Cushman y. Cleveland, 
etc., Co., 84 N. E. (ind. 759 (1908); Emmet v. Northern Bank, 173 App. Div. (N. Y.) 840 
(1916); Marqusee v. Ins. Co., 211 Fed. 903 (1914). 

6 Fitzgerald, etc., Co. v. Fitzgerald, 137 U.S. 98 (1890). 

® Ins. Co. v. McCain, 96 U.S. 84 (1877); Story on Agency, §§ 126, 127, 
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Also it may be stated generally that, whenever the directors 
permit an officer to exercise apparent authority in the corporate 
affairs or transactions, the corporation is bound thereby as to 
third persons as fully as if such officer had been duly authorized.’ 

Beyond this, corporate officers not infrequently act clearly 
without the bounds of their authority, relying upon ratification 
of their acts by the board of directors later. If so ratified, the 
corporation is bound and the officials are absolved from all 
responsibility for their wlira vires acts.8 If, however, the official 
action is not ratified, the corporation is not bound and the officers 
are personally liable for their acts.® 

The validity of an officer’s acts depends entirely upon his 
authority and not on the place in which the authority is exer- 
cised.1°. Therefore, when in the proper discharge of his duties, 
his acts are as effective in one place as another and equally 
binding upon the corporation. 


§ 194. Delegation of Officers’ Authority 


The board may temporarily delegate the powers of an official 
to another person, provided such delegation is reasonable and 
only for such length of time as may be actually necessary to 
conserve the interests of the corporation. An officer cannot 
delegate his powers to another officer in any material matter, 
_ even temporarily, unless specially authorized thereto by the by- 

laws or by action of the board.1! 


§ 195. Liabilities of Officers 


An officer contracting for his corporation within the limits 
of his authority is merely a corporate agent, and if not guilty of 


7 New York & New Haven R. R. Co. v. Schuyler, 34 N. Y. 30 (186s): 3 Clark & 
on aoe 708; Louchheim y. Bldg. Assn., 211 Pa. St. 499 (1905); eee eant Nep 
795 (1912). 1 
8 Rolling Mill v. R. R., 120 U.S. 256 (1886); Nims v. Boys’ School, 16 : 
Topolewski v. Plankinton Packing Co., 143 Wis. 52 (1910). a pcre ties oleic 
ape nitions v. Pierce, 231 Pa. St. 534 (1911); Falls City Lumber Co. vy. Watkins, 53 Ore. 212 
10 Hastings v. Ins. Co., 138 N. Y. 473 (1893). 
1 Caldwell v. Life Assn., 53 App. Div. (N. Y.) 245 (1900). As to when corporation will be 
ees see Emerson v. Hat Co., 12 Mass. 237 (1815); also Luttrell v. Martin, 112 N. C. 503 
1893). : 
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fraud or deceit, does not bind himself and cannot be held per- 
sonally liable in any way. If, however, he exceeds his authority 
he renders himself personally liable,!2 unless the corporation 
later ratifies the unauthorized action,!! in which case he is 
released. 

Officers are bound to use ordinary care and diligence in the 
conduct of the corporate business and are therefore liable for 
any losses caused by their neglect, mismanagement, or wrong- 
doing in the discharge of their official duties,‘ though not for an 
error of judgment.15 

An officer is also personally liable for any wrong he does on 
behalf of his corporation, such as sending out false and deceptive 
reports, statements, prospectus, etc., even though the corpora- 
tion is also liable.16 

In many states statutes exist prescribing penalties for various 
misdeeds of corporate officials. Thus in New York neglect to 
make proper entries in the stock book, or to exhibit this book 
on request to those entitled to its inspection, involves a penalty 
of $50 and of resulting damages; rendering a false report in- 
volves liability for all resulting damages; loaning corporate funds 
to a stockholder or allowing him to withdraw his investment in 
any way renders officers and directors personally liable for all 
debts of the corporation until the amount is returned; while the 
penalty for falsifying accounts or erasing or destroying the cor- 
porate records is the same as that for forgery. 


§ 196. De Facto Officers 

A de facto officer is one actually in possession of an office and 
exercising its powers and duties by virtue of some other authority 
or right than that of a regular, unquestioned election or appoint- 


12 See citations in Sahai 9. 
13 See citations in footnote 
43 Cook on Corp., § 702, and cases there cited; McEwen v. Kelly, 140 Ga. 720 Gorn) 
United Zinc Cos. v. Harwood, 216 Mass. 474 (1914); Childs v. White, 158 App. Div. (N. Y 
I (1913). 
; a Briggs v. Spaulding, 141 U. S. 132 (1890); People v. Equit., etc., Society, 124 App. Div. 


8 . 
ee chee Be, 46 N. J. L. 380 (1884); Morgan v. Skiddy, 62 N. Y. 319 (1875). 
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ment. He must be “‘distinguished on the one hand from a mere 
usurper of an office, and on the other hand from an officer de 
jure,’17 i.e., one holding his position by legal right. It not in- 
frequently happens that the results of an election are disputed 
or that an election is not held. In the first case if the officers 
claiming election enter upon their official duties, or in the second 
case if the old officers continue in office, the acting officials are 
de facto officers, and, until ousted or superseded, their official 
acts are legal and binding upon the corporation. 

Speaking generally it may be said that anyone connected 
with a corporation who is publicly allowed to act as its officer or 
agent is a de facto officer. Persons dealing with the corporation 
cannot usually investigate and ascertain whether those who 
purport to represent it are legally appointed. The law therefore 
holds that the acts of these de facto officers are binding on the 
company even though they have no legal right to the position 
they pretend to hold. 


§ 197. Removal of Officers 


When an officer is elected for a definite term and accepts the 
office, a contract has been made for that term, and unless power 
has been given the board by express provision of statutes, charter, 
or by-laws to remove the corporate officers at pleasure, the in- 
cumbent can be legally removed only for cause.!8 If a removal is 
to be made, the cause must be such as will justify breaking the 
contract with the offending official, charges must be brought 
against him, and he must be allowed an opportunity to defend 
himself.19 If removed without cause, his official status ceases 
but the corporation is liable to him for breach of contract.20 

In some few states the statutes give the directors power to 
remove officers at pleasure. Elsewhere it may be given them 


17 Waterman v. Chicago, etc., R. R. Co., 139 Ill. 658-665 (1892); Merchants’ Bank v. 
Citizens’ Gas Light Co., 159 Mass. 505 (1803). 

18 State v. Kuehn, 34 Wis. 229 (1874). 

19 State v. Adams, 44 Mo. 570, 585 “869); State v. Kuehn, 34 Wis. 209 (1874 

eat Griffing Iron Co., 63 N. J. L. 168 (1899); Brindley v. Walker, 70 het ‘Rep. (Pa.) 
794 (190 
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by charter or by-law provision.2! Such provisions are usually 
desirable, as the board is responsible for the proper conduct of 
the corporate business and should have power to remove an 
objectionable official without the necessity of a formal trial. 
When by-laws are adopted giving the directors power to remove 
officers without cause, they do not authorize the removal of 
officers already elected, but are effective as to officers elected 
thereafter. 


§ 198. Resignation of an Officer 


Under the usual conditions of election, a corporate officer may 
resign at will,22 unless he has entered into some distinct agree- 
ment to serve the corporation for a fixed period. His resignation 
should as a rule be in writing, be phrased to meet the exact end 
in view, and be delivered to the secretary;8 though an oral 
resignation in open meeting is sufficient, especially if followed by 
acceptance by the board. It has been held that all the cor- 
porate officers cannot resign at once for the purpose of throwing 
the corporation into the hands of a receiver,?* or to free them- 
selves from their obligations in regard to the custody of the cor- 
porate property.?° 


2 State v. Adams, 44 Mo. 570, 585 (1869); Darrah v. Ice & Storage Co., 50 W. Va. 417 

(1901); Dougiass v. Merchants’ Ins. Co., 118 N. Y. 484 (1890). 
2 Yorkville Bank v. Zeltner B. Co., 80 App. Div. (N. Y.) 578 (1903); Van Amburgh v. 

Rater, 8x N. Y. 46 (1880). See Book IV, Ch. XVIII, ‘‘Resignations” (forms). 

23 Manhattan Co. v. (LG eh 165 N. Y.1 (1900); Noble v. Euler, 20 App. Div. (N. Y.) 

8 (1897 

a : Biece y, Spaulding, 141 U. S. 132-152 (1891); Fearing v. Glenn, 73 Fed, 116 (1896). 

26 Zeltner v. Brewing Co., 174 N. Y. 247 (1903). 

26 Yorkville Bank v. Zeltner B. Co., 80 App. Div. (N. Y.) 578 (1903). 
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Part V—The Charter 
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CHARTER—GENERAL CONSIDERATIONS 


§ 199. Nature of Charter 


The foundation of the corporation is a formal written grant 
or authorization from the state. This instrument, originally 
known as the “‘charter,” is now usually designated by the statute 
laws of the various states as the “certificate of incorporation” 
or the “‘articles of association.”! From a legal standpoint there 
is no distinction between these different names. As a matter of 
convenience the term “charter” is generally employed in the 
present volume. The charter may be granted by a particular 
state, or by the general government as in the case of national 
banks and certain other corporate organizations. It is a recog- 
nized principle that all statutory laws of the state of incorpora- 
tion governing or regulating corporations become a part of the 
_ charter.? 

Formerly every charter was created, or authorized, by a 
separate legislative act. Charters termed “special charters” are 
still granted in some states by act of legislature for special cor- 
porations, but the greater number of corporations are organized 
under state laws of general application.* 

All corporations have certain common law powers, such as 
the right to sue and be sued under the corporate name, the right 


1 Book IV, Ch. I, “Charter Forms.” ' 

2 Ellerman v. Railway Co., 49 N. J. Eq. 217 (1891); Bixler v. Summerfield, 195 Ill. 147 
(1902); Westport Stone Co. v. Thomas, 175 Ind. 319 (1910). 

8 See § 205. 


165 


166 CORPORATE LAW [Bk lS 


to contract and to use the corporate seal. In addition they have 
any general powers granted by the statutes and the special rights 
granted by their respective charters, such as the use of the 
particular name, the right to carry on the special business and 
to have a certain capital stock. They also have such incidental 
powers as are necessary to render these express powers effective. 
If any further corporate powers allowable under the laws of the 
state of incorporation are desired, they must be secured by proper 
amendment of the charter. Their exercise otherwise is ulira 
vires, i.e., beyond the powers of the company. 

As the charter is usually a very formal instrument, and the 
procedure for its amendment is also formal and usually trouble- 
some, it is important that all desired purposes and powers should 
be stated with clearness and fulness in the original charter 
application. 

The powers and privileges conferred upon a corporation by 
its charter are only such as are allowable under the laws of the 
state of incorporation. Ordinarily any provisions of a different 
tenor would be refused or stricken out of the charter application 
by the state officials. Occasionally it happens, however, through 
official ignorance, inadvertence, or indifference, that powers and 
privileges illegal or not permissible are passed and apparently 
granted by the charter of a corporation. Such appearance is 
deceptive. The corporation is empowered by its charter just 
so far as that instrument is in accord with the law of the state’ 
and no further. The charter is not and cannot be superior to 
the law, and is absolutely ineffective just so far as it goes beyond.4 

It must be noted that the ordinary business corporation does 
not in any but a technical sense of the word receive a franchise, 
as the granting of the charter does not give it any powers that 
will not be freely given to any other incorporation upon like 
application.§5 


4 People v. Chicago Gas Trust Co., 130 III. 268 (1880). 
5 2 Morawetz cn Corp., § 923. 
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§ 200. Classification 


Charters are divided into two important classes by the gen- 
eral division of corporations into stock and non-stock or member- 
ship corporations. Charters for membership corporations are 
not treated specifically in the present volume. 

Beyond this general division, stock corporations and the 
charters creating them may be divided into three important 
classes as follows: 


1. Business corpcrations, organized to conduct an ordinary 
mining, mercantile, manufacturing, or other private 
business. 

2. Public utility corporations, organized to undertake some 
public function, such as the supply of heat, light, 
power, or water, or the construction or operation of a 
railway, a telephone or telegraph system. 

3. Financial corporations, as banks, trust companies, 
building associations, and insurance companies. 


The corporations of each of these classes are created by char- 
ters differing from those of the other classes in form and terms, 
though all conform to the general principles governing charters. 
The characteristic features of each of these classes of corporations 
are given in the following sections 


§ 201. (1) Business Corporations 


This term is used to designate corporations organized to 
conduct those various forms of private business not subject 
to special regulations and restrictions in the interest of the 
public. All corporations for mining, manufacturing, and mer- 
cantile pursuits are included under this head. 

Business corporations are, as a rule, chartered in each state 
under general, uniform laws and forms, have no special privi- 
leges, and when incorporated are allowed to pursue their cor- 
porate ends almost as freely and as simply as would a private 
individual or firm under the same circumstances. The majority 
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of existing corporations belong to this class and the great mass 
of corporate law and decisions applies to them primarily. For 
the other classes of stock corporations there are special laws, 
special limitations, and in some cases special privileges. 


§ 202. (2) Public Utility Corporations 


Public utility or public service corporations are those organ- 
ized for the purpose of securing and operating under some 
franchise of a public nature, which confers upon such corpora- 
tions rights or privileges which other citizens and private cor- 
porations do not enjoy. Usually these franchises carry with 
them certain rights of way, or condemnation powers to secure 
such rights granted by the state under its power of eminent 
domain. 

An ordinary private corporation enjoys no exclusive franchise, 
and any other body of citizens may incorporate for the same 
purposes. A company organized to operate a public utility 
must, however, have special rights and powers affecting the 
public welfare or convenience, and usually another similar cor- 
poration would not be granted these identical rights and powers 
while the former corporation was in active existence. For 
instance, a gas company must have the right to tear up streets 
in order to lay and repair its pipes. The ordinary citizen or 
corporation has no such right. If such right were granted to one 
company, the same right in the same territory would not properly 
be granted to another company. Should such double concession 
be made, it would be but a short time until, in obedience to well- 
known economic laws, the two competing companies would 
combine. 

This peculiarity is true of all classes of public utility corpora- 
tions. They enjoy franchises that cannot be granted indis- 
criminately and that tend inevitably to monopoly. They enjoy 
these special privileges for the purpose of supplying certain public 
needs that must be supplied uniformly. They cannot be given 
the liberty to make prices and conditions that obtain in the con- 
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duct of a private corporation. Hence, the laws under which they 
receive charters should guard against the indiscriminate bestowal 
of such rights and should carefully regulate charges and methods. 

In many states the charters of public utility corporations are 
granted only by special acts of legislation; in others, commissions 
pass upon such applications and decide whether the public wel- 
fare requires the issuance of the desired charter; while in other 
states such corporations are chartered under the provisions of 
general laws. 


§ 203. (3) Financial Corporations 


Experience has shown that it is unsafe to allow irresponsible 
parties to incorporate and conduct banks, trust companies, 
_ savings institutions, and similar associations dealing with the 
funds of others. Hence institutions of this sort are now so 
hedged about with restrictions and limitations that, in a measure 
at least, their conduct is confined to reputable and responsible 
people. Their safety is also partially assured by stringent rules 
as to the payment of stock subscriptions in cash before business 
is commenced, and as to the liability of their stockholders there- 
after. In national banks and in many state banks a stock- 
holder’s liability is equal to the face value of his stock, thus 
nominally placing $200 behind each $100 of stock as security 
for the deposits and other liabilities of such institutions. In 
many cases this extra $roo is paid in and used as surplus. 

Usually charter applications for financial corporations must 
be approved by some department or official of the state; and 
after incorporation their affairs are subject to the inspection and 
supervision of the state officials, and their officers are required 
to make regular reports of their business and financial condition. 
National banks are under the jurisdiction of the United States 
laws and are not subject to this supervision and regulation from 
the authorities of the state in which they operate. 

Speaking generally, both public utility corporations and 
financial institutions chartered by the state are subject to the 
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usual statute law regulating stock corporations, and in addition 
to such special legislation as may affect them. If doing business 
in other states, they would be governed by the local regulations 
affecting such foreign corporations. 


§ 204. Charter Details 


When a corporation is to be organized, all the important 
features which are peculiar to the new corporation and which are 
not secured to it by the common law or are necessarily incident 
to incorporation, should appear inits charter. These are usually 
the name, purposes, duration, location, capitalization and the 
details thereof; also in some states the number of directors and 
the names of those who are to act for the first year, and any 
desired special provisions that can be made a permanent part of 
the corporate organization under the laws of the state of incor- 
poration. Temporary or less important details may be left for 
by-law or other regulation, but all matters of permanence or 
importance should appear in the charter as far as possible. The 
statutes usually require the main features outlined above to 
appear in the charter.® 

In New York, New Jersey, and some other states, special 
provisions may be inserted in the charter for the regulation and 
conduct of the corporate business and affairs and for any proper 
limitations on the powers of its officials. This leaves wide scope 
for the insertion of such provisions and many varying arrange- 
ments result from this freedom. 


§ 205. Application for Charter 


Special charters are prohibited by constitutional provision in 
a number of states. Where not prohibited they are secured 
by application to the legislature. In such case the charter ap- 
plication is put in the form of an act declaring that certain named 
parties and their successors are a body corporate for the purposes 
enumerated. This act, if passed by the legislature, becomes 


6 See Book IV, Ch. I, ‘‘Charter Forms." 
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the charter of the company and is its sole authority for existence 
and operation. 

The granting of special charters is a source of grave abuses, 
and in many states, as already said, is prohibited hy constitu- 
tional provisions. In other states, however, as in New York, 
such charters are still granted, and charters may be secured 
either under the general corporation laws or, where sufficient 
influence exists, by direct appeal to the legislature. 

In all the states general laws have been passed prescribing 
the method whereby charters may be secured. These laws are 
modified by special additional requirements in the case of 
financial and public utility corporations. Under the provisions 
of such general laws, when due and proper application is made 
with payment of the proper fees, the secretary of state must 
issue a charter in accordance with the terms of the application, 
or if actual issuance of the charter is not required, the official 
acceptance and filing of the application, ipso facto, authorizes the 
parties to organize as a corporation. 

This is the usual procedure under which the great majority 
of modern business corporations come into existence. It is a 
matter of right, not of favor, and is available equally for all 
qualified persons who choose to comply with the necessary 
formalities and pay the required fees. 


CHAPTER’ XXI 
CHARTER—INCOR PORATORS 


§ 206. Who May Incorporate 


Corporations are creatures of the law. They derive their 
right to existence either from direct legislative enactment or 
from the general laws under which they are formed. ‘Therefore, 
only those may incorporate who are expressly authorized thereto 
by these special acts or under these general laws. In each state 
the statutes must be consulted in order to ascertain definitely 
just who may participate in any proposed incorporation. 

Usually the statutes authorizing incorporations employ the 
term “persons” or “natural persons” in prescribing who may 
incorporate. This wording excludes a firm, a corporation, or 
anyone acting in a representative capacity. Any of these might 
hold stock in the corporation when organized, but could not 
legally act as an incorporator.! 

As the charter is in effect a contract, a person unable to con- 
tract cannot properly act as an incorporator. This is a matter 
of common law and excludes minors, persons of unsound mind, 
and others similarly incompetent to contract. Under the old 
common law it would also exclude married women, but this 
disability has been generally removed and married women fre- 
quently act as incorporators. 

In some states one or more of the incorporators must be ~ 
citizens of the state of incorporation. Unless this is expressly 
prescribed, any person otherwise competent can act, whether a 
citizen of the state or not. Incorporators need not even be cit- 
izens of the United States unless expressly required by the stat- 


1Schwab v. Potter, 194 N. Y. 409, 416 (1909); Converse v. Emerson, Talcott & Co. 148 
Ill. App. 604 (1909). 
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utes. In New York, at least one of the incorporators must be a 
resident of the state, and two-thirds of the total number must 
be citizens of the United States. In New Jersey none of the 
incorporators need be citizens either of the state or of the 
United States. 

It must be borne in mind that each state has the entire 
right to impose any qualifications on incorporators that its legis- 
lators deem desirable, and that there is no appeal from such 
statutory requirements. Usually, however, the matter is not of 
great importance, since, if any of the proposed incorporators 
are barred by statute requirements, a substitute may be ap- 
pointed who is qualified, and who will act up to such point as is 
necessary or desirable and then transfer his subscription and all 
his rights to the party for whom he has been acting. This 
utilization of “dummy” incorporators for the preliminary 
- organization, is a common procedure.? 


§ 207. Number of Incorporators 

In every state the minimum number of incorporators is 
prescribed by statute. In most states this minimum is three, 
though in a few states five are required. No maximum number 
is designated in any state, this feature being a matter of no im- 
portance from the standpoint of the state. 

As a general rule it is advisable to incorporate with the min- 
imum number of incorporators permitted by the statutes. 
Usually each incorporator must sign and acknowledge the charter ~ 
application, and must either sanction or participate in the first 
meeting, and these proceedings are much facilitated by a small 
number of incorporators. At times different interests must be 
represented in an incorporation and the subsequent organiza- 
tion, and a considerable number of incorporators is therefore 
unavoidable; but without some such reason the minimum 
number is to be preferred. 


2 See § 210. 
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§ 208. Functions of Incorporators 


The incorporators furnish the nucleus about which the new 
corporation is formed, and are the active agents in bringing it 
into existence. They are essential participants in the formalities 
incident. to the creation of the corporation. They must usually 
sign and acknowledge the charter and are generally required to 
be subscribers to the stock of the corporation. They call and 
conduct the first meeting. The organization of the corporation 
is usually entirely in their hands, though in case they are not the 
real parties in interest, i.e., are “dummy” incorporators acting 
for others, the organization and first proceedings will be pre- 
scribed for them in advance. 

It will be seen that the only necessary function of the incor- 
porators is to figure in certain formalities incident to the forma- 
tion of the new corporation. They may be the real parties in 
interest who will remain with and own stock in the new corpora- 
tion, or they may be ‘““dummy” incorporators, called in merely as 
a matter of convenience or for more cogent reasons, without 
interest in the corporation beyond their perfunctory subscription 
for one or more qualifying shares—an interest that is usually 
assigned to the real parties in interest so soon as the corporation 
is once organized and ready to begin its operations, 


§ 209. Incorporators as Stockholders 


It is usual for incorporators to be subscribers for one or more 
’ shares of stock in the proposed corporation. In most of the 
states, such subscription is either required, or it is assumed that 
such subscription will be made. If not either directly or infer- 
entially required by the statutes, such subscription is not 
essential. 

When an incorporation is effected with incorporators who do 
not desire, or are not desired, to remain as permanent stock- 
holders, it is usual, after the organization has been completed, 
for the incorporators to assign their subscription rights or their 
stock to those parties who are to be the real owners of the cor- 
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poration. These latter assume the obligations of the incorpora- 
tors on the assigned subscriptions of stock, and if the transaction 
is acquiesced in by the corporation, it is then legally complete 
and the original incorporators are in most states discharged from 
any subscription obligations either to the corporation or to cor- 
porate creditors.3 


§ 210. Dummy Incorporators 


As has been stated, any competent person may join in an 
incorporation without any material or permanent interest in the 
matter, and such non-interested or “dummy” incorporators are 
frequently employed. Sometimes this is done where the real 
parties in interest do not deem it advisable to appear as incor- 
porators; sometimes of necessity because of the absence of the 
principals; and sometimes purely as a matter of convenience, 
the real parties concerned being disinclined or too busy to under- 
take themselves the technical duties of incorporators. 

In such cases the dummy incorporators execute the charter 
and organize the corporation, usually subscribing for the smallest 
number of shares that will satisfy the statute requirements, and 
carrying the organization to such point as the real parties in 
interest or their attorneys indicate. The ‘dummies’ then 
assign their subscription rights or stock, resign any official posi- 
tions they may hold in the new corporation, and step out. 

Such an incorporation, if properly conducted, is entirely 
legal, and the method is that pursued in the formation of almost 
all the larger corporations and combinations. The proceedings 
are, as a matter of course, supervised and ordinarily conducted by 
the attorneys of the parties really interested, these attorneys 
dictating all that is done and seeing that the interests of their 
clients are properly conserved. The proceeding is carried as 
far as the conditions render advisable before the dummy incor- 
porators make way for their principals. Usually they fully 


3 Cook on Corp., § 255, and cases cited. 
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complete the organization of the corporation, electing themselves 
directors and officials, or perhaps electing to the official positions 
the parties who are to be permanent incumbents. Meanwhile 
they usually take action of the greatest moment to the future 
of the new organization. 

The organization of the United States Steel Corporation was 
effected in this way. Three incorporators were provided, each 
of whom subscribed for ten shares of stock out of a total capitali- 
zation of but $3,coo. As soon as the organization of the new 
corporation was completed, the incorporators were retired, the 
real parties in interest came in, and the capitalization was in- 
creased to $1,100,000,000. 

In such cases the incorporators are usually the junior counsel 
and clerks in the offices of the attorneys having the incorpora- 
tion in charge. As stated, if the imcorporators are properly 
qualified and the proceedings are conducted in accordance with 
the statutory requirements, there is no question as to the legality 
of the use of dummy incorporators, even where properties of large 
value are taken over for the corporation by these irresponsible 
parties. 


CHAPTER XXII 


CHARTER—THE CORPORATE NAME 


§ 211. Selection of Name 


The selection of the corporate name is frequently a matter 
of considerable importance, though usually governed by business 
considerations rather than legal rules. As a matter of both 
taste and business, a name should be selected that is distinctive, 
not too long, and, if possible, expressive of the business to be 
done by the corporation. The selected name shou'd not be 
fraudulent or misleading, nor should it infringe on the rights 
of others.! 

In the incorporation of a partnership, the general usage is 
to retain the partnership name with only such changes as will 
indicate the corporate organization.2 

In most states great latitude is allowed in the selection 
of the corporate name, the prohibition against conflicting 
names being practically the only restriction. If not required 
by statute, the use of the prefix “The” is to be avoided as 
unnecessarily lengthening the name and producing a peculiarly 
awkward effect in legal instruments when the name is used 
following the word “‘said,” as is frequently the case. 

Hackneyed names such as “Standard,” ‘Union,’ “‘National,”’ 
etc., as well as much-used geographical names, are to be avoided, 
both as a matter of taste and business. No trade-name rights 
can ordinarily be secured in such well-worn designations, though 
in some cases the first user of a geographical name will be protected 
in the right where it has been used over a period of years.’ 


1+ Machen on Corp., § 450; Von Thodorvich v. Beneficial Assn., 154 Fed. 911 (1907). 

2 Columbia Mill Co. v. Alcorn, 150 U.S. 460 (1893); Corning Glass Works v. Corning Cut 
Glass Works, 197 N. Y. 173 (1900). 

3 Kayser & Co. v. Italian Silk Underwear Co., 160 App. Div. (N. Y.) 607 (1914); British- 
American Tobacco Co. v. British-American Cigar Stores Co., 211 Fed. 933 (1914). 
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§ 212. How Secured 


The name of the proposed corporation must be set forth 
specifically in its charter application. This name, so soon as 
the application is allowed, becomes the name and property of 
the new corporation. In the state of incorporation the right 
to such name is exclusive. 

If the desired name were the same as that of some other 
domestic corporation or foreign corporation licensed to do 
business within the state, or so nearly the same as to cause 
confusion, that fact alone would be ground for the rejection 
of the charter application. 

But few statutory restrictions exist in regard to the cor- 
porate name. The prohibition against the adoption of a name 
similar to that of a corporation already doing business under the 
state laws is the most important. In some states the prefix 
“The” must be used to introduce the corporate appellation; 
in some states “Corporation,” “Company,” “Association,” 
or some other word expressing the idea of corporate association 
must be used in the corporate name. In some few states the 
word “Incorporated” or “Limited” must follow the corporate 
designation.t. In New York every corporation must use such 
word or words, abbreviations, affix, or prefix as will distinguish 
it from a natural person, firm, or copartnership. In 1912 a 
lower court refused to allow an existing corporation to change 
its name to one ending in “Company.” Since then the state 
authorities refuse to charter any corporations with a name 
terminating in “Company,” unless followed by “Inc.” 

In most of the states insurance and moneyed corporations, 
and in many states co-operative corporations, must be organized 
under special statutes, and in these states the statutes usually 
provide that the corporation not organized under the special 
laws shall not use the words “Trust,” “Bank,” “Insurance,” 
“Co-operative,” and like words in their corporate titles. 


41 Machen on Corp., § 440, and notes. 
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The state authorities would have no right to refuse a charter 
application on the ground that some foreign corporation not 
licensed by the state is using the selected name. In such event 
the charter application, if no other objection existed, must be 
allowed, leaving the right to use the name to be settled between 
the two corporations. 


§ 213. Right to Corporate Name 


One important object of incorporation is to secure per- 
manence, and the corporate name is an almost essential element 
of this desired commercial continuity. Once established, the 
name is the embodiment of the good-will of the enterprise 
and has a value in accordance. If the corporation is properly 
managed and is successful, this value is frequently very con- 
siderable. In some instances it is the chief asset of a prosperous 
business. 

The corporation’s right to its name is the same as to any 
other trade-mark or trade-name possessed by it, and is generally 
more easily established. If the name is used by other parties 
without authority, such use may be stopped by injunction, and 
if damage can be shown, an action will lie against the offending 
parties.» The same rule applies whether the infringement is 
by another corporation or by the adoption of a trade-name by 
an individual or partnership. A corporation cannot take the 
name of an existing copartnership, where this would result in 
injury to the partnership. If it does take such a name it may be 
enjoined.’ 

As has been stated, there is usually no statute restriction 
against the adoption of the name of a foreign corporation 
by a domestic corporation if such foreign corporation has not 
been licensed to operate in the state. The allowance of such 
name would not, however, give the new corporation an un- 


5 Higgins Co. v. Higgins Soap Co., 144 N. Y. 462 (1805); Corning Giass Works v. Corning 
Cut Glass Co.) 197 N. Y. 173 (1910); Salvation Army v. Am. Salvation Army, 135 A. D. (N. VAD) 
268 (1 109) a i 

° CED ie Button Co. v. Heymsfeld, 170 App. Div. (N, Y.) 416 (1915). 

7 Pettes v. Am. W. C. Co., 89 A. D. (N. Y.) 345 (1903), 
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questioned right to its use. If the older corporation could show 
that it had a trade right in the name, and that the use of the 
name by the new corporation would be injurious to this right, 
and would permit it to compete unfairly, the new corporation 
might be enjoined from the use of such name, and, if the injunc- 
tion should be sustained, would be compelled either to secure 
a new name by due and formal procedure or to discontinue 
its operations.® 

In New York a foreign corporation will be refused ad- 
mittance to the state on the ground that another corporation is 
doing business under the same or a similar name; but in North 
Carolina, under a ruling of the Attorney-General, foreign cor- 
porations will not be excluded from the state because another 
corporation is already doing business under the same name.? 

Where confusion in delivery of mail results from similarity 
of corporate names, the courts favor the corporation that first 
lawfully used the name.1° 


§ 214. Changing the Corporate Name 


Occasionally it becomes necessary or expedient to change 
the corporate name. It may be that the use of the name first 
adopted is prevented by injunction, or new interests may have 
come in, that as a matter of business policy must be represented 
in the corporate name, or possibly the corporation has been 
unsuccessful or has achieved a bad reputation, and the adoption 
of a new name is thought desirable. In any such case the name 
may usually be changed but only with the permission and sanc- 
tion of the state. In many states the change of name must be 
secured by an amendment to the charter, which is a more or less 
troublesome operation according to the statutory requirements 
of the particular state. Other more or less troublesome pro- 


8 Benevolent Order of Elks v. Improved Benevolent Order, etc., 205 N. Y. 
pes Sandblast Machine Co. v. Hoevel S. M. Co. of N. Y., Inc., 167 ji Div. eRe (eer2), 
1915 

9 Atty.-Gen.’s opinion, Biennial Report, 1913-14, 

10 Central Trust Co. v. Central Trust Co. of Il., ia0 Ped. 789 (1906). 
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pany. Too often directors are not as scrupulous as they should 
be in this particular. 


§ 180. Appointment and Removal of Officers and Agents 


The authority of the board to appoint and remove officers 
and agents of the corporation is not a common law power, but 
must be given it by statute, charter or by-law provision. Unless 
this is done, the power belongs to and may be reserved by the 
stockholders. The subject is treated more fully in the following 
chapter, 


§ 181. Appointment of Standing Committees 


Standing committees are those permanent committees of the 
board to which some measure of its discretionary power has been 
delegated. The board has general power to appoint standing 
committees. Their purpose is twofold: (1) to secure the prompt, 
decisive action of a small, easily assembled body, and (2) to 
obviate the necessity for frequent meetings of the board. 

As the discretionary powers of the board itself are delegated 
to standing committees, they must be composed of members of 
the board. Their powers are exercised during the interim be- 
tween the board meetings; and within the limits of their author- 
ity they act with the same binding force and effect as the board 
itself and their contracts are not subject to revision by the 
board.10 

When authorized thereto by the charter or by-laws of the 
corporation, the power of the board to delegate its authority to 
properly constituted standing committees is well established. 
How much power should be so delegated is to be determined by 
_the nature and conditions of the company’s business. 

It is but rarely that more than two standing committees are 
deemed necessary. If but one committee exists, it is usually 
termed the “executive committee,” and its powers are ordinarily 
those of the board. If two committees are appointed, the second 


10 Corpus Juris, §§ 1863, 1865; Hayes v. Canada, etc., Co., 181 Fed. Rep. 280 (1910). 
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is usually designated the “finance committee,” and to this com- 
mittee is given direct supervision of the corporate finances and 
accounts; all general matters remaining in charge of the execu- 
tive committee. ‘The matter is, however, one to be regulated by 
the charter or by-laws, and variations of the usual arrangements 
are frequent. 

When standing committees are appointed with the usual 
powers, they are the real managing bodies of the corporation, the 
board merely receiving their reports and supervising their opera- 
tions. Inasmall corporation or any corporation with a compact, 
easily assembled board, they are as a rule an unnecessary and 
even undesirable complication. They are advantageous only 
when the board is so large or so scattered as to be difficult of 
assembling, or when for other reasons the business of the corpora- 
tion cannot be properly transacted by the board as a whole. 
Not infrequently the standing committee is used as a device by 
which a few men practically manage the affairs of the corpora- 
tion, the board being superseded by the standing committee. 

The membership of standing committees is seldom less than 
three, nor, save in very large corporations, more than five. To 
increase the number renders the standing committee unwieldy 
and defeats the purpose of its creation. 


§ 182. Adoption of By-Laws 


Originally the stockholders were supposed to express their 
wishes as to the management of the corporation through the by- 
laws, and the directors to exercise their powers in subordination 
thereto. Of late years, however, in many states the statutes 
confer upon the directors more or less extended power to adopt 
by-laws. In some of these states the by-laws adopted by the 
directors must be either in harmony with the by-laws passed by 
the stockholders, or subject to their revision. In Illinois the 
board is given the sole and entire right to adopt by-laws. Also 


11 North Milwaukee, etc., Co. v. Bishop, 103 Wis. . 
jlaioe. P, 103 Wis. 492 (1899); Morton, etc., Co. v. Wysong, 
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in some other states they are given power to make by-laws for 
their own government. When the stockholders have by by-law 
provision delegated the power of making by-laws to the directors, 
it has been held that the directors are not thereby authorized to 
repeal by-laws passed by the stockholders.12 Unless directors 
are given independent power to adopt by-laws by statute or 
charter provisions, their by-laws may be repealed or amended at 
any duly assembled stockholders’ meeting. 


§ 183. Common Law Liability of Directors 


The liabilities of directors fall naturally under two heads— 
common law liabilities and liabilities imposed by statute. Under 
the common law the directors are personally liable for loss or 
damage resulting from wlira vires acts;!8 for any unlawful 
corporate act committed with their connivance, assent, or knowl- 
edge; for issuance of unpaid or partly paid stock as full-paid; 
for paying dividends, either negligently or wilfully, that impair 
the capital stock; and for any other gross mismanagement. As 
trustees for the company, they are bound to give its affairs all 
requisite care and attention. If they do not, they are responsible 
for any resulting loss or damage. They are not, however, 
responsible for the results of errors of judgment in their manage- 
ment of the ordinary business affairs of the corporation."s 


§ 184. Statutory Liabilities of Directors 

In almost every state liabilities have been imposed upon 
directors by statute. Thus in New York—a typical state— 
directors may be held personally liable as follows: 


22 Stevens v. Davison, 18 Gratt. (Va.) 819 (1868). f 

13 Sanaa Cash Reg. Co. v. Leland, 94 Fed. 502 (1899); McKinnon v. Morse, 177 Fed. 
576 (1910); Hill v. Murphy, 212 Mass. T, 2, (1912); ; 

143 Cook on Corp., § 703; Cassidy v. Uhlmann, 170 N, Y. 505 (1902); Hayes v. Pierson, 
65 N. J. Eq. 353 (1903); Elliott v. Baker, 194 Mass. 518 (1997); Childs v. White, 158 App. Div. 

. Y.) I (1913). 

4 Chace Peder 114 Fed. 22 (1902); United Zinc Cos. v. Harwood, 216 Mass. 474, 476 
(1924); Holmes v. St. Joseph Lead Co., 168 App. Div. (N. Y.) 688 (1915). 
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1. For declaring dividends except from surplus profits, or 
for dividing, withdrawing, or paying out any part of 
the capital except that authorized by law. 

2. For making a loan of corporate money to any stockholder, 

or for discounting from corporate funds any note or 
evidence of debt for any stockholder, or for receiving 
the same for any instalment due on stock. 

3. For making any certificate or report or public notice that 
is false in any material respect. 

4. For making transfers of property to officers or stockhold- 
ers when the company is insolvent or threatened with 
insolvency, for the purpose of preferring or defrauding 
creditors. 

5. In case of dissolution, as trustees for all corporate prop- 
erty that may come into their hands. 


In the majority of the states directors guilty of most of the 
enumerated offenses are not only personally liable, but are also 
criminally liable under the laws against fraud, larceny, and 
embezzlement. 

When any action is taken by the board in violation of law or 
which might involve its members in a liability, any dissenting 
director may always relieve himself from responsibility by proper 
procedure. In some states this procedure is prescribed by 
statute. Usually it involves the entry of his dissent or protest 
on the minutes of the particular meeting or, if such entry is 
refused, publication of the protest. 

It may be said generally that the law as to the liabilities and 
obligations of directors is much more satisfactory in theory than 
in practice, and that the best possible method of avoiding loss 
through wrongful or ill-judged acts of the directors is to confine 
the directorships only to men of known integrity and character. 


§ 185. Resignation of Directors 


A director is under no obligation to continue in the service 
of his corporation longer than he desires, Even though the 
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statutes or by-laws provide that he shall continue in office until 
the end of his term, he may resign at any time and thereby ter- 
minate his official position.16 

The effect of a resignation is governed by its terms. It may 
be tentative, requiring acceptance by the board before it is 
effective, or peremptory and effective as soon as delivered to the 
proper representative of the corporation.!7 

The resignation should, for purposes of record and proof, be 
in writing, but an oral resignation properly presented to the 
board of directors and recorded in the minutes as so presented, is 
sufficient. It is obvious, however, that an oral resignation is 
objectionable on account of its difficulty of proof. A peremptory 
resignation may be made effective at a future date. A tentative 
resignation may fix a future date on which it will be effective if 
accepted. 

A peremptory resignation cannot be withdrawn after its 
formal presentation to the board, save with the consent of the 
board. <A tentative resignation may be withdrawn at any time 
before its acceptance.}8 


§ 186. Removal of Directors 


The directors have no power to suspend or remove a fellow 
member of the board. The stockholders have a common law 
power to remove directors for adequate cause, but such removals 
are not frequent. The cause must be good and capable of proof, 
charges must be preferred, a meeting must be called, and the 
accused be given a hearing. The whole procedure is trouble- 
some, and it is usually preferable to await the expiration of an 
offending director’s term rather than to attempt his forcible 
removal sooner. 

In some states, however, the statutes extend this common law 
power of removal, and wherever special provisions are permitted 


16 3 Clark & Marshall on Corp., § 667, and cases cited; Briggs v. Spaulding, 141 U. S. 
132 (1891); Will of McNaughton, 138 Wis. 179, 208 (1909). 

17 Manhattan Co. v. Kaldenberg, 165 N. Y. 1 (1900). 

14See Book IV, Ch. XVIII, ‘‘Resignations’’ (forms). 
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in the charter the same end may be attained by proper charter 
provision. When thus given by the statutes or charter, the 
power of removal is usually summary, i.e., an objectionable 
director may be removed by prescribed procedure—usually by 
a two-thirds vote of the stock, but in a few states by a bare 
majority—at once and with or without cause. Under these 
circumstances the removal of directors is more frequent. 

When the office of director has been usurped or is unlawfully 
held, and is claimed by a party who is not in possession, a writ 
of quo warranto will lie or an equitable action for possession may 
be instituted.19 


§ 187. Vacancies on the Board 


The stockholders alone have power to fill vacancies on the 
board, unless otherwise expressly provided by statute, charter, 
or by-laws. Such vacancies must therefore await the election 
of directors at the next annual meeting, or be filled by special 
election, unless the power of filling vacancies has been conferred 
upon the board.2° It is advisable that the directors have this 
power, and in practice it is almost invariably given them. 

Vacancies on the board may be caused by the death, removal, 
resignation, or disability of a director, or the failure of a director- 
elect to accept his office. The continued absence of a director 
from meetings is not itself sufficient to vacate his position. If 
it is desired that such continued absence shall have this effect, 
the by-laws should so provide, specifying the exact number of 
consecutive absences from regular meetings or from regular and 
special meetings necessary to create a vacancy. 

A board of directors may legally continue to act in spite of 
vacancies, provided enough remain to make up a quorum of the 
whole board. Less than a quorum of the board cannot fill 
vacancies unless expressly so empowered by charter or by-laws. 


19 Powers v. Blue, etc., Assn., 86 Fed. 705 (1808); People v. Powell, 201 N. Y. 194 (I19IT). 

*0 In re Griffing Iron Co., 63 N. J. L. 168, 357 (1809); 2 Thompson on Corp., § 1083. 

21 Whittaker v. Amwell Nat. Bank, 52 N. J. Eq. 400 (1894); United Growers Co. v. Eisner, 
22 App. Div. (N. Y.) 1 (1807). 
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§ 188. Directors Holding Over 


“If the directors shall not be elected on the day designated in 
the by-laws, or by law, the corporation shall not for that reason 
be dissolved; but every director shall continue to hold his office 
and discharge his duties until his successor has been elected.’’22 
This statement of the law taken from the New York statutes is 
also a statement of the common law, existing in practically 
every state.2s A similar provision also usually appears in the 
by-laws. 

The powers of directors who continue in office Hebansd of a 
failure to elect their successors are the same in every respect as 
before their term of office expired. They are directors both de 
jure (by right) and de facto (in fact), and their acts are valid.24 

The smaller corporations relying upon this condition some- 
times omit the annual meeting with its election of directors for 
years, thereby avoiding the formalities of the annual meeting. 
In such case the old board holds over indefinitely and, duly 
empowered thereto by charter or by-laws, fills by vote of its own 
members any vacancies that may occur. So long as the stock- 
holders do not protest, the practice is not legally objectionable. 
In New York the omission of the election of directors for eight 
years has been upheld.5 


§ 189. Directors Dealing with Corporation 


The subject of directors’ dealings with their corporations is 
too extensive for full treatment here. A director occupies a 
fiduciary relation to his corporation and should as far as possible 
avoid any position in which his personal interest is adverse to 
that of the corporation. He may, however, speaking generally, 
make any contract with his corporation that is fair and to its 
interest. His contract is therefore not void but merely voidable, 


2 Gen. Corp. Law, N. Y., § 2 

23 State v. Posnoll, 35 Ohio &e 10 (1878); Appleton v. Am. Malting Co., 65 N. J. Eq. 375 
(#903). 3 Cook on Corp., § 713; Kent Co., etc., Society v. Houseman, 81 Mich. 609 (1890) 
28 Geneva Mineral Springs v. Coursey, 45 App. Div. (N, Y.) 268, 275 (1899), 
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and if no stockholder objects will stand.2* Also cases have arisen 
where a contract between a director and his corporaticn has been 
ratified by a majority of stockholders at a duly called meeting, 
and the courts have sustained the contract.27_ Also, if all the 
stock is owned by the directors and there are no creditors, a 
director may contract with his corporation at pleasure.%s 

In all cases where a director is personally interested in any 
particular contract or other matter to be acted upon by the 
board, he should withdraw from the room while the vote is being 
taken and his absence should be noted on the minutes. To be 
valid the action must be taken by a legal quorum exclusive of 
the interested party.?9 

The United States Steel Corporation, in its by-laws provides 
for such a situation as follows: 


Contracts. Inasmuch as the Directors of this Company are 
men of large and diversified business interests, and are likely to be 
connected with other corporations with which from time to time 
this Company must have business dealings, no contract or other 
transaction between this Company and any other corporation shall 
be affected by the fact that directors of this Company are interested 
in, or are directors or officers of, such other corporation, if, at the 
meeting of the board, or of the committee of this Company, mak- 
ing, authorizing or confirming such contract or transaction, there 
shall be present a quorum of directors not so interested; and any 
director individually may be a party to, or may be interested in, 
any contract or transaction of this Company, provided that such 
contract or transaction shall be approved or be ratified by the 
affirmative vote of at least ten directors not so interested. 


6 Fort Payne Rolling Mill v. Hill, 174 Mass. 224 (1899); Welch v. Bank, 122 N. Y. 177 
(1890); Cont. Ins. Co. v. N. Y., etc., R. R. Co., 187 N. Y. 225 (1907). 
es * Nye v. Storer, 168 Mass. 53 (1897); Gamble v. Queens Co. Water Co., 123 N. Y. gt 
1890). 
28 McCracken v. Robison, 57 Fed. 375 (1893); Barr v. R. R. Co., 125 N. Y. 263 (1891). 
7 Curtin v. Salmon, etc., Co., 130 Cal. 345 (1900); Steele v. Gold, etc., Co., 95 Pac. (Colo.) 
349 (1908); Schaffhauser v. Brewing Co., 218 Pa. St. 298 (1907). 
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CHAPTER XIX 


OFFICERS 
§ 190. General 


The term “officers” is here applied to those permanent agents 
of the corporation appointed or elected—ausually by the board of 
directors—as the direct representatives of the board and of the 
corporation. The directors themselves are at times, and with 
legal correctness, styled ‘‘officers,” but to avoid confusion the 
term is as a rule employed in the present volume to designate 
those officials subordinate to the board.1 

The necessary officers of a corporation, sometimes termed the 
“executive officers,” are the president, secretary, and treasurer. 
One or more vice-presidents are usual. In addition to these, 
other officers or agents are frequently appointed, as managing 
directors, general managers or superintendents, counsel, auditors, 
and special agents for particular purposes. 


§ 191. Appointment of Officers 


The stockholders have the original right to elect or appoint 
officers of their corporation, and in the absence of preventing 
statutes this power may be reserved to them. In practice, how- 
ever, by express provision of the statutes, charter, or by-laws 
the power of appointing officers is almost invariably vested in 
the board of directors. 

The election of one person to two corporate offices is common, 
and is usually authorized by charter or by-law provision. If 
otherwise, the board still has power to combine any two or more 
official positions in one person if the duties of the combined 
positions do not conflict.? 


1 See Ch. XX XIII, ‘““By-Laws—Officers.”’ 
2 People v. Green, 58 N. Y. 295-304 (1874); 3 Cook on Corp., § 712. 
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The term for which corporate officials are elected is usually 
prescribed by proper charter or by-law provision, and seldom 
exceeds one year. As a matter of business policy such term 
should not be longer than that of the directors by whom the 
officials are elected. That is, if the directors are elected annually, 
the officers also should be elected annually so that each new 
board may appoint its own agents. 

The appointment of managers, experts, or other specially 
skilled employees is, however, of a different nature. These are 
not so directly agents of the board, and contracts for their serv- 
ices extending over a term of years are frequently advantageous 
or even necessary to the corporation. Such contracts are entirely 
within the power of the board without special charter or by-law 
authorization. 

Unless they resign or are removed in some manner, the cor- 
porate officials hold over after the expiration of their elective 
term, until they are relieved by properly elected or appointed 
successors. This is frequently a statute, charter, or by-law 
provision, but, if otherwise, is a matter of common law. These 
officials have every power that they possessed before the expira- 
tion of their elective terms. 

As the board elects and appoints officers, it has also the power 
to fill vacancies among them without specific authorization. 


§ 192. Qualifications of Officers 


The officers are the agents of the board of directors and of the 
corporation. Hence anyone who may act as an agent is capable 
of acting as a corporate official, and in the absence of prohibition, 
a married woman, a minor, an alien, or one of its own directors 
may be legally elected as an officer of the corporation. 

Membership in the board is, as a rule, a necessary qualifica- 
tion for the president and vice-president of a corporation. They 
are almost invariably the presiding officers of the board, and when 


3 Mining Co. v. Abraham, 26 Ore. 282 (1804); Agricultural Soc. v. H i 
609 (1890); Quitman Oil Co. v. Peacock, 81 S, E. (Ga.) 908 (1014). Oe ne 
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this is the case the election of a president or vice-president not a 
member of that body might lead to difficult situations. 


§ 193. Powers and Duties of Officers 


The mere fact of election to office does not necessarily in itself - 
confer any power or duties upon the officials of a corporation.4 
Custom or usage may have attached certain powers and duties 
to certain official positions, but the corporation may disregard 
this and vary the powers and duties of the different officers as 
seems to it best. 

In general it may be said of corporate officials that, as agents 
of the corporation, they are governed by the general law of 
agency. Accordingly a corporate official has only those powers 
which are conferred upon him or are incidental to the exercise of 
these powers. 

The different sources from which the powers of corporate 
officials are derived are, given in rank of their authority, (1) the 
statutes of the state, (2) the charter, (3) the by-laws, (4) resolu- 
tions of directors, and (5) usage. 

Statutory provisions affecting corporate officials are few. 
The charter likewise but seldom contains provisions affecting 
the officers of the corporation, though occasionally such pro- 
visions are inserted therein for the sake of permanence. The 
by-laws, however, usually prescribe the official powers and duties 
with fulness; and the directors, subject to the provisions of the 
higher authorities referred to, confer such other proper official 
powers and prescribe such other official duties as they see fit. 

~ Beyond all these, it will usually be found that the officers 
transact certain routine business> and perform certain duties as 
a matter of custom, and their acts are valid and binding upon 
the corporation, even though not specifically authorized.° 


4R.R. Co. v. Bayne, rr Hun (N. Y.) 166; affd., 75 N. Y. 1 (1877); Cushman vy. Cleveland, 
ete.; ‘Co:, 84 N. E. (ind.} 759 (1908); Emmet v. Northern Bank, 173 App. Div. (N. Y.) 840 
(1916); Marqusee v. Ins. Co., 211 Fed. 903 (1014). 

5 Fitzgerald, etc., Co. v. Fitzgerald, 137 U.S. 98 (1800). 

8 Ins. Co. v. McCain, 96 U. S. 84 (1877); Story on Agency, §§ 126, DoT. 
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Also it may be stated generally that, whenever the directors 
permit an officer to exercise apparent authority in the corporate 
affairs or transactions, the corporation is bound thereby as to 
third persons as fully as if such officer had been duly authorized.7 

Beyond this, corporate officers not infrequently act clearly 
without the bounds of their authority, relying upon ratification 
of their acts by the board of directors later. If so ratified, the 
corporation is bound and the officials are absolved from all 
responsibility for their wltra vires acts. If, however, the official 
action is not ratified, the corporation is not bound and the officers 
are personally liable for their acts.9 

The validity of an officer’s acts depends entirely upon his 
authority and not on the place in which the authority is exer- 
cised.1° Therefore, when in the proper discharge of his duties, 
his acts are as effective in one place as another and equally 
binding upon the corporation. , 


§ 194. Delegation of Officers’ Authority 


The board may temporarily delegate the powers of an official 
to another person, provided such delegation is reasonable and 
only for such length of time as may be actually necessary to 
conserve the interests of the corporation. An officer cannot 
delegate his powers to another officer in any material matter, 
even temporarily, unless specially authorized thereto by the by- 
laws or by action of the board.¥ 


§ 195. Liabilities of Officers 


An officer contracting for his corporation within the limits 
of his authority is merely a corporate agent, and if not guilty of 


7 New York & New Haven R. R. Co. v. Schuyler, 34 N. Y. 30 (1865); 3 Clark & M 
on Weak 708; Louchheim v. Bldg. Assn., 211 Pa. St. 499 (1905); Rankin - A yeards ecg 
795 (1912). ; 
8 Rolling Mill v. R. R., 120 U.S. 256 (1886); Nims v. Boys’ School, 16 : 
Topolewski v. Plankinton Packing Co., 143 Wis. 52 (1910). x Roby S9O Be. Ete 
a aap ae v. Pierce, 231 Pa. St. 534 (1911); Falls City Lumber Co. v. Watkins, 53 Ore. 212 
909). 
10 Hastings v. Ins. Co., 138 N. Y. 473 (1893). 
11 Caldwell v. Life Assn.. 53 App. Div. (N. Y.) 245 (1900). As to when corporation will be 
poond see Emerson v. Hat Co., 12 Mass. 237 (1815); also Luttrell v. Martin, 112 N. C. 593 
1893). 
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fraud or deceit, does not bind himself and cannot be held per- 
sonally liable in any way. If, however, he exceeds his authority 
he renders himself personally liable,!2 unless the corporation 
later ratifies the unauthorized action,!3 in which case he is 
released. 

Officers are bound to use ordinary care and diligence in the 
conduct of the corporate business and are therefore liable for 
any losses caused by their neglect, mismanagement, or wrong- 
doing in the discharge of their official duties,1‘ though not for an 
error of judgment.15 . 

An officer is also personally liable for any wrong he does on 

‘behalf of his corporation, such as sending out false and deceptive 
reports, statements, prospectus, etc., even though the corpora- 
tion is also liable.16 

In many states statutes exist prescribing penalties for various 
misdeeds of corporate officials. Thus in New York neglect to 
make proper entries in the stock book, or to exhibit this book 
on request to those entitled to its inspection, involves a penalty 
of $50 and of resulting damages; rendering a false report in- 
volves liability for all resulting damages; loaning corporate funds 
to a stockholder or allowing him to withdraw his investment in 
any way renders officers and directors personally liable for all 
debts of the corporation until the amount is returned; while the 
penalty for falsifying accounts or erasing or destroying the cor- 
porate records is the same as that for forgery. 


§ 196. De Facto Officers 

A de facto officer is one actually in possession of an office and 
exercising its powers and duties by virtue of some other authority 
or right than that of a regular, unquestioned election or appoint- 


z ae citations in footnote 9. 

4 Wea: rome tae ts cases there cited; McEwen v. Kelly, 140 Ga. 720 (1913); 
United Zinc Cos. v. Harwood, 216 Mass. 474 (1914); Childs v. White, 158 App. Div. (N. Y.) 
7 Oe aaa v. Spaulding, 141 U. S. 132 (1890); People v. Equit., etc., Society, 124 App. Div. 
ph Mawes vy Smyth, 46 N. J. L. 380 (1884); Morgan v, Skiddy, 62 N. Y. 319 (1875), 
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ment. He must be ‘‘distinguished on the one hand from a mere 
usurper of an office, and on the other hand from an officer de 
jure,’’17 i.e., one holding his position by legal right. It not in- 
frequently happens that the results of an election are disputed 
or that an election is not held. In the first case if the officers 
claiming election enter upon their official duties, or in the second 
case if the old officers continue in office, the acting officials are 
de facto officers, and, until ousted or superseded, their official 
acts are legal and binding upon the corporation. 

Speaking generally it may be said that anyone connected 
with a corporation who is publicly allowed to act as its officer or 
agent is a de facto officer. Persons dealing with the corporation 
cannot usually investigate and ascertain whether those who 
purport to represent it are legally appointed. The law therefore 
holds that the acts of these de facto officers are binding on the 
company even though they have no legal right to the position 
they pretend to hold. 


§ 197. Removal of Officers 


When an officer is elected for a definite term and accepts the 
office, a contract has been made for that term, and unless power 
has been given the board by express provision of statutes, charter, 
or by-laws to remove the corporate officers at pleasure, the in- 
cumbent can be legally removed only for cause.18 If a removal is 
to be made, the cause must be such as will justify breaking the 
contract with the offending official, charges must be brought 
against him, and he must be allowed an opportunity to defend 
himself.19 If removed without cause, his official status ceases 
but the corporation is liable to him for breach of contract.2° 

In some few states the statutes give the directors power to 
remove officers at pleasure. Elsewhere it may be given them 


17 Waterman v. Chicago, etc., R. R. Co., 139 Ill. 658-665 (1892); , 
Citizens’ Gas Light Co., cam Mass. 505 (1893). a . pho) Mega ate Bank 
18 State v. Kuehn, 34 Wis. 229 (1874). 
19 State v. Adams, 44 Mo. 570, 585 aero State v. Kuehn, 34 Wis. 299 (1874 
a Bae Griffing Iron Co., 63 N. J. L. 168 (1899); Brindley v. Walker, 70 wa Rep. (Pa.) 
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by charter or by-law provision.» Such provisions are usually 
desirable, as the board is responsible for the proper conduct of 
the corporate business and should have power to remove ap. 
objectionable official without the necessity of a formal trial. 
When by-laws are adopted giving the directors power to remove 
officers without cause, they do not authorize the removal of 
officers already elected, but are effective as to officers elected 
thereafter. 


§ 198. Resignation of an Officer 


Under the usual conditions of election, a corporate officer may 
resign at will,22 unless he has entered into some distinct agree- 
ment to serve the corporation for a fixed period. His resignation 
should as a rule be in writing, be phrased to meet the exact end 
in view, and be delivered to the secretary;?3 though an oral 
resignation in open meeting is sufficient, especially if followed by 
acceptance by the board.24 It has been held that all the cor- 
porate officers cannot resign at once for the purpose of throwing 
the corporation into the hands of a receiver,?5 or to free them- 
selves from their obligations in regard to the custody of the cor- 
porate property.?6 


21 State v. Adams, 44 Mo. 570, 585 (1869); Darrah v. Ice & Storage Co., 50 W. Va. 417 
(1901); Douglass v. Merchants’ Ins. Co., 118 N. Y. 484 (1890). 

® Yorkville Bank v. Zeltner B. Co., 80 App. Div. (N. Y.) 578 (1903); Van Amburgh v. 
Baker, 81 N. Y. 46 (1880). See Book IV, Ch. XVIII, ‘“‘Resignations”’ (forms), : 

23 Manhattan Co. v. Kaldenberg, 165 N. Y. 1 (1900); Noble v. Euler, 20 App. Div. (N. Y.) 

8 (1897). 

ad “ ais v. Spaulding, 141 U.S. 132-152 (1891); Fearing v. Glenn, 73 Fed, 116 (1896). 

26 Zeltner v. Brewing Co., 174 N. Y. 247 (1903). 

26 Yorkville Bank v. Zeltner B. Co., 80 App. Div. (N. Y.) 578 (1903). 


| , a RAO oa 
a ; } | , saflasseis Qh, eenigkacng Alt we iy corn skola 


Y '\. Jantpubade aequsyg.odd, ap aldwanquen i, daaodsedt cm aldaciie 
rake fe : ASR. Svoriys ay THVTOTG) ert hinosk. Lapa oxuritaige, plsmqaen 4 
te cs Ligenrryyh Sul ‘YAAK 9A stared fur"; vhpistheo: uldungitaate 


re ae POI iv) 1 GEL ¢ awd rath tlt priese Hodcyobe at es hsql RS 

; —delaveden adi oshodiug,. toapb aye vee duped the axeoii 
‘hetala er gilto, ot 2 axially meat badoalaixbs rine 
ee. CONS Et ie Reinet ea! 


ets Pussy rimteRRe win ‘1 


gape ed oe 
oe rs0i ng 5 0 acitanghes 3. pata 

| ae mr elarerrigk & gai2 isvals ie agus [gasels,: uli xbAU pg 
aa mas ARs Jgeriged|, MIO, alist lyoagatcry, each sil capahags, ee [lisp Mics Bh : 
test ii rie yi age ‘edibles be ins Baitete Ta, te “ Wasa * 


Thee. fs. - A aa ti te Gh benoyllab, oy rsa sh , 
upd hawoillal ti qlkgp arpa Apdtaatis.t polisacy Hoge af colapmtg 
ae. ols. i ie decht Bled need ead Ee biased odi yd sonndehey x2 
nai ods o SuOKUsd otld toh sono ds onl ST Jones eraaifo 316 
ed, *) jreaiod), Path etotont guises: 6 to ebressel ould otnt nottesoqroy gx 


bi) ptee ed) to. ybbiaug od! of baggy ot agediegildo Tigelt ce 
<d pas ; oe <r we heen. rele tule: Hae teen, Six RH 


wis WAC e met ata tule che aa 

hes ay: We OF on? or ie ons + deratt ee I zap ove oM ah eel bh: . 

Or fp as f APRS pn Ne rete a epieeed age gH Sx ie 
B.") nde 3 » aettt a2) Myre Oe. ee ON itd ek Pea e spel aif Pyhine 


ts 1 
re “ORS ts nya PLING Aad Fe abet 98 Wnlo8hy) direaky 
Oise het aes ot ota eer Tobe u fv Fis SEED AA pall i 3 


at Vass tn ty eh saat) ¥ Yabthait® 4) RRR Pa Ala + gn 
ML age peels oe. ra ‘ 
Coury Wien Roast e @ ve, . eA oe Wat" a ects hae 
SMe Ghest ler, anet Ps (at the’ a bbdvinnck Sess al anity: to defen 
if ait d if ay at | im Ah MO taal , 
‘ y ‘et , * 4 ; \s . — 2) al | 
at Cee POM ete 4 Li be DiNtiiges eeeO At 4 Track Wee ve 
os ’ 7 
; ah eoh5 are ht oe le bp ries San aly ew ee hors powar§ 
Ee Tak, Al ‘ ‘ 
econ t “ Tye ‘ x. Mahal 1) hey OS Oven: ery ag’ 
' ae 
Yas tuagre, Aus, DR ake dew Gath areal Mealy Ning Beak 
bf Gt fre 2eeia, U 
rod VE De REALS. iy Ie BOC I Ae \ Hy bo Bi ihe 
i ae ae oh é Wirt Pt rr. * tyre. 3 


Ch. 23] CHARTER—BOARD OF DIRECTORS 197 


Classification of directors is attainable in almost every 
state. Where permissible, such classification should be pro- 
vided for in the charter. Where special provisions are not 
allowed in the charter, it may usually be secured by by-law 
provision. Unless actually prohibited by the statutes or pre- 
cluded by implication, such classification may be secured by 
either charter or by-law provision. 

It is unusual to provide for more than three classes of di- 
rectors, and such classified board should preferably consist of 
some number that will permit three equal divisions, as three, 
nine, or fifteen. The classes might be made unequal, that is, 
‘f the board consisted of eleven members, three might be elected 
one year, four the next year, and four the third. Such arrange- 
ment is, however, not common. 

Upon the organization of a corporation with a classified 
board the whole number of directors are usually elected at 
once, the term or class of each director being decided by some 
agreed method. For instance, in a board of nine members, 
divided into three equal classes, the three directors receiving the 
highest number of votes might constitute the longest term class, 
the three receiving the next highest number of votes the class 
for the intermediate term, and so on.8 

It is to be noted that the stability of management sought 
by classification of directors may be secured—and at times 
even more efficiently and conveniently—by the creation of a 
voting trust.? 


§ 233. Standing Committees 

The board of directors is the managing body of a corporation 
and supposed to be in direct charge of its affairs. When the 
board is of moderate size this direct supervision is usually 
exercised, but when the directors are numerous it is not always 


8 See § 282. 
9See Ch. LVI. ‘‘Voting Trusts.” 
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practicable, and standing committees are then usually em- 
ployed.19 

These committees are appointed or elected in such manner 
as may be prescribed by charter or by-laws; they must be com- 


posed of members of the board of directors, and, subject to the | 


provisions by which they are created and empowered, usually 
exercise all the powers of the board in their respective fields. 

Any necessary number of these committees may be ap- 
pointed, but they are usually limited to two—the executive 
committee and the finance committee—the first-named com- 
mittee exercising its powers over the general affairs of the 
corporation, while the powers of the last-named committee 
are usually confined to matters relating to finance. 


10 See Ch. XXXII, ‘‘By-Laws—Standing Committees.”’ 
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CHAPTER XXVI 


CHARTER—SPECIAL PROVISIONS 


§ 234. General 


The ordinary corporation charter is constructed on a simple 
pattern and does not permit cumulative voting, classification of 
directors, limitations on salaries, power to hold stock of other 
corporations, and other privileges that are generally designated 
as special provisions. 

The first general laws relating to incorporations were harsh. 
Only one purpose was allowed, the privileges granted were 
few, and all corporations were to be organized and operated 
on exactly the same lines. Only one mold was provided, and 
if this did not fit the needs of any particular corporation, relief 
could be had only by recourse to a special charter or enabling act. 

These narrow and unnecessary limitations were slowly and 
grudgingly relaxed, but no marked advance was made until 
New Jersey recognized the necessity of greater freedom and 
flexibility, and also perceived the very material advantages that 
might accrue to the state itself from more liberal corporate 
legislation. Her legislators then proceeded to remodel the bare’ 
laws existing at that time, so as to allow a plurality of purpose, 
all proper special powers, and a freedom and convenience not 
theretofore enjoyed by corporations formed under general laws. 
To this politic concession to the reasonable business demands of 
the times is principally due the repute—and resulting revenue— 
which New Jersey enjoyed and still enjoys as a state for incor- 
poration. 


§ 235. Special Charter Provisions 
The greater scope and freedom of action of New Jersey 
corporations under the new law was mainly due to its express 
199 
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recognition of special charter provisions. The right to include 
such provisions in the charter is conferred by the following 
clause from the statute: 


The certificate of incorporation may also contain any provision 
which the incorporators may choose to insert, for the regulation of 
the business and for the conduct of the affairs of the corporation, 
and any provision creating, defining, limiting and regulating the 
powers of the corporation, the directors and the stockholders, or 
any class or classes of stockholders; provided such provision be not 
inconsistent with this act.1 


This enables the incorporators to secure, through charters 
granted under the general laws, powers, privileges, and regu- 
lations formerly possible only under special charters. This 
statute has been followed in Delaware, to a certain extent in 
New York, and, with more or less variation, in a number of 
other states. : 

New Jersey lost most of its popularity as a state for incorpor- 
ation when its legislature made the laws relating to corporations 
harsh and forbidding. All these repressive measures have now 
been repealed, and the only cause that hinders the patronage of 
outside incorporators is the fact that the fees and taxes of 
Maine and Delaware are much more reasonable. 

In those states in which special charter provisions are not 
allowed, many of the desired powers, restrictions, or regulations 
may be obtained through by-law provisions. In some matters 
and under some circumstances this may be done effectively, 
but usually the by-laws may be amended or repealed with 
comparative ease, and their provisions do not always have the 
necessary permanence. 

Where the statutes do not permit special charter provisions, 
and desired provisions cannot be properly or permanently 
included in the by-laws, the only recourse is to incorporate in 
some more liberal state where such provisions are permitted. 


1 Laws of 1896 (N. J.), Ch. 185, § 8, p. 280, ds amended by Laws of 1808, Ch 172, p. 408 
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The corporation would thereafter operate in its own state as a 
foreign corporation. Outside incorporation for such a purpose 
would be justified only where the special provisions obtained were 
of considerable importance. 


§ 236. Usual Objects of Special Provisions 


Many of the corporate features already discussed, such 
as cumulative voting, classification of directors, and limita- 
tions, of the directors’ power of incurring obligations, are fre- 
quently best secured by special charter provisions. In addition 
to these are many other provisions designed to meet the varying 
requirements of particular incorporations, such as limitations 
on the voting power, limitations on salaries, and provisions 
authorizing a reserve fund or the accumulation of operating 
capital, etc. 

In the different states the variation of the statute laws 
as to special charter provisions is wide. Thus in some states 
such provisions are not provided for and are therefore not 
‘permissible at all; while in other states almost any desired 
provision is permitted in the charter. In New Jersey by 
charter provision the directors may be empowered to alter, 
amend, or repeal by-laws, while in New York the exact power 
of the board as to by-laws is laid down in the statute law, and 
cannot be denied or modified in any way by charter pro- 
visions. Again, in New Jersey the directors may be empowered 
by tne charter to mortgage any or all of the corporate property 
without consulting the stockholders; but in New York the cor- 
porate property may be mortgaged only with the consent of 
two-thirds of the stockholders of the corporation, and any 
charter provision to the contrary would be absolutely non- 
effective. The New Jersey courts have held that a provision 
in the charter of a corporation that any resolution in writing 
signed by all of the members of the board of directors should have 
the same effect as if passed at a duly called meeting, is void, 
because inconsistent with the provisions of the General Corpora- > 
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tion Law.2 On account of this wide difference it is necessary 
to consult the statutes of the particular state when any special 
provisions are under consideration. 


§ 237. Cumulative Voting 


Cumulative voting is one of the most common and one 
of the most important of special charter provisions. Its usual 
purpose is the protection of minority interests by securing to these 
interests representation on the board of directors. 

. As its name indicates, cumulative voting is a system or * 
method of cumulating or concentrating votes. Under it the 
owner of stock is, for each share of stock he owns, entitled 
to as many votes for directors as there are directors to be elected, 
and at any election of directors he may cast these votes pro 
rata among all the directors to be elected, or all for one director, 
or may distribute them among two or more as he sees fit. That 
is, if the total number of directors to be elected is seven, the 
owner of one share of stock might cast one vote for each of the 
seven directors, or might cast seven votes for one director, or 
cast four votes for one director and three for another, or apportion 
his seven votes in any other way he chose among the candidates. 

Under this arrangement it is obvious that even a small 
minority, by combining on one candidate, may secure repre- 
sentation on the board. At times this representation becomes 
of much importance. If the minority are not represented, 
they are debarred from information of what the majority 
propose to do or are doing. Under such conditions action may 
be taken which cannot be undone, but which the minority might 
have prevented by injunction or other means had they been 
informed in time. Also the mere presence of a capable minority 
representative on the board prevents many abuses of power 
that might otherwise occur. For this and other reasons, 
cumulative voting is, from the minority standpoint, always a 


? Audenried v. East Coast Milling Co., 68 N. J. Ea. 450 (1904). 
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wise provision and occasionally becomes a matter of the most 
vital importance. 

Cumulative voting may, in many states, be secured by 
proper provision in the charter, and in Colorado the charter 
must provide whether or not cumulative voting shall be allowed. 
In Pennsylvania, South Dakota, West Virginia, and a number 
of other states it is mandatory without reference to any charter 
provisions. In Nevada it is mandatory unless the charter 
provides otherwise. In a few states it is doubtful whether 
the provision would be allowed in the charter or would be 
effective if included.s 


§ 238. Classification of Stock 


Where special charter provisions are allowed, classification 
of stock is common. Stock may be classified in many ways. 
The most usual of these are: the division of the capitalization 
into common and preferred stock; division of the preferred stock 
into classes, as first, second, etc.; and division of the common 
stock into classes, each class electing a due proportion of the 
directors.4 

The division into common and preferred stock and the 
indicated division of preferred stock may be secured by charter 
provision in nearly every state, together with such other proper 
classifications of the preferred stock as may be desired. 

The division of the common stock into voting classes, and 
the many other classifications occasionally employed, may 
usually be secured by special charter provision where such pro- 
visions are allowed.5 

Where permitted by the statutes, the classification of stock 
may be, and occasionally is, carried into wide variations. Some- 
times a portion of the stock will be denied the voting right 
entirely, or will be prohibited from voting on particular ques- 


3 See §533. 
4See Ch. X, ‘‘Stock.” 
5 See § 221. 
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tions. Certain stock may be debarred from participation in — 
dividends for a stated period. In New York a peculiar partly 
paid stock may constitute a part of the issue, drawing dividends 
only upon the amount actually paid in upon it. 

These unusual arrangements are desirable only under excep- 
tional circumstances. Generally they are to be avoided as being 
complicated, unnecessary, and at times of uncertain result. 


§ 239. Corporate Stockholding 


At common law a corporation cannot hold stock in another 
corporation. Though the law was not formulated with any such 
intent, its practical effect was to render the formation of trusts 
and combinations extremely difficult, and in many cases im- 
possible. 

New Jersey was the first state to modify the law in this 
direction and to grant to corporations unlimited power to 
hold and vote stock in other corporations. Delaware and other 
states followed the earlier statutes of New Jersey, and in a 
number of these states, under existing statutes, corporations 
have the unlimited power first granted in New Jersey. Other 
states have granted the power within certain limits. New York 
has followed New Jersey to the extent of allowing this right 
where provision is made therefor in the charter, or where the 
corporation whose stock is purchased is of a similar nature, and 
one with which the purchasing corporation would be authorized 
to consolidate. 

The right is, at times, a very valuable one, and in those 
states where allowed, a provision authorizing the holding of 
corporate securities by the corporation is usually included in 
the charter.® 


§ 240. Limitations on Indebtedness 


In a large proportion of the cases where corporations are 
wrecked, the result is brought about by the directors’ abuse of 


6 See Ch. LVII, ‘Holding Companies,” 
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the power to incur debt. In those states where the power of the 
directors in this respect may be limited by charter provision, 
such restriction is on occasion very desirable. Limitations 
on indebtedness vary with the conditions. Under some circum- 
stances it may be desirable to fix an absolute limit beyond which 
the directors have no power to obligate the corporation. Or 
it may be provided that if the directors exceed a certain sum, they 
shall be held personally liable for such excess; or that they shall 
not enter into any single contract involving obligations over a 
certain amount; or that obligations beyond a certain amount 
shall be incurred only with the affirmative vote of two-thirds or 
other proportion of the whole board, or shall be undertaken 
only after authorization thereto by due resolution of the stock- 
holders. 

Whatever the plan adopted, it should be carefully con- 
sidered and adapted to the special situation, and the limitations 
should not be so low as to amount, nor so narrow in application, 
as to interfere with the ordinary operations of the business. 
The abuse, not the use, of the debt-incurring power is to be 
prevented. 

It is also to be noted that conditions may arise under which 
the directors are powerless to prevent corporate indebtedness 
in excess of charter or by-law limitations. Thus the corporate 
revenues may be unexpectedly curtailed, but nevertheless with a 
fine disregard of prohibitory provisions, taxes, rents, official 
salaries, and other contract obligations continue to roll up a 
constantly increasing load of corporate debt. In such cases the 
directors cannot be held accountable, though the limitation has 
been exceeded. 


§ 241. Limitations on Salaries 


The diversion of profits by excessive salaries is a not un- 
common method of draining a corporate treasury and thereby 


7 See § 316, 
3In re Putnam, 193 Fed, 464 (1911). 
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preventing the payment of proper dividends. If not properly 
guarded against at the time of the organization of the cor- 
poration, such practice may be extremely difficult to correct or 
prevent later.® 

Charter provisions imposing limitations on salaries should 
not be made too narrow or too inflexible. Good management 
is an absolutely indispensable element of success, and fair 
salaries, with even more liberal compensation when demanded 
by the welfare of the company or justified by the excellence 
of the management, should not be rendered impossible by too 
narrow restrictions. 

Flexibility of restriction in the matter of salaries may be 
provided for in various ways. The charter provision may 
merely require that salaries be fixed, and varied thereafter if 
need be, by a two-thirds vote of the entire board. Occasionally 
the concurrence of the entire board may be required. Or the | 
salaries of officers may be determined each year at the stock- 
holders’ annual meeting by a stated majority of the entire 
outstanding stock. In such case the required majority may be 
fixed so high as to require the concurrence of any desired part of 
the minority interests. Or it may be provided that no official 
salary shall be increased over a stated figure, until a dividend of, | 
say, 6% has been paid upon the outstanding stock for two 
or more years. Or any salary payments over a certain minimum 
might be made absolutely dependent each year upon the pay- 
ment of a certain dividend for the previous year. 

It is to be noted that where the ease of alteration is not 
objectionable, provisions limiting indebtedness and salaries are 
usually included in the by-laws instead of the charter. Here 
they may be modified as the circumstances demand, whereas 
in the charter they may be altered only by formal amendment 
of that instrument. But to protect the minority effectually, 


9 Raynolds v. Diamond Mills Paper Co., 69 N. J. Eq. 299 (1905); Jacobson v. Brooklyn 
Lumber Co., 184 N. Y. 152 (1906); Davids v. Davids, 135 App. Div. (N. Y. 6 : 
Carr v. Kimball, 153 App. Div. (N. Y.) 825 (1012). pe RT igs is 
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such limitations must under ordinary circumstances be inserted 
in the charter. 


§ 242. Sundry Provisions 


Many other provisions will on occasion be incorporated in 
the charter. This is especially so in the incorporation of a 
partnership or the reorganization or consolidation of corpora- 
tions, when special provisions are often necessary to insure 
the varying interests, or to carry out agreements entered into 
as a prerequisite to the proposed arrangement. 

It is essential that such provisions shall not go counter 
to any law regulating corporations, and important that they 
be not such as to involve the corporation in any subsequent 
deadlock or entanglement. The death of parties, sale of stock 
to strangers, change of industrial conditions and other mutations 
may make apparently desirable arrangements exactly the 
reverse. It is not always possible to amend a charter, and 
if there is any doubt as to the expediency or effect of any par- 
ticular provision, it should be brought into the by-laws rather 
than the charter. Then if found undesirable, it may usually be 
amended or altered by a mere majority vote of the stockholders. 


CHAPTER XXVII 


CHARTER—EXECUTION AND FILING; 
AMENDMENT 


§ 243. General 


In most states a form of charter application is prepared by 
the state authorities and will be furnished by them on applica- 
tion. Where this is not done the forms are usually prepared by 
law stationers and kept on sale. Care should be exercised in the 
use of these prepared forms, as they sometimes contain undesir- 
able features which must be eliminated before the form is used. 
In some states most of the published forms—and notably those 
for New Jersey and Delaware—include the objectionable pro- 
visions of the trust charters whereby the minimum of power 
is left with the stockholders and the rights of the minority are 
reduced to their lowest terms. Such features, while possibly 
adapted to trust management, are not usually desirable for an 
ordinary corporation. 

If any of these prepared forms have received the sanction 
or approval of the state authorities, such forms should either 
be used or be closely followed. To depart materially therefrom 
is to invite objection, which may at times be captious and in any 
case will cause delay and trouble. The authorities cannot be 
deemed unreasonable in their preference for forms which have 
been passed upon, with which they are familiar, and which when 
used enable them the more readily to determine the legality and 
correctness of an application. 

In addition to the usual provisions of the charter, any 
special provisions desirable for the particular corporation and 
permissible under the laws of its state will be included and the 
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charter application is then ready for the final formalities. These 
consist of its signing, acknowledgment, and filing. 

These final formalities are in a general way similar in almost 
all the states, but as the matter is one of statutory regulation, the 
laws of the particular state must be consulted for the details of 
procedure. 


§ 244. Signing and Acknowledgment 


Each of the incorporators must sign and acknowledge 
the charter application. If there are but three incorporators 
and they come together for the signing and acknowledgment 
of the instrument, the formality is a simple one. The three 
acknowledgments are taken at the one time and one notarial 
certificate serves for all. If the notarial officer who acts in the 
matter calls on the incorporators at their offices or residences 
and takes their several acknowledgments, the one notarial 
certificate will still serve. If, however, the incorporators are 
numerous, live in other states, or for any other reason cannot be 
easily reached or assembled, separate notarial certificates may 
be necessary for each acknowledgment. A party to the charter 
cannot act as notary therein.! 

These acknowledgments may usually be taken by a notary 
public, commissioner of deeds, justice of the peace, or other 
officer authorized to take acknowledgments to deeds. If taken in 
another state, a certificate may be necessary as to the due 
appointment and authority of the officer by whom the acknowl- 
edgment is taken. The statutes are in most cases explicit as 
to the details of acknowledgment, and as the whole matter is 
one of statutory regulation, these must be closely followed. 

In some states, in addition to the usual execution by the 
incorporators it is necessary to secure the approval of the pro- 
posed incorporation by some designated court, or by a judge 
of such court, as one of the preliminaries to filing. 


1 People, etc. v. Commissioners, 105 App. Div. (N. Y.) 273 (1905). 
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§ 245. Filing 

The technical details of filing the charter application vary 
to some extent in the different states. In some the application 
is sent direct to the secretary of state, accompanied by the 
prescribed fees. In others, the application must be sent direct 
to the secretary of state, but the filing fees are paid the state 
treasurer, who before the charter will be filed must certify to 
the secretary that this has been done. Again in some states 
the charter must be filed with the clerk of the county court 
in the home county of the corporation, before filing with the 
secretary of state; elsewhere the charter must be filed with 
the clerk of the county court after its filing with the state 
secretary. 

The treatment accorded the charter applications by the 
filing officials also varies in the different states. In some these 
officials consider that the insertion of unauthorized or im- 
proper powers gives no legal authority, and that they are not 
called upon to decide the legal effect of the verbiage employed, 
and, in accordance with these views, they accept any powers or 
purposes not openly in conflict with, or glaringly outside the 
intent of, the law. In other states, on the contrary, the author- 
ities scrutinize the application in detail, and, if its purposes and 
powers seem to exceed the statutory limits, decline to file the 
application. In such case the application is returned with an 
explanation or statement of the reasons for its refusal. 

At times the state authorities clearly exceed their authority 
in passing upon the legality of the indicated powers of a charter 
application. In such case if the matter were of sufficient 
importance and the delay not too serious, the courts might be 
invoked and the points in question be decided by competent 
authority. Generally, however, the importance of the matter 
will not justify such proceedings, and if the official ruling cannot 
be changed the purposes or other matters in question must be 
either omitted or so changed as to meet the views of the 
authorities. 
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In some states, when an application is approved a chartei 
pro forma is issued under the seal of state granting to the 
corporation the desired rights, powers, and privileges. In 
other states the charter application itself changes its nature, 
and as soon as filed becomes the charter of the then authorized 
corporation. Its form is not changed, but its force is, and it is 
then an authorization from the state for the organization of the 
corporation with all the powers, privileges, and characteristic 
features detailed in the one-time application. 


§ 246. Alterations 


If any required alteration in an executed charter is on 
some non-essential point, and all the incorporators agree thereto, 
it is not usually necessary to redraft and re-execute the entire 
instrument. The change may be made in the original instru- 
ment either as an interpolation or as a correction, and the 
document be then returned for acceptance in its amended form. 

When a required alteration is material, the better practice 
is to have the instrument redrawn and executed afresh by the 
incorporators. If, however, a material alteration were made 
in the instrument without any re-execution, but with the consent 
or subsequent acceptance of the incorporators, and the charter 
so altered were duly allcwed and filed by the state officials, it is 
not probable that it could later be successfully attacked. 


§ 247. Certified Copies 


In some states, as already said, when a charter application 
_ is approved, the secretary of state issues a duly certified charter 
under the great seal of state as part of the regular routine. In 
others, the secretary merely notifies the party filing the applica. 
tion that it has been accepted and filed, this accepted application 
then becoming the charter of the corporation. In this latter 
case the secretary will at any time upon payment of the legal 
fees furnish certified copies of the accepted application—now 
the charter—which is always due legal evidence of incorporation. 


212 CORPORATE LAW (Bk. I- 


Where certified copies of the charter are to he recorded 
with the local authorities, they must of course be secured from 
the state authorities as part of the organization routine. Beyond 
this the possession of a certified copy of the charter is of no 
importance, save very rarely in cases of litigation, and on 
occasion for its effect on interested parties—or parties to be 
interested. It is usual, however, to secure and preserve a 
certified copy among the archives of the corporation. 


AMENDMENT 


§ 248. Charter Amendments 


The connection between corporate organization and charter 
amendments is not at first sight obvious. Charter amendments 
are, however, too often the result of hasty or careless preparation 
of the original instrument. Also changed or unforeseen condi- 
tions not infrequently render charter amendments desirable 
before the corporate organization has been completed. A brief 
consideration of the subject is therefore in place. 

New Jersey, with its usual accommodating recognition of 
possible corporate needs, permits the amendment of a charter 
by a.very simple process at any time before the corporate organ- 
ization is completed. In this way new conditions may be 
provided for and the cruder defects of a hastily prepared charter 
may be easily remedied. Thereafter, as in other states, the 
charter may be amended only by the regular procedure provided 
for such cases. Delaware has a like provision. 

- In New York, if there are informalities in the original charter, 
or defects in its proof or acknowledgment, or if the charter 
contains any matter not authorized by law, the statute provides 
a simple method of correcting these defects by permitting the 
incorporators or directors to file an amended charter.? 


2 Gen. Corp. Law, § 7. 
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§ 249. Subject Matter 


Any provisions may be brought into a charter amendment 
that might have been brought into the original charter. As 
soon as allowed, the provisions of such amendment become to 
all legal intents part of the original charter and as permanently 
binding on the corporation. 

When an amendment has been made, such amendment and 
the original charter taken together constitute the working 
charter of the corporation; the amendment, however, taking 
precedence over and modifying the original charter in all points 
of difference. 


§ 250. Procedure 

The procedure for the amendment of a charter is, in each 
state, prescribed by law. There is but little uniformity in the 
different states, though in all the procedure is troublesome and 
at times expensive. In many states the statutory procedure 
varies with the nature of the amendment. Formerly in New 
York, to change the name of a corporation, application had to 
be made to designated courts. Now the corporate name may be 
changed by amendment of the charter in the usual way. 

Generally, an amendment of the charter requires a duly 
called meeting of the stockholders, at which a two-thirds ma- 
jority of the stock interests outstanding must vote in favor 
of the proposed changes. The amendment, duly acknowledged 
as evidence of the stockholders’ authorization, must usually be 
filed in the same offices and with the same formalities as the 
original charter. 

In some states advertisement must be made for a prescribed 
time before any charter amendment goes into effect. The 
proportion of the stock vote required, the notices to be given, 
and the other formalities also vary in the different states. In 
Delaware a bare majority have power to amend the charter. 
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Part VI—The By-Laws! 


CHAPTER XXVIII 


BY-LAWS—GENERAL CONSIDERATIONS 


§ 251. Functions of By-Laws 


A modern corporation is regulated, first, by the general] 
laws under which it operates ; second, by the provisions of its 
charter; and third, by its by-laws. When the incorporators 
meet pursuant to the authorization of their charter for organ- 
ization, both the general laws and the charter exist for the 
guidance of the new corporation. To these must be added the 
by-laws to provide for such details of organization, adminis- 
tration, and business routine as are not prescribed by the laws 
nor provided for in the charter. This is the first and most 
important function of the by-laws. 

Beyond this any special provisions for the regulation of the 
corporation, its directors, officers, or membership may be 
incorporated in the by-laws when such provisions are not 
permitted in the charter or when the permanence of a charter 
provision is not desired. 

In addition the by-laws are also usually so drawn as to 
constitute a systematic statement of the more important working 
details of both the general law and the charter. This is not 
done with any idea of adding to the binding force of the require- 
ments of these higher authorities, but merely as a restatement, 
the by-laws being thereby rendered a more complete code for 
the guidance of the corporate officials and stockholders. 

This use of the by-laws is customary and of considerable 


1 See Book IV, Ch. III, “By-Law Forms.” 
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importance, helping to secure the observance of those statutory 
and charter provisions which, if not in such accessible form, 
might be overlooked or forgotten. 


§ 252. Subject Matter of By-Laws 


There is usually no law, save the law of necessity, com- 
pelling a new corporation to adopt by-laws. Its operation 
without by-laws would, however, be practically impossible— 
so much so, that the law confers the power to make by-laws 
and takes it for granted that this right will be exercised. Pro- 
visions for the regulation of the corporation are found both in 
the statute law and the charter, but these are for the most part 
general in their nature. There are none of the specific details 
essential for proper corporate operation. 

Just what matters should be provided for in the charter 
and what in the by-laws is to some extent determined by the 
conditions of the particular corporation. The statutes usually 
prescribe certain essential matters that must appear in the 
charter. In addition all such important matters outside the 
ordinary routine of corporate procedure, as are intended to be 
permanent features of the organization, should be incorporated 
in the charter.? 

Beyond this, however, the routine details of corporate 
procedure, and any special provisions which are not intended to 
be permanent or which are not permissible in the charter, are 
reserved for the by-laws. Generally speaking, nothing should 
be incorporated in the charter that may be as effectually pro- 
vided for in the by-laws. 

The by-laws, as has been stated, also usually contain many 
provisions of the statute law and the charter which are repeated 
in the proper connection in the by-laws merely that these latter 
may, in themselves, be a complete working code. The by-laws 
will, then, contain all the ordinary working details of corporate 
regulation and most, if not all, of the important statutory and 


2See Ch. XXVI, ‘‘Charter—Special Provisions.” 
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charter provisions directly affecting the corporation; frequent 
reference to the charter and to the statutes being thereby ren- 
dered unnecessary. 

Under the head of routine details, the by-laws should, 
in strict conformity with any requirements of statutes or charter, 
provide for the issuance and transfer of stock, the meetings of 
stockholders and directors, the election of directors and officers, 
the duties and limitations imposed upon these, the care and 
management of the property and finances of the corporation, 
and the other connected incidents of corporate procedure. 

There are certain general restrictions upon the making of 
by-laws which the courts will enforce: 


1. By-laws must not be inconsistent with the existing laws 
or with the charter of the corporation.® 

2. They must not operate unequally upon any of the class 
which they are intended to govern.‘ 

3. They must not impair any vested right of any stock- 
holder.* 

4. They must not be unreasonable.é 


§ 253. Power to Make By-Laws 


The power to make by-laws is one of the common law 
powers enjoyed by corporations. Where the common law 
still prevails, the right to make by-laws resides in the stock- 
holders duly assembled in lawful meeting. Power to make 
by-laws may be delegated by the stockholders to the directors, 
but may be resumed at any time by the stockholders, and may 
be exercised by the directors only under such limitations as 
the stockholders prescribe. This power over the by-laws is 
perhaps the most important right reserved to the stockholders. 

This is so because, as already stated, the stockholders 


3 Raub v. Gerken, 127 App. Div. (N. Y.) 42 (1908); People v. Ittner, 165 Ill. App. 360 
97 eigith vy. Klamath Water Users’ Assn., 137 Pac. (Ore.) 226 (1913); 10 Cyc. 356, and 
CSG ae v. Board, etc., 164 S. W. (Tenn.) 1151 (1914); Wright v. Knights of the Maccabees, 
ae eine. ae etc., of Jersey City, 37 N. J. L. 348 (1875). 
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cannot manage the affairs of their corporation directly but 
only through the board of directors. This board is not amen- 
able to either request or resolution of the stockholders and has 
wide latitude and great independent power in the management 
of the corporate affairs and property. If any restrictions are 
to be imposed upon the directors’ powers, recourse must be 
had to special charter or by-law provisions. Special charter 
provisions are of limited application and not always available, 
and in most cases the wishes of the stockholders as to the man- 
agement of their property and business must be expressed in the 
by-laws, and can be effectively expressed in no other way. 
For this reason anything affecting the stockholders’ sole right 
io make, repeal, and amend these by-laws is a matter of vital 
importance. 


§ 254. Power of Directors to Make By-Laws 


In New Jersey and those other states which have modeled 
after her corporation laws, the charter may be so worded as 
to give the directors power to make and amend by-laws. This 
gives the directors the power to alter the regulations by which 
they themselves are controlled. The expediency of such an 
arrangement is exceedingly doubtful, even in the large industrial 
combinations for whose benefit it was devised. Its tendency 
is to put much power into the hands of the directors and of the 
majority stockholders by whom such directors are elected, and 
to diminish correspondingly the status and power of the minority 
stockholders. 

In New York the directors are by statute provision given 
the power to adopt by-laws not inconsistent with those passed 
by the stockholders. This would seem to be quite as far as it 
is safe to go. It allows the directors to pass by-laws to méet 
an emergency, to provide for new conditions, or to supplement 
and make more effective the stockholders’ by-laws, and they 
are fully within their powers so iong as these by-laws do not 
conflict with the by-laws adopted by the stockholders. The 
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directors cannot, however, remove any of the safeguards thrown 
round the conduct of the business by the by-laws of the stock- 
holders, nor modify the stockholders’ by-laws in any material 
respect. They may act in harmony with what has gone betore, 
but cannot alter or destroy. It is to be noted that such directors’ 
by-laws, until repealed or superseded by action of the stock- 
holders, are the by-laws of the company and of equal force with 
those adopted by the stockholders. If the original by-laws 
are adopted by the directors, these by-laws are the law of the 
corporation, and can be amended by the directors, subject, 
however, to amendment or repeal at the hands of the stock- 
holders.7 

In Illinois, by a rather strange perversion of the corporate 
theory of government the directors, by statute, have power to 
make by-laws and the stockholders have power neither to make 
nor amend the by-laws.® 


§ 255. Arrangement of By-Laws 


By-laws intended for a close corporation with but few stock- 
holders and perhaps all these on the board of directors, may 
be simple in form and few in number. When intended for one 
of the great corporate combinations with plants in many different 
states, with thousands of stockholders scattered throughout the 
Union, with a large directorate, many officers, and numerous 
managing committees, an extensive and comprehensive set of 
by-laws is usually considered essential. 

In cither of these cases, and for the many intermediate 
corporations, it is of much advantage to have the by-laws 
classified and systematized so that the regulations governing 
any particular subject or matter may be readily found. In 
all the better prepared sets of by-laws this systematic classifi- 
cation is employed. In many cases, however, the by-laws 
are hardly more than a heterogeneous jumble of unconnected 


7 See §§ 231, 201. 
8 Steinweg v, Antiseptol Liquid Soap Co., 168 Ill. App. 479 (1912), 
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regulations, badly balanced, incomplete, difficult in operation, 
and because of this, the less likely to be observed. 

In the present volume the related provisions of the by-laws 
are grouped in the order and under the headings given below. 
This arrangement is used by a number of the best organized 
corporations of the country and has proved very satisfactory in 
practice. By-laws from the simplest to the most comprehensive 
sets may be readily classified on these lines: 


. Stock 

. Stockholders 

. Directors 

. Standing committees 
. Officers 

. Dividends and finance 
. Sundry provisions 
Amendments 


Or An PWD H 


§ 256. Preparation of By-Laws 


The by-laws usually prescribe the general organization of 
the corporation, and the adoption of by-laws is therefore the 
first important step in organizing a corporation. As the by- 
laws are needed so early in the corporate existence, they are 
customarily prepared in advance of the first meeting, this duty 
usually and properly falling upon the counsel conducting the 
organization of the corporation. 

The preparation of a set of by-laws for the usual small 
corporation is a comparatively simple matter. For the larger 
corporations, with their more complex and extended organi- 
zations, the undertaking is much more difficult. Such by-laws 
should be prepared with nice adaptation to the needs of the 
particular corporation. The use of an existing set of by-laws 
as a basis for this work is entirely proper and good practice, 
but such selected set should be carefully studied and properly 
adapted to the wants of the new corporation. All unnecessary 
matter should be dropped, the matter that is retained be made 
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to fit the case in hand, and such new matter added as may be 
necessary to cover the requirements of the particular corpor- 
ation. 

Too often the preparation of the by-laws of a new corpora- 
tion is merely a wholesale seizure of some existing set with 
hastily improvised interpolations to meet the most obvious 
individual needs of the new organization. These by-laws may 
have been a very admirable code of procedure for the original 
corporation, but so diverted they can hardly fail to be a wretched 
misfit and prove a fruitful source of trouble. By-laws so 
ill-prepared give seeming grounds for the demand that the 
directors be given the power to amend by-laws as the only means 
of avoiding serious hindrance and injury to the business. 


§ 257. Adoption of First By-Laws 2 


The preparation of by-laws requires careful consideration, 
and it is usually impossible to take sufficient time at the first 
meeting to prepare by-laws or even properly to discuss and 
amend a previously prepared set. This being so, the responsi- 
bility for the by-laws rests almost entirely with the lawyers to 
whom their preparation is entrusted. If the by-laws are to 
be adopted formally, this is accomplished by the reading of 
each section and its adoption by vote, followed by the adoption 
of the set as a whole at the completion of the sectional considera- 
tion. Usually, however, the by-laws are presented to the 
meeting in their entirety, and, without reading or other investi- 
gation of their details, are either adopted by formal vote or 
accepted by acquiescence. The legal effect of such adoption is 
the same as under the more formal procedure. 


®See § 330. 


CHAPTER XXIX 


BY-LAWS—STOCK 


§ 258. Preliminary 

The subject of stock which is considered first in the following 
comment is one of the most important matters of by-law regula- 
tion. In most of the states general requirements relating to the 
stock of the corporation, its certificates, its transfer and record, 
are matters of statutory regulation. These statutes should be 
summarized and classified in the by-laws and such additional 
special regulations brought in as will cover the entire working 
details of the subject. No open question should be left to cause 
later differences of opinion, vexations, disputes, and perhaps more 
serious difficulties. 

In former days, when preliminary subscriptions to the stock 
of a corporation were usual and in many cases payable in instal- 
ments, a by-law provision as to the payment of these instalments 
and the procedure in case of default was customary and of some 
importance. In the present day, however, the formation of a 
corporation with instalment subscriptions is comparatively rare, 
and when it does occur collection of the subscriptions is usually 
provided for by resolution of the directors. This avoids cum- 
bering the by-laws with matter that is of no permanent utility. 


§ 259. Certificates of Stock 


Every owner of stock for which the corporation has been paid 
in full is entitled to a certificate or certificates, showing the num- 
ber of full-paid shares of stock owned by him. A subscriber, 
when his subscription is accepted, becomes a stockholder of the 
company and entitled to vote and draw dividends if any are 
declared, but is not entitled to a certificate of full-paid stock until 
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he has paid the full subscription price of his stock. If he has 
paid in part he is entitled to a receipt evidencing such payment, 
and if the by-laws so provide, or if the corporation makes a 
practice of issuing certificates for partly paid stock with the 
amount of payments indorsed thereon, he has a right to demand 
such a certificate as soon as his first instalment is paid. In the 
absence of such by-law provision or of such a custom, it does not 
appear that a stockholder has any legal right to a stock certificate 
until he has paid in full for the stock represented thereby. It 
would be the better practice to issue no certificates of stock until 
the stock represented by such certificates is full-paid. 

The holder of a certificate of stock has the right to assign the 
same to others, or to surrender it and, if for more than one share, 
have it split up and issued as he directs in certificates of total 
equivalent value. An assignee of stock has the same right, and 
whenever a duly assigned certificate is surrendered to the com- 
pany a new certificate or certificates must be issued to the assig- 
nee in his own name if so demanded. If transfers with reissues 
of certificates are frequent, it may be advisable to impose a small 
transfer fee—usually varying from 10 to 25 cents for each certif- 

-icate issued—for the benefit of the secretary or other issuing 
officer. This is occasionally a very convenient regulation as it 
compensates the secretary for the time and labor involved in the 
issue of new certificates and also tends to restrain unnecessary 
transfers. Such a fee, if reasonable in amount, will be upheld.1 

By-law specifications as to the signature and sealing of certi- 
ficates are useful as prescribing in detail the execution of the 
certificate and the duties of the different officers concerned. 
Such by-law regulations must, as a matter of course, follow any 
statute provisions. In most states the statutes provide for the 
signature of stock certificates by two officers of the corporation. 
In some states the statutes designate the president as one of 
these officers, leaving to the corporation the designation of the 


1 See § 344; also Giesen v. L. & N. Mortgage Co., 102 Fed. 584 (1900). 
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second officer; in other states the designation of both officers is 
left to the corporation. No matter who the signing officers may 
be, the sealing and actual issuing of the certificate is usually left 
to the secretary.’ 


§ 260. Transfers of Stock 


General regulations regarding the transfer of stock as well as 
the times of closing the stock books, are in many states a matter 
of statutory provision, but may also properly appear in the by- 
laws with any other connected matter. The procedure for the 
transfer of stock should be plainly outlined in the by-laws as a 
guide to the officers of the corporation, and, more particularly, 
for the benefit of the stockholders who are thereby informed as 
to their exact rights in the matter.’ 


§ 261. Transfer Agent and Registrar 


In the larger corporations, or in any corporation where the 
transfers of stock are numerous, the employment of special 
transfer agents and registrars is usually a considerable advantage. 
By this means the officers are relieved of much responsibility, 
and a safety and a convenience in the issuance of stock secured 
not usually possible under any other arrangement. For a small 
or close corporation where transfers are few, the employment of 
such agents is a needless expense. 

Where transfer agents and registrars are to be employed, 
the by-laws should give the power to appoint these to either the 
board of directors or to one of the standing committees. The 
by-law provision covering this matter should also require the 
signature of the transfer agent and of the registrar to every 
certificate issued. Where a trust company is to be appointed as 
transfer agent or registrar and the appointment is of probable 
permanence, such appointee is sometimes named in the same 
by-law provision. As this necessitates an amendment of the 


2 See § 97. 
8 See Chs, XX XVIII and XXXIX, ‘Transfer of Stock”; also Book III, §§ 42, 43. 
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by-laws in case of any change, the arrangement is of doubtful 
expediency. 

The duties of a transfer agent and of a registrar are distinct 
but are usually performed by one person or institution.4 


§ 262. Stock and Transfer Books 


All requirements as to the stock and transfer books should 
appear in the by-laws. To this end the statute laws must be 
carefully consulted as to what books must be kept, where they 
must be kept, and what they must contain. New Jersey cor- 
porations are required to keep their stock and transfer books in 
the principa! office of the corporation in New Jersey. If it is 
desirable that duplicates be kept elsewhere, the by-laws might 
properly so provide. Every foreign corporation doing business 
in New York is compelled to keep a stock book in the principal 
office of the company in the state. Hence the by-laws of a 
corporation organized under the New Jersey laws and doing 
business in New York might very well specify in this particular 
the duties of the corporation in both states. 

It is usual to close the transfer books a certain number of days 
before the annual meeting, and during this period stock cannot 
be transferred on the corporate records. If this closing of the 
transfer books has not already been provided for in the by-laws 
relating to the transfer of stock, it should receive attention here. 
It is also usual to provide for the closing of the transfer books a 
certain number of days before dividends are paid, and any pro- 
viso as to this closing might be covered in connection with the 
closing of the transfer books for the annual meeting.5 


§ 263. Preferred Stock 


The preferred stock of a corporation will probably have been 
specifically provided for in the charter. It is customary, how- 
ever, to repeat such provisions in the by-laws for easy reference 


4 8; also Wills, Estates, and Trusts, by T. Conyngton et al., Ch. LXI. 
sees Bee ill, §§ 38-43; also Book IV, Ch. VII, ‘Stock Books” (forms). 
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and for the information of the stockholders. As all the details 
relating to preferred stock are usually found in the charter 
provisions by which such stock is created, the by-law will be 
merely a more or less complete repetition of the charter specifica- 
tions. In some few states preferred stock is authorized by the 
provisions of the by-laws, which in such event become of much 
more moment and should be drawn with the same care and 
regard for the necessities of the case as would any charter pro- 
vision. The by-law authorizing the issue of preferred stock 
cannot be materially altered or amended after stock has been 
sold under its terms, except with the consent of the holders of 
the outstanding preferred stock. If it were modified without 
such consent, the changes would be ineffective as regards out- 
standing stock, unless accepted by its holders. 


§ 264. Treasury Stock 


The term “treasury stock” is used very loosely, and, with- 
out some defining provision, ambiguities are apt to arise. For 
this reason a provision is frequently brought into the by-laws 
for the purpose of defining the term and the status of treasury 
stock. Such a by-law is advisable if the corporation is likely 
to have stock of the kind. 

The status of this treasury stock is, where not expressly 
fixed by statute, a matter of common law, but should neverthe- 
less be clearly expressed in the by-laws as a matter of information 
for both officers and stockholders.7 


§ 265. Lost Certificates 


The loss of stock certificates is a matter of not uncommon 
occurrence, and the procedure in such cases should be clearly 
outlined in the by-laws. Stockholders have a right to certifi- 
cates and, if their certificates are lost, to have them replaced, 
but the corporation on its part has the right to require any 


6 See Ch. XI, ‘‘Preferred Stock.’ 
7See Ch. XIII, ‘‘Treasury Stock.” 
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reasonable safeguards for its own protection before the reissuance 
of such certificates. If the statutes prescribe the procedure to 
be followed, the by-law provisions must correspond. It is 
seldom wise to reissue lost certificates on easier terms than those 
laid down in the usual by-law form.’ Only the absolute and 
final loss of a certificate, as in the case of its unquestioned de- 
struction by fire, would justify an unprotected reissue. 


§ 266. Fractional Shares 


Some few corporations issue fractional shares, though there 
is no legal authority for such action. It would seem undesirable 
on every account. Apart from the complexity of records and 
accounts, troublesome questions might arise as to legal rights of 
holders. What voting or dividend rights would a man have who 
owned, say, 9/17 of a share of stock? Ifa man sells a fractional 
interest or interests in a share of stock, he and the other parties 
would be entitled to have a certificate issued in their joint names, 
would own the share in common, and would have to arrange 
among themselves as to custody, voting, and dividends. The 
corporation need not concern itself with the transaction. 


&See Book IV Ch. III, ‘‘By-Law Forms,” 


CHAPTER XXX 
BY-LAWS—STOCKHOLDERS 


§ 267. Annual Meetings 


An annual meeting of stockholders at which directors for the 
ensuing year are elected is usually required by the statutes. 
Whether or not so required, such meeting should be provided 
for in the by-laws. It is the most important function of the 
stockholders, and the portion of the by-laws devoted to the stock- 
holders is principally occupied with provisions relating to the 
annual meeting. 

In specifying the time of the annual meeting it is advisable 
not to specify a fixed day of the month, as, for instance “January 
26,” but to fix the date in some such form as “‘the third Monday 
in January.” The reason for this is that if the specified date as 
first given falls on a holiday or a Sunday, upon which the meeting 
cannot be held, various questions may arise as to the validity 
of the corporation’s proceedings. 

It is also a good precaution to name the time of the day at 
which the meeting is to be held, as precision in specifying the 
time and place may at some time be much needed in case notice 
of the annual meeting should be defective. If the hour of the 
meeting is not specified, it has been held that the by-law is not 
sufficient notice to the stockholders.1 

In fixing the date of the annual meeting it is generally well 
to fix it shortly after the end of the fiscal year of the corporation 
so that the financial report to the stockholders may be com- 
prehensive. 

For the same reason, the place should be definitely fixed, 


1 Lowe v. Los Angeles Suburban Gas Co., 24 Cal. App. 367 (1914). 
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and—except where it is expressly provided by statute, as in 
Delaware and a few other states, that the stockholders’ meetings 
may be held out of the state—the place designated must be in 
the state of incorporation. 

The by-laws providing for the annual meeting, in addition 
to fixing the time and place, should in a general way specify the 
proceedings of that meeting. This specification of the business 
to be transacted at the annual meeting is not mandatory. Any 
portion of it can be waived by the meeting at will. Nor is it 
intended to limit the stockholders’ proceedings in any way unless 
expressly so stated in the charter or by-laws. It is always ex- 
pected that in addition to the specified procedure, any other 
business or matters of interest to the stockholders will be con- 
sidered, and the order of business is included in the by-laws 
merely to prevent important action being omitted or overlooked 
and as a matter of convenience. 


§ 268. Special Meetings 


The by-laws must provide for special meetings of the stock- 
holders, and fix the preliminary requirements for such meetings. 
Frequently the president is given authority to call special meet- 
ings at his discretion; it is always customary to provide for 
such mtetings to be held pursuant to resolution or other specified 
action of the board; at times it is provided that a certain number 
of the directors may call special meetings by a written request or 
call; it is also customary and proper to allow these special meet- 
ings to be called on demand of a certain proportion in interest 
of the stockholders—usually one-third or a majority of the out- 
standing stock. 

It is usual to prescribe in the by-laws that only such business 
as is specified in the call and notice shall be transacted at a 
special meeting of stockholders. This is a matter of common 
law, and in some states statutory law, and is included in the by- 
laws merely to emphasize the fact that any business to be done 
at any such meeting must be previously notified to the stock- 


230 CORPORATE LAW {Bk. I- 


holders. The call and notice, to be sufficient, must give the 
three essential facts—the time, place, and purpose of the meeting. 
If any one of these is omitted, the meeting is improperly called 
and its action is liable to be held illegal and may be set aside. 


§ 269. Officers of Meetings 


It is customary in some corporations to organize each stock- 
holders’ meeting with officers of its own choosing, who may or 
may not be the regular officers of the corporation. Under some 
conditions this plan may be a wise one, but generally it would 
seem better to provide in the by-laws that the officers of the 
corporation shall also be the officers of the stockholders’ meet- 
ings. In such case the president, or in his absence the other 
officials in due order, preside, while the secretary keeps the 
records of the meeting. Such an arrangement saves much con- 
fusion and loss of time on occasion, and conduces to the orderly 
transaction and proper record of the business of the meeting. 

The secretary is usually and properly omitted from the 
officials who may preside. The function of this officer is to 
record the proceedings of the meeting and it would not be 
advantageous to withdraw him from his proper duties to preside, 
even though all the other officers were absent. 


§ 270. Notice of Meetings 


Unless there is some material reason for not so doing, it will 
be found advantageous to adopt the same requirements as to 
time and character of notice for both regular and special meet- 
ings. When this is done the requirements as to notice may be 
properly included in a single by-law section. Where the notices 
for the two kinds of meeting differ materially, the details for each 
meeting should occupy a separate subsection under the sections 
providing for annual and special meetings. 

The notice of regular meetings should specify the time, the 
place, and usually the most important objects of the meeting. 
Where unusual business is to be transacted, even at a regular 
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meeting, the notice of the meeting should state that unusual 
business.? 

The notice for special meetings should give the time and 
place of meeting, and specify in detail all the business to be acted 
upon at that meeting. 

Where a corporation has but few stockholders, the provisions 
as to notice of meetings will sometimes include the following 
provision for special meetings: ‘With the presence and par- 
ticipation, or with the consent of all the stockholders, meetings 
may be held at any time and place and for the transaction of 
any business, without notice.” 

Notice of meetings is best given through the regular postal 
channels; personal notice is allowable, but should always be 
served in writing. Verbal notice, while legally held sufficient, is 
objectionable because it is usually difficult and sometimes im- 
possible of proof. Unless expressly authorized in the by-laws, 
notice by telephone is not sufficient and in any such case service 
could not be legally proved. By-laws as to notice of meetings 
should include all statutory requirements of publication or mail- 
ing of notices. 


§ 271. Voting 

The usual rule in regard to voting is that each stockholder 
of a corporation is entitled to one vote for each share of stock 
standing in his name on the books of the corporation. If there 
are any variations, such as cumulative voting, classified voting, 
or reservation of voting to one class of stock, such variation 
should be stated as clearly as possible. Perspicuity and pre- 
cision in the by-laws relating to voting may save much trouble 
later. Such provisions must conform to any state statutes. 


§ 272. Certified List of Stockholders 


Under the laws of New Jersey and of some other states, at 
each regular meeting of the stockholders of a corporation a 


22 Cook on Corp., § 595. 
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certified list of the stockholders entitled to vote thereat must 
be provided by the secretary. In any state the provision is a 
satisfactory one and may well be included in the by-laws, either 
as a separate section, or as a part of the by-law providing for 
annual meetings of the stockholders. It is to be noted that the 
stock books are the final authority as to the right of any stock- 
holder to vote, and the certified list of stockholders cannot be 
made a substitute for the stock book, which should be accessible 
in case of dispute. The certified list will, however, usually be 
found all sufficient, saving reference to the stock book and 
giving its information in much more convenient form. The 
list should be alphabetically arranged. 


§ 273. Election of Directors 


As the election of directors is the most important business 
of the annual meeting, the by-law directions for its conduct 
should be very explicit. If, as is the case in certain states, the 
statutes require the election or appointment of inspectors—who 
are usually sworn to the proper discharge of their duties—the 
details of their appointment and duties should be fully outlined. 
If inspectors are not prescribed by statute and are not desired, 
some other method of conducting the election should be specified. 
It is usually advisable that it be by ballot, though this is not 
essential save when prescribed by statute. If by ballot, pro- 
vision must be made for the appointment of tellers to collect, 
count, and announce the vote. 

Unless included in the by-law on voting, any provisions as 
to cumulative voting, or as to classification of the stock in regard 
to voting, should be given here. Also, if the directors are 
classified so that but one-third or one-fourth are elected each 
year, such fact should be stated under this heading. 

The term for which the directors are elected should also be 
stated clearly. Usually this is for the ensuing year and until 
the election of their duly qualified successors. The directors 
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hold until the election of their successors in any event, but the 
by-laws should state the fact. 


§ 274. Quorum 


In a number of the states the proportionate amount of the 
outstanding stock which must be represented at a stockholders’ 
meeting to constitute a quorum is fixed by statute. In such 
case the by-laws can do nothing more than repeat the law in 
order that it may be remembered and observed. If the statutes 
do not so provide, the quorum should be distinctly prescribed 
by the by-laws. If not provided by either statute or by-law, 
the commou law rule prevails, that the stockholders present, 
no matter how few their number, constitute a quorum.‘ 

In the absence of any statutory provisions to the contrary, 
the by-laws may provide that less than a majority of the out- 
standing stock shall constitute a quorum; but for most corpo- 
rations it is not safe to depart from the usual parliamentary rule 
that a majority of the outstanding stock is necessary to consti- 
tute a quorum. To illustrate the necessity of a careful 
consultation of the statutes in this matter and in matters of 
corporate procedure generally, attention may be called to the 
fact that in New York the by-laws may prescribe the number 
necessary to constitute a quorum at stockholders’ meetings for 
ordinary business, but cannot fix a quorum for the election of 
directors, those present at any annual meeting being a sufficient 
quorum for this purpose no matter how few their number or 
how small a proportion of the outstanding stock they represent. 
This is but a special application of the general common law rule 
that those present at a meeting of constituent members form a 
quorum and may act. 

It is to be noted that this common law rule applies only to 
the constituent membership of a body, such as the stockholders 


3 2 Cook on Corp., § 624; 3 Ibid., § 713. 
4 See § 402. 
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of a corporation. The directors, being a selected body, require 
a majority of the entire board to constitute a legal quorum.° 


$275. Proxies 

Proxies play such an important part in all corporate meet- 
ings that the by-law provisions relating to them should be clear 
and explicit. At common law the stockholder does not have 
the right to be represented at corporate meetings by a proxy. 
The right is given by stature in many states, and elsewhere 
proxies may be authorized by charter provision, or in most 
states by by-law enactment. Where created by statute, the 
by-law provision must follow the statute. 


§ 276. Order of Business 


The order of business is purely formal but quite essential to 
the proper transaction of the corporate business. It may be 
varied to meet the needs of any particular corporation. The 
order given in the by-law forms® indicates the usual and logical 
arrangement. The formal order of business may be suspended 
at any meeting, in whole or in part, by a majority vote of those 
present, or by their mere assent. 


5 1 Morawetz, 2nd Ed., § 476; 2 Kent’s Com., § 293; Matter of Rapid T i 
ee piety ng Geek BS 7 § ro pid Transit Ferry 15 
6 See Book IV, Ch. III, ‘‘ By-Law Forms.”’ 


CHAPTERS OX 


BY-LAWS—THE BOARD OF DIRECTORS 


$277. General Considerations 


Regulations affecting the directors and any restrictions upon 
their powers and action will, for the most part, appear only in 
the by-laws. Statutory provisions of general scope are found 
in practically all the states, more specific provisions appear in 
some states, and especially important matters are sometimes 
brought into the charter; but in the main the stockholders 
must look to the by-laws to direct and control the operations 
of their directors. 

Much latitude is allowable in the arrangement of the by- 
laws affecting directors. In the larger corporations the subdi- 
visions are frequently carried further than indicated in the 
present chapter; in the smaller corporations, ordinarily not 
so far. 

Many of the details appearing in the by-laws affecting direc- 
tors are matters of law, or are fixed by charter provision and 
are brought into the by-laws merely to save reference to the 
authorities from which they are taken. 


§ 278. Number 

In many states the number of directors is, within certain 
minimum and maximum limits, fixed by statute. In some 
states, as New Jersey and Massachusetts, the minimum is pre- 
scribed by statute and any number in excess of this minimum 
may be fixed by the by-laws. In most states the minimum 
number of directors allowed is three. 

For a small or close corporation a limited board of directors 
is usually advantageous. Such a board is easily assembled, is 
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likely to keep in touch with the business, and is generally 
prompt in consideration and action. 

In the larger corporations a more numerous directory is 
usual. Frequently this is necessary in order to provide represen- 
tation for the different stockholding interests, as well as to 
have the requisite managing representatives upon the board. 
Though necessary, the arrangement has many disadvantages. 
A quorum is only secured with difficulty; the members are not 
close to the business and are not interested actively in its man- 
agement, and lengthy explanations, much discussion, and pro- 
longed consideration are the rule when important questions are 
really taken up. As a result the actual management of the 
business and of the corporate affairs is delegated to the standing 
committees, the board meeting only to listen to reports, or to 
act in matters of exceptional importance.! 


§ 279. Qualifications 

The most common qualification required of a director is the 
ownership of stock. This is usually regulated by statute. In 
some states such qualifying stock must be owned when the direc- 
tor is elected. In most states, if the director-elect is given or 
secures stock after his election, the requirements of the law are 
held to be satisfied. If the statutes merely state that directors 
must be stockholders, the ownership of one share of stock is 
sufficient. If the statutes are silent on the subject of stock 
qualifications of directors, or if they require merely that directors 
be stockholders, the by-laws may legally provide that such rea- 
sonable number of shares as may seem desirable shall be the 
qualification. 

In some states it is provided that a director parting with his 
qualifying stock thereby ipso facto ceases to be a director. In 
order to prevent any misunderstanding on this point, the by- 
laws should repeat the statute provision where it exists. Else- 
where it would be prudent to state explicitly either that the 


1See § 229. 
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parting with the qualifying stock does or does not terminate the 
director’s tenure of office. As a general rule it would seem 
advisable that directors should be stockholders of the corpora- 
tion to some material extent, and that if they part with this 
qualifying stock they should by such disposal sever their official 
connection with the board.2 

If there is any statutory requirement as to citizenship of 
directors, it should be included in the by-laws. 


§ 280. General Powers 


At common law the directors have entire charge of the 
property and affairs of the corporation with full power and 
authority to manage and conduct the same. The statement of 
the general powers of the directors as it usually appears in the 
by-laws is therefore nothing more than a reiteration of the con- 
ditions as they exist, brought into the by-laws as a matter of 
information. If the powers of the directors are materially 
modified or restricted by the statutes, by the charter of the 
Corporation, or by the by-laws themselves in other parts, the 
by-law statement of general powers should be drawn to cor- 
respond.3 


§ 281. Term of Office 


The statutes in most states provide that the directors shall 
be elected annually, and shall hold over until their successors 
are elected and qualify. When the statutes so provide, no by- 
law provision for a longer term would be valid. In many of the 
states, however, classification whereby only part of the directors 
are elected each year is provided for. The by-laws should in 
ny event contain provisions as to the term of office of the 
lirectors, and the provision that they shall hold over until their 
uccessors are elected and qualify. 


2See § 228. 
* See §§ 230, 231. 
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§ 282. Classification 

The usual object of a classification of directors is to provide 
against any radical action or sudden alteration of policy that 
might occur if the whole board were changed at one time. In 
perhaps the greater number of states it must, when desired, be 
secured through by-law provision. 

To be effective any such classification of directors must be 
permanent, and therefore, wherever possible, should be by 
charter provision. If dependent only upon the provisions of the 
by-laws, a majority of the stockholders might at any time 
assemble with due formality, repeal the by-laws in question, and 
thereby abrogate the whole arrangement. 

Classification in a small or close corporation is generally a 
useless and somewhat troublesome formality. 


§ 283. Removal 


It may infrequently happen that the stockholders wish to 
have more control over the board than they have under the com- 
mon law, and wish to reserve to themselves the power of removal 
of directors without the troublesome procedure necessary to 
remove them for adequate cause. 

If the statute does not give them this power, and their charter 
does not, provision may be made in the by-laws, and a director 
accepting office under a by-law giving the stockholders power of 
removal will be bound thereby. > 


§ 284. Vacancies 


The board of directors is usually given power to fill vacancies 
occurring in its own body. Unless, however, it is so provided by 
statute, charter, or by-laws, the board does not have this power, 
and in such event the power is reserved to the stockholders. Any 
vacancies in the board must then either wait until the next annual 


4 See § 232. 


5 Douglass v. Merchants’ Ins. Co., 118 N. Y. 48 890);R ‘ i 
Pak Awe ne 484 (1890); Raub v. Gerken, 127 App. Div. 
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meeting with its election of directors, or be filled by a special] 
election, the stockholders being called together for the purpose. ° 

As long as the board can assemble a quorum of its entire 
membership, it may continue to act despite vacancies, but it is 
safer to keep the membership up to the prescribed quota, and 
it is almost an invariable rule to give the board the power to fill 
vacancies as they occur. In this way the board is self-per- 
petuating in the intervals between the annual meetings. 

The usual board vacancies provided for by the by-laws are 
those caused by death or resignation. Beyond this the by-laws 
might very properly provide that continued absence from meet- 
ings of the board should, in itself, vacate the position of the 
absentee director. In such case the by-laws should specify 
the exact number of consecutive absences from regular meetings, 
or from regular and special meetings, necessary to create a 
vacancy. 

By-laws sometimes provide that in case the membership of 
the board falls below the number required for a quorum, so that 
the board is unable either to transact business, or to fill the va- 
cancies and thereby re-establish a quorum to enable it to transact 
business, a special meeting of the stockholders shall be called to 
elect such number of directors as may be necessary to restore 
the board to its norma] membership. 


§ 285. Meetings 

The frequency of regular meetings of the board is to be 
decided by the particular conditions. Monthly meetings are 
usual, but in close corporations with a small board it is often 
unnecessary to meet regularly more than once in each quarter, 
or even once each year. In case of any emergency requiring 
action, a special meeting of a small board can be quickly and 
easily called. 


6 Im re Griffing Iron Co., 63 N. J. L. 168, 357 (1890). 
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The by-laws should provide the time and place of regular 
meetings of the board, and should make provision for calling 
special meetings. The nature and formalities of the call neces- 
sary to summon a special meeting of the board are purely 
matters for the corporation to determine. Usually the president 
is given authority to call such meetings at his discretion. Gen- 
erally it is provided also that such meeting shall be called upon 
written request of a certain number—usually two-thirds—of the 
directors. More rarely it is provided that a special meeting 
shall be called upon the written request of a certain proportion in 
interest of the stockholders. 

Where the board is small, it is customary and advisable to 
provide that meetings may be held at any time and place and 
without previous notice, by the unanimous consent or unanimous 
participation of the board membership. Such a provision would 
usually be useless if the board were large. 

The place of meeting should be fixed by the by-laws, though 
a proviso may be added that special meetings may be held else- 
where by unanimous consent of the board. The office of the 
corporation is the proper place for directors’ meetings and they 
should be held there unless otherwise agreed by all the directors. 
To allow a majority of the board to call meetings in private 
offices, or in places difficult of access, or to permit of adjourn- 
ment to such places, except by unanimous agreement, is to 
invite the gravest abuses.7 


§ 286. Notice of Meetings 


It is supposed that members of the board are familiar with 
the date of regular meetings. Hence, there is not the same 
legal necessity for notice that exists in the case of special meet- 
ings. It is usual though, as a matter of convenience and to 
prevent such meetings from being overlooked, to provide that 
notice of regular meetings shall be given by the secretary, and 


7 See § 420, 
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where specially important action is to be taken at any such 
meeting, notice of this is also usually given. In the more com- 
prehensive sets of by-laws it is customary to add a proviso that 
failure to give such notice shall not affect the validity of the 
meeting or of any proceedings thereof. It is not probable that 
the proceedings of a regular meeting of directors would in any 
case be invalidated on account of failure to give notice,’ but the 
proviso is added out of abundant caution. 

Special meetings, unless assembled with adequate notice, 
are not legally called and their action may be set aside. Re- 
quirements as to notice may, however, be waived and special 
meetings be held without notice by unanimous consent or with 
the participation of all the directors. Business of any kind may 
be transacted at any meeting if all the directors have given writ- 
ten consent thereto or are participating in the proceedings and 
do not object. 

Notices of special meetings of directors are usually sent by 
either mail or telegraph such reasonable time before the meeting 
as will, under ordinary conditions, permit the attendance of all 
the members of the board. ‘The by-laws should prescribe the 
conditions of such notice. If it is desirable to notify directors 
of meetings by telephone, a provision authorizing such notice 
should be given in the by-laws. Otherwise, if anyone objected, 
such notice would not be legally sufficient. The by-laws also 
usually reiterate the common law rule that no business except 
that specifically notified in the call and notice shall be considered 
or acted upon at special meetings, 


§ 287. Quorum 

If the statutes are silent as to the number of directors requisite 
for a quorum, the charter or by-laws will control. If the statutes 
and also the charter and by-laws are silent, the common law con- 
trols and a majority of the full membership of the board is then 
requisite for a quorum. 


§ But see Trendley v. Illinois Traction Co., 145 S. W. (Mo.) r (1912). 
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If the matter is regulated by the by-laws, any desired number 
may be designated a quorum even though this number may be 
much less than a majority of the board. It is customary and 
advisable, however, to require a majority of the entire board to 
constitute a quorum. Under such provision any reduction in 
the membership of the board by death, removal, or resignation 
would not affect the number requisite to a quorum, which still 
remains the same.? The by-law should be carefully worded to 
avoid any misunderstanding on this or other points. 

Directors, on the principle of delegatws non delegare (power 
delegated to one cannot by him be passed on to another), can- 
not appear at directors’ meeting by proxy. However, as a mat- 
ter of general law and to prevent misunderstandings and dis- 
sension, a statement might be included in this by-law that 
directors cannot be represented by proxies. 


§ 288. Election of Officers 

The by-laws should designate the officials of the corporation, 
the time of their election, and the period for which they are 
elected. It is also usual to provide that they shall hold office 
until the election and qualification of their successors, unless | 
sooner removed by action of the board. It is also usually speci- 
fied that election shall be by ballot, and that the board shall fix 
the compensation of officers and fill any vacancies that may occur 
among them. 

In arranging the respective dates of the stockholders’ annual 
meeting at which the directors are elected, and the meeting of 
the directors thereafter at which the officers are usually elected, 
the latter meeting should not succeed the former so closely as 
to give inadequate time for the notification of newly elected 
directors. Frequently such directors’ meeting will be arranged 
to follow the stockholders’ meeting on the same day, but a few 
hours elapsing between the two meetings. If the board 
be small and any possible new members readily accessible, or 


9 Erie R. R. Co. y. City of Buffalo, 180 N. Y. 192, 197 (1904), 
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if the entire membership be re-elected, the juxtaposition of the 
two meetings is immaterial. Where, however, these conditions 
do not exist, it may occur that some newly elected member of 
the board fails to receive notice of his election and of the subse- 
quent directors’ meeting in time to permit of his attendance. 
This might prevent the election of officers or invalidate it if held. 
For this reason the board meeting for the election of officers 
should as a rule be fixed at such date subsequent to the annual 
meeting as will give full time for the regular by-law notice of 
the board meeting. 

It is customary and entirely proper to provide that the elec- 
tion of officers shall follow the election of the board with reason- 
able closeness, in order that the new board may without delay 
elect its own corps of officers. 


§ 289. Removal of Officers 


Speaking generally, if an officer is elected for a specified term 
he cannot be legally removed except for sufficient cause, and 
not then until he has had opportunity to appear in his own behalf. 
In a few states the power to remove officers at pleasure is given 
the directors by statute. Otherwise, if it is desired that the 
directors shall have the power of removal, it should be 
clearly conferred on them by the by-laws. The by-law giving 
the power should be explicit, and to be effective should provide 
for removal at pleasure with or without cause. If such power 
of removal is given the directors by the by-laws, each officer 
accepts his office subject to this regulation, knows upon what 
tenure he holds it, and may thereafter be removed at the pleasure 
of the board by a mere majority resolution.10 


§ 290. Compensation of Directors 


Directors cannot claim any salary or compensation for their 
services as directors. other than is expressly set forth in the by- 


10 See §312; Douglass v. Merchants Ins, Co., 118 N. Y. 484 (1890). 
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laws... Definite salaries might be fixed, but compensation is 
usually provided in the form of a certain stipend for attendance 
at meetings. The amounts paid for attendance at meetings vary, 
rarely falling below $5 or exceeding $25. Sometimes a certain 
fixed sum is appropriated for each meeting and is divided among 
the directors present. The whole matter is one that rests 
entirely in the discretion of the stockholders.! 


§ 291. Power to Pass By-Laws 


In many of the states the directors are, by statute, given 
extensive powers over the by-laws. Elsewhere it is a matter 
for charter or by-law regulation. It is doubtful whether it is 
wise in any case to allow the directors full power—as may be 
done by charter provision in New Jersey—to override by-laws 
passed by the stockholders. The only direct control of the stock- 
holders over the affairs of the corporation is exercised through 
the by-laws, and if the directors can repeal and abrogate these 
by-laws at will, they are practically unrestrained in their man- 
agement of the corporate affairs. 

At times it is undoubtedly advantageous for the board to 
have some power over the by-laws in order to provide for matters 
or emergencies not foreseen by the stockholders. All necessary 
power in this direction is, however, given when the board is 
allowed to pass by-laws in harmony, or not inconsistent, with 
those passed by the stockholders. Anything further is dangerous 
and susceptible of abuse.13 


§ 292. Order of Business 


The order of business at directors’ meetings is a purely formal 
regulation included in the by-laws as a matter of convenience. 
Although incorporated in the by-laws, it is not mandatory, and 
any item may be passed, or the entire regular order of business 
may be suspended or varied at the pleasure of the board. 


1 Godley v. Crandall & Godley Co., 212 N. Y. 121, 131 (1914). 
12 See § 311. 
13 See §§ 231, 253. 


CHAPTER XXXII 
BY-LAWS—STANDING COMMITTEES 


§ 293. Purpose 


In most of the larger corporations the board of directors is 
composed of many members. These are usually busy men, 
sometimes living in different parts of the country, and almost 
always difficult to assemble. Many of them are on the board 
for the sole purpose of representing special interests, and with- 
out peculiar qualifications or ability for the conduct of the par- 
ticular corporate business. Under such circumstances the board 
is not an efficient instrument for the direction of the corporate 
affairs, and something better adapted to the purpose is neces- 
sary. The standing committee fills this need, replacing the 
slow, cumbrous, and uncertain action of a large board with the 
prompt and effective action of a small selected committee. 


§ 294. Power of the Board to Delegate Authority to Committees 


The courts are clear as to the power of the board to delegate 
its authority in this manner: 

The directors convened as a board are the primary possessors of 
all the powers which the charter confers, and like private prin- 
cipals they may delegate to agents of their own appointment the 
performance of any acts which they themselves can perform. 
The recognition of this principle is absolutely necessary in the 
affairs of every corporation whose powers are vested in a board of 
directors.! 

If the defendant can be deemed a business corporation there 
can be no question but its board of managers would have power to 
appoint an executive committee of their own number to transact 


as 1 Manson vy. Curtis, 223 N. Y. 322 (1918); Hoyt v. Thompson’s Express, 19 N. Y. 207 
1859). 
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the business of the corporation during the interval of meetings of 
the board.? 


§ 295. The Usual Standing Committees 


Standing committees are permanent committees of the board 
of directors as opposed to committees of the board appointed 
for temporary purposes. The membership of such committees 
is seldom less than three nor more than five. To increase this 
membership too greatly would involve the very ills the commit- 
tees were created to avoid. 

As many standing committees may be appointed as the con- 
ditions demand. In many cases the executive committee alone 
is found sufficient. In others a finance committee is added. It 
is but seldom that other standing committees are necessary. 

If the executive committee is the only standing committee, 
it is usually given all the powers of the board in the interim 
between board meetings, and becomes the active agent by whom 
these powers are exercised. If there is a finance committee, 
such matters as come within its purview will be reserved from 
the powers of the executive committee, and the two committees 
will then between them exercise all the powers of the board. In 
such case the executive committee usually controls in all general 
matters, while the powers of the finance committee are confined 
to the management and supervision of the corporate finances. 

These standing committees, appointed with such powers, are 
the real managing bodies of the corporation, the board merely 
supervising their operations. They usually act and then report 
their action to the board. In some cases where they prefer to 
throw responsibility upon the board, or where some statute 
provision requires action of the board, or when it is desirable to 
lend added weight to a contemplated measure, they will report 
the matter to the board with a recommendation that the desired 
action be taken. 


Coenen National Bank v, Commercial Travellers’ Association, 108 App. Div. (N. Y.) 81 
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§ 296. Misuse of Standing Committees 

It is to be noted that sometimes an executive committee is 
provided when the board itself is sufficiently small to permit 
of prompt action and proper attention to the corporate business. 
In such case the committee may become of real injury to the 
corporate interests, the few members composing it managing 
the entire business of the corporation to the practical and im- 
proper exclusion of the board. In such cases the directors, as a 
body, usually lose interest, board meetings are neglected, and 
the executive committee controls without supervision. 

In this same general direction is to be found the only danger 
to be apprehended from the employment of the standing com- 
mittee: the possibility that it may be used as a convenient 
means for the elimination of the board—or certain elements of 
the board—from control of the corporate affairs, the real man- 
agement of the corporation being placed in the hands of the 
selected few who constitute the committees. This danger can 
be avoided only by careful definition and judicious regulation 
of the powers of these committees, this to be done in the charter 
or by-law provisions by which they are created.’ 


§ 297. Appointment 

The standing committees are usually created and empowered, 
and the manner of appointing or electing their members pre- 
scribed, by charter or by-law provisions: Since the powers of 
the board are to a greater or less degree to be delegated to these 
committees, they must be composed of members of the board. 
The provisions as to the appointment of members are therefore 
confined to the manner of their selection from this body. Some- 
times the creating provision will provide that certain officials 
of the board shall constitute the standing committees, as for 
instance that the president, vice-president, and treasurer shall 
constitute the executive committee. Generally the treasurer is 
designated as a member of the finance committee. Also it is 


3See 3 Cook on Corp., § 715. 
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quite usual to provide that the president of the company shall 
ex officio be a member of the executive committee, and some- 
times it is provided that he shall be a member and the presiding 
officer of all standing committees. At times it is provided that 
the president shall appoint the different standing committees. 
The most common, and perhaps the safest, plan leaves the mem- 
bership of these committees to be decided by an election in the 
board. 

If there is any danger of the committees being used as a 
device to exclude minority interests from management of the 
corporate affairs, the charter or by-laws may prescribe such 
majority vote of the board for the election of their members as 
to require the aid of the minority to elect. A provision of this 
kind might result in a deadlock, but in that case the board would 
continue in the direct management of the corporate interests 
until some agreement was reached and acceptable standing 
committees elected. 

There is no general rule as to the appointment or selection 
of officers for the standing committees. In some cases they are 
designated by the creating provisions, in others they are elected 
by the board, while in many cases the selection of officers is 
left to be decided by each committee for itself. It is probably 
simplest and most satisfactory to provide that the chairman 
of each committee shall be designated by the board. The only 
other necessary officer is the secretary. At times it is provided 
that the secretary of the corporation shall also act as secretary 
of the committees. If, however, there is more than one standing 
committee, and especially if these committees are active, it may 
be found advantageous for each committee to have a distinct 
recording official who may or may not be a member of that 
committee. 


§ 298. Composition 


The membership of the standing committees must be con- 
fined to the membership of the board, otherwise the power of 
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the board to delegate its authority to the committees would be 
more than questionable, and the action of such committees be 
of doubtful legality. 

Within this limitation, the standing committees should be 
formed on the principles of specialization. Those most familiar 
with the corporate business and most capable in its practical 
management will naturally be grouped as the executive commit- 
tee. Those of most skill and standing in financial matters will 
properly be selected for the membership of the finance commit- 
tee. Other considerations frequently intervene to prevent this 
ideal formation of the standing committees, but the nearer it is 
attained the better will be the results. 

The creating provisions not uncommonly provide that the 
president, vice-president, and treasurer, with or without addi- 
tional members, shall constitute the executive committee. These 
officers being elected by the board to the positions they already 
occupy, are presumably men of executive ability, familiar with 
the corporate affairs and therefore peculiarly qualified to act 
as members of the managing committee. On the other hand, 
Such appointment adds materially to the responsibility, the 
power, and the importance of these officials and may for that 
reason at times be inadvisable. 

The treasurer should obviously be a member of the finance 
committee unless special reasons to the contrary exist. If a 
member of the finance committee, he should not ordinarily also 
act on the executive committee. 


$2099. Powers 

There is no doubt that the board may legally delegate its 
authority to properly constituted standing committees.4 This 
delegated authority may be coextensive with the powers of the 
board in the interim between board meetings, or may be limited 
to certain specified actions or lines of action. It has been held 


‘The Sheridan El. L. Co. v. The Chatham Nat. Bank, 127 N. Y. 517 (1801): Kavanagh 
vy. Gould, 147 App. Div. (N. Y.) 281 (torr). 
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that the ‘full powers” of the board in the interim between board 
meetings are limited to conducting the ordinary business opera- 
tions of the corporation.’ The extent of the power to be dele- 
gated to the standing committees is usually fixed by the charter 
or by-law provisions by which the committees are created, 
though it may be left to be determined by the board itself. If 
the powers of the standing committees are fixed by the creating 
provisions, the board cannot delegate powers in excess of those 
prescribed. 

The creating provisions frequently go into detail as to the 
powers and duties of such committees. These powers should 
be carefully defined, and, speaking generally, should not be too 
extended. Standing committees should be required to keep full 
and adequate written records of their proceedings, and these 
records should be open to inspection by members of the board. 
Frequent reports to. the board are desirable. 

Properly constituted and empowered, and within the limits 
of their authority, standing committees act with the same 
binding force and effect as the board itself. Their contracts are 
not affected by any subsequent disapproval of the board, nor 
can the corporation refuse to carry out any of their proper 
undertakings. 


§ 300. Procedure 


The standing committees act as do other parliamentary 
bodies. Their usual officers are a chairman and secretary, and 
these officers perform the customary duties. Regular meeting 
may be provided for by the by-laws with full provision as to 
their conduct and record, or the matter may be left to the com- 
mittees. Owing to their compactness and the manner in which 
they are constituted, the standing committees are easily assem- 
bled and a large portion of the business of such committees is 
usually accomplished in special meetings, either regularly called 
or assembled by unanimous consent. 


5 Hayes v, Canada, etc., S. S. Co., 181 Fed. 289 (1910), 
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All special meetings should be duly notified to the members 
and in the case of “consent meetings” the consent or participa- 
tion of every member must be secured. If it is desirable to 
notify members of meetings by telephone, a provision authoriz- 
ing such notice should be made part of the by-laws. Otherwise, 
if anyone objected, such notice would not be legally sufficient. 
All decisions reached and action taken should ‘be expressed in 
duly adopted resolutions, and minutes should be kept contain- 
ing a faithful record of all committee proceedings. These pro- 
ceedings should from time to time be reported to the board, 
either by direct report or by the reading of the committee 
minutes. Vacancies in the committees should be filled as pre- 
scribed by the by-laws, usually either by the committee itself 
or by action of the board, except in the case of an ex officio 
member, who succeeds to his position on the committee by 
virtue of his election to official position in the corporation with- 
out further formality. 


§ 301. Quorum of Standing Committee 


A majority of a standing committee, unless otherwise ex- 
pressly provided, constitutes a quorum, and in case of a vote 
a majority of that quorum would decide the question. It may 
be prudent on this account to provide that the affirmative vote 
of a majority of the whole committee shall be necessary for 
action. This does not necessitate any increase in the number 
necessary to a quorum, but if a mere common law quorum be 
present the affirmative vote of all the members present would 
be required to secure action. 

A standing committee cannot delegate its legislative power 
to one or more of its members, but must act as a body. 


3 Young v. Canada, etc., Co.,97 N. E. (Mass.) 1098 (1912). 


CHAPTER XXXIIl 
BY-LAWS—OFFICERS 


§ 302. The Corporate Officers 


The term ‘‘officers’”’ is here applied to those agents of the cor- 
poration appointed or elected—usually by the board of directors 
—as the direct executive representatives of the board and of the 
corporation. The directors are themselves at times styled officers, 
and with legal correctness,! but to avoid confusion the directors 
are not designated as officers in the present volume. 

In regard to the corporate officers and their duties the 
statutes are usually silent, the charter seldom takes cognizance 
of anything pertaining to them, and the by-laws therefore con- 
trol. Under these circumstances the stockholders as the by- 
law-making power have wide discretion. They fix the number, 
titles, qualifications, duties, method of. election, and all other 
details relating to the officers, and their wishes as expressed in 
the by-laws prevail. If not covered in the by-laws, such mat- 
ters are regulated by common or parliamentary law or custom, 
or, as to some of these matters, are determined by the directors. 

The necessary officers of a corporation are the president, 
secretary, and treasurer. In the smaller corporations two of 
these offices are sometimes held by one person. In most cases, 
however, the number of officers is increased, according to the 
needs of the particular corporation, by the addition of one or 
more vice-presidents, a managing director or general manager, 
a chairman of the board, counsel, and an auditor. The officials 
named are for the most part elective, and, with the occasional 
exception of the general manager, are supposed to report directly 
to the board or to one of the standing committees. The general 


11 Cook on Corp., § 10. 
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manager in some corporations reports to the president or other 
designated official. Outside of the executive officials, other 
agents and employees are not officers, and but seldom come in 
contact with the board. 

The election of officers naturally follows closely on the elec- 
tion of directors, and is usually held as soon thereafter as the 
newly elected board can be properly assembled. 

The president and vice-president are chosen from the board 
itself, as they may be called upon to preside at its meetings. 
This is not necessary in regard to the other officers, though the 
treasurer is frequently chosen from the membership of the 
board, and other officials are so selected when convenient. The 
treasurer of the larger corporations is usually selected on the 

basis of his financial standing or ability. It would seem obvious 
~ that the corporate officials should all have special qualifications 
and a knowledge of the duties of their positions, though other 
considerations frequently prevail, 


§ 303. Presiding Officers 


The president is the usual presiding officer. His duties vary 
widely according to the size and character of the corporation. 
In the smaller corporations he is frequently assigned the active 
management of the business in addition to the duties more 
strictly pertaining to his office. In the larger corporations the 
duties incident to the president’s office are frequently allotted 
in greater or less degree to other officers. If a chairman of the 
board exists, that official presides at all meetings of the board. 
If there is a chairman of the finance committee, he takes over 
the supervision and direction of the financial matters usually 
assigned’ to the president. At times certain of the duties ordi- 
narily pertaining to the president are performed by the vice- 
presidents. 

When the office of chairman of the board exists, its duties 
should be clearly defined by the by-laws. As the chairman of 
the board presides at meetings of the board, the general rule 
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that the president must be a member of the board is not so 
imperative when a chairman is provided. Even in such case, 
however, if the president is to be the chief executive of the 
company, he must almost of necessity be present at meetings of 
the directors, participate in their discussions and deliberations, 
and should therefore be a member of the board. 

Vice-presidents, designated and ranked as first, second, third, 
and so on, may be provided for in accordance with the corporate 
needs. These perform the duties of the president in the absence 
of that official, or of the ranking official, in the order of prece- 
dence. In addition, in the larger corporations active functions are 
usually provided for several of the vice-presidents. Frequently 
their number is swelled merely to afford honorary positions for 
members of the board. Heads of departments are sometimes 
made vice-presidents as a “broadening”? measure, tending to 
avoid the friction and the jealousies that so often exist between 
departments. In the smaller corporations, the duties of the 
vice-president are sometimes assigned to the treasurer, or this 
latter is elected as vice-president and treasurer. 

The presiding officers of the standing committees are usually 
provided for either by the by-laws or by action of the board, 
but are sometimes left for the committees to elect. The presi- 
dent of the company is usually president of the executive com- 
mittee; the treasurer is frequently placed at the head of the 
finance committee. 


§ 304. Secretary 


The duties of the secretary should be fully and explicitly 
prescribed in the by-laws, especially as to signatures. He would 
naturally have charge of the corporate seal and affix arid attest 
it when necessary, though the president is occasionally author- 
ized thereto as well. Unless the statutes call for the signatures 
of the president and treasurer to stock certificates, the secretary 
is commonly designated to sign such certificates with the presi- 
dent. He generally has entire charge of the details of the issue 
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and recording of stock. The corporate records are entrusted 
to him, and the various state reports are usually prepared by 
him. His powers and duties as to signing contracts are entirely 
dependent upon the by-laws or conditions of the particular cor- 
poration. Usually he signs with the president, but frequently 
the president signs alone or with the treasurer, or the matter is 
decided in each important instance by resolution of the board. 
When the secretary’s signature is not affixed to sealed contracts, 
it should appear on such instrument in attestation of the seal. 


§ 305. Treasurer 


The treasurer is usually given full charge of the corporate 
finances and all that immediately relates thereto; also the cus- 
tody of all corporate instruments and evidences of value. He 
signs all checks, with or without the president as the by-laws 
or directors may prescribe, and participates in the execution of 
all instruments pertaining to the financial transactions of the 
corporation. The by-laws should clearly define the extent of 
the treasurer’s powers and responsibilities. 

Whenever the treasurer’s position involves the handling or 
possession of large sums of money, or of considerable property 
values, he should be required to give bond. In a small corpora- 
tion, or one where the responsibilities of the treasurer are light, 
such requirement is an unnecessary formality. 

The finance committee, if such a committee exists, takes on 
itself many.of the duties and responsibilities of the treasurer, 
and, unless that official is chairman of the finance committee, 
renders his position much less onerous, 


§ 306. Managing Officers 


The position of managing director is found only in the larger 
corporations, and the position and duties of this official are often 
somewhat indeterminate. In some cases his duties are practi- 
cally those of the general manager; in others he is given much 
of the power and many of the duties of the president. At times 
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the position is in the nature of a compromise, the duties of, the 
managing director being carved from those of the president and 
general manager. 

The position of managing director is supposed to be more 
dignified than that of the general manager. Its duties should 
be clearly prescribed by the by-laws in order to prevent possible 
conflicts of authority. This is the more necessary, as the duties 
of the position are not so definite or so well understood as those 
of the other officials, and custom cannot be referred to for 
missing details. 

The general manager is accounted an officer of the company 
—in contradistinction to the employees—only because he is 
selected by and usually reports to the board. His position 
generally differs materially from that of the other officials. At 
times he is instructed to report and act under the direction of 
the president, and if the by-laws did not specifically provide for 
the election of a general manager the directors would have . 
authority to appoint or employ such official and prescribe his 
duties and salary, just as they might employ any other neces- 
sary agent or employee of the company. In such case the usual 
laws and customs relating to his employment would control. 


§ 307. Counsel 


In the larger corporations an attorney is usually retained as 
a regular and permanent feature of the management. Such 
official has no original powers, even his control of litigation 
being subject to the direction of the board, or, if it be so referred, 
to one of the standing committees. 

In the smaller corporations by-law provision for counsel is 
not usual, the board being left to employ legal assistance at 
such times and on such terms as it may deem expedient. The 
employment of counsel then becomes merely a matter of con- 
tract. 

~The compensation of counsel, when regularly retained, is 
usually fixed at some minimum amount, which is considered a 
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retainer, any further payments depending upon the services 
rendered. 


§ 308. Auditor 


The auditor is usually an essential officer of the larger 
. corporations: 


This officer has charge of all matters pertaining to the keeping 
of the financial records. He plans books of account, devises 
methods of recording and accounting best calculated to fulfil the 
purpose of the company, and watches over the faithful recording of 
all facts. He submits, at stated periods, statements showing the 
financial status of the enterprise and the causes which have con- 
tributed to its success or to its failure? 


Where the work that may properly be referred to the auditor 
is not sufficient to justify his regular employment, the by-laws 
may provide for periodical audits, or the whole matter may be 
left to the discretion of the board. Where the volume of cor- 
porate business is at all large, the employment of an auditor or 
some provision for suitable audits of the corporate books and 
accounts is a usual and advisable precaution. 


§ 309. Assistant Officers 


The president is usually well provided with assistants in the 
vice-presidents. An assistant treasurer is not unusual. In the 
larger corporations an assistant secretary also is frequently 
appointed. 

Such official duties as the board may deem expedient are 
delegated to these assistant officers, or their duties may be 
prescribed at discretion by the officials they assist. In any 
event, the by-laws should clearly prescribe their status and 
manner of appointment. If these assistant officers are to per- 
form the duties of their principals in the absence of these latter, 
the by-laws should so prescribe. 


2 Esquerré on Applied Theory of Accounts, 
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In the smaller corporations assistant officers, outside of the 
vice-presidents, are an unnecessary and possibly complicating 
addition to the corporate mechanism. 


§ 310. Delegation of Official Powers 


Exigencies may arise in which it may be desirable or even 
necessary for one corporate official to exercise the powers and 
perform the duties of another, in whole or in part. The board 
would have authority to delegate temporarily the powers of 
certain officers under such circumstances without special by- 
law provision, but, to save question and possible trouble, the 
power, if likely to be necessary, should be specifically conferred 
by the by-laws. One official cannot delegate his powers to 
another, even temporarily, in any material matter, unless spe- 
cially authorized thereto by the by-laws or action of the board. 


§ 311. Salaries 


Unless it is specified that officers are to receive salaries, they 
are not as a rule entitled to charge for their official services.% 
Neither is it ordinarily legal for the directors to vote compen- 
sation for such official services after they are performed.‘ To 
avoid misunderstanding, however, the conditions, whatever they 
may be, should be clearly stated in the by-laws—that the officers 
of the corporation shall receive no salaries, or that the officers 
shall receive only such compensation for their services as the 
board may designate at the time of their appointment, or that 
the officers shall receive the specified salaries, stated in the 
by-laws. The whole matter is one to be adjusted from a busi- 
ness standpoint and much trouble is likely to be saved by a 
definite arrangement. 

Tf, however, such an officer is neither stockholder nor director 


of the company and stands in no relation which would make it 


3 Hayes v. Canada, etc., S. S. Co., 181 Fed. 289 (1910). 

‘ Lewis v. Matthews, 161 App. Div. (N. Y.) 107 (1914); Ellis v. Ward, 137 Ill. 509 (1890). 

5See Henry Woods Sons’ Co. v. Schaefer, 173 Mass. 443 (1890); Met. El. R. Co. v. 
Kneeland, 120 N. Y. 134 (1890). 
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his interest to serve without compensation, there will be a prima 
facie obligation to pay him.¢ 

Officers who are also directors cannot vote salaries to them- 
selves even though they are also holders of a majority of the 
stock.7 But an officer who is also a stockholder and director 
may recover for services rendered outside his official duties if 
such services are authorized by the directors.’ 


§ 312. Removals; Vacancies 


The power to remove officers and to fill vacancies among 
them, when given the directors, is usually provided for in the 
by-laws under the head of “Directors.”2 It would be proper, 
however, to repeat any powers given the board in this direction, 
in a short by-law under the heading of officers, or the ground 
might be covered by a reference to the by-law by which this 
power was conferred. If the occasion arises for the exercise of 
the power of removal, or it becomes necessary to fill a vacancy, 
there should be no possible basis for any doubt or question as 
to the authority of the board to act. 


6 Smith v. Long Island R. R. Co., 102 N. Y. 190 (1886), , : 

7 Jacobson v. B. Lumber Co., 184 N. Y. 152 (1906); Davids v. Davids, 135 App. Div. 
(N. Y.) 206 (1909). i y 

§ Bagby v. Carthage, etc., Co., 165 N. Y. 179 (1900); Corinne Mill Co. v. Toponce, 152 
U.S. 405 (1893). See also § 189. 

9 See § 289, 


CHAPTER XXXIV 


BY-LAWS—DIVIDENDS AND FINANCE; SUNDRY 
PROVISIONS 


§ 313. Financial Provisions 


All those by-law provisions directly relating to the financial 
management of the corporation are usually grouped under the 
general heading of ‘“‘Dividends and Finance.”’ Any desired 
limitations on the control exercised by the directors over the 
finances of the corporation, and any directions as to the man- 
agement of these finances, must, unless incorporated in the 
charter, appear in the by-laws. Otherwise the directors are in 
complete control, except as restrained by statute law. 

It is to be noted that any restrictions on the salaries of 
officials, if of a general nature, should appear in the by-laws 
relating to finance. If the amount of each official salary were 
fixed, such limitations might appear under “Dividends and 
Finance,” but would also be included in the by-laws relating to 
the officers affected. 


§ 314. Dividends 


By-law provisions as to dividends are for the most part 
merely declaratory of the common or statutory law on the sub- 
ject. Their inclusion in the by-laws is very desirable, not only 
on account of the importance of the matter, but because the 
statutory or common law provisions against illegal dividends 
are otherwise frequently overlooked or disregarded. 


§ 315. Reserve Funds 


In most of the states the directors have full power, unless 
otherwise provided by charter or by-laws, to set aside any por- 
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tion or all of the corporate profits at their discretion, as a reserve 
fund or for the purpose of accumulating a working capital. In 
New Jersey, on the contrary, the directors, unless otherwise 
expressly authorized by charter or by-laws, must annually dis- 
tribute all the corporate profits as dividends. Such compulsory 
distribution of profits might at times be prejudicial and even 
disastrous to the corporate interests, and accordingly it is usual 
in New Jersey to authorize the accumulation of a reserve fund 
by charter or by-law provision. 

In other states the matter of reserves is sometimes left 
entirely to the discretion of the directors, but is usually regu- 
lated by suitable provisions in the by-laws. The minimum re- 
serve fund to be maintained will be prescribed, in which case 
no dividends must be paid while the reserves are below this 
minimum; or a stipulated annual dividend will be required 
from the annual profits before anything is passed to the reserve; 
or a certain percentage of the annual profits will be passed to 
the reserve fund. Whatever the arrangement it should be so 
clearly expressed as to admit of no misunderstanding. 


§ 316. Limitations on Power to Incur Debt 


By-law restrictions upon the power of the directors to incur 
debts are not uncommon. These limitations are of various 
forms. At times the debt-incurring power of the board will be 
limited to a stated gross amount which must not be exceeded 
without special authorization by the stockholders; or it may 
be provided that such limit of indebtedness shall not be exceeded 
unless authorized by a specified majority of the directors, as a 
two-thirds vote of the entire board, or perhaps by unanimous 
action of that body. Occasionally the board will be restricted 
as to the amount of any one contract or obligation, as for in- 
stance that no contract or obligation involving liabilities of 
more than $10,000 shall be entered into or incurred by the board 
unless specifically authorized thereto by resolution of the stock- 
holders. 
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The advisability of such limitations is open to question. 
Peculiar cases will undoubtedly arise where such restrictions are 
desirable, and at times they are necessary, but as a general rule 
it would seem better ‘to elect a responsible board rather than to 
attempt to place restraints upon its action. , 


§ 317. Bank Deposits 


The by-law provisions as to the corporate bank deposits are 
important and should be very explicit in their terms. They 
should prohibit absolutely any irregular retention or disposition 
of the funds by the treasurer, and provide that all moneys 
coming into his hands be promptly deposited in the name of the 
company. This latter point should be covered specifically and 
clearly by the by-laws, as the practice of allowing deposits to 
be made in the individual name of the treasurer, or in his name 
as treasurer, is a standing invitation to irregularities and re- 
sulting trouble. 

The by-laws should also prescribe the signature to corporate 
checks. Practice varies as to this matter but as it saves time 
and trouble to have checks signed with but one signature, it is 
usually preferable for the smaller corporation. The treasurer 
may be the only person authorized to sign checks, but to avoid 
inconvenience when he is absent, it is better to have the presi- 
dent or some other responsible officer also authorized to sign. 

It is a common enough practice to require two signatures 
to all checks, but where many small checks are to be signed, 
one of the persons is almost sure to sign mechanically, trusting 
to the other, or in case of absence or vacation to sign or coun- 
tersign a number ahead—and this nullifies any possible advan- 
tage from the rule. 

In the case of the larger corporations the usual custom is to 
have all important checks signed by two officials, and in the 
absence of either, some other official is deputed to sign, so that 
every check of material amount is signed by two officials. In 
all such cases there would probably be also something in the 
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nature of a current expense account to take care of the smaller | 
items, and the checks against this would require but one signa- 
ture. In any case, if one person makes out the body of the 
check, and the signature is by another, nearly all of the practical 
advantage of two signatures is secured. 

The by-laws relating to bank deposits should cover the 
ground fully and clearly, leaving nothing to the discretion of 
the board or finance committee save the designation of the 
depositaries. 


SUNDRY PROVISIONS 


§ 318. General 


Under this head will come all those by-laws that cannot be 
included under the titles already discussed and that are too 
few or unimportant to justify separate classification. Some of 
these matters are of particular application. A few of general 
application are found in all complete sets of by-laws and are 
considered in the following sections of the present chapter. 


§ 319. Corporate Seal 


It is customary to prescribe the details of the corporate seal 
in the by-laws, the provision being usually so worded as to 
serve as a formal adoption of the described seal. This seal 
usually gives the corporate name, the year, and the state of 
incorporation. These are customary, but unless prescribed by 
statute are not essential, as any other wording or device, if 
properly adopted, would be the legal seal of the corporation. 
Any additional designs, mottoes, or ornamentation may be 
added as desired and will neither add to, nor detract from, the 
legal effectiveness of the seal. 


§ 320. Penalties 


The enforcement of by-laws by means of penalties is of 
doubtful utility. Cases may arise where penalties may be 


264 CORPORATE LAW [Bk. I- 


profitably employed, but usually such measures are futile and 
inadequate. Where the power of removal exists, persistent 
disregard of the by-laws by officials of the corporation would 
undoubtedly be proper grounds for the exercise of this power. 
If such power is not given by the by-laws or statutes, official 
disregard of the by-laws would probably be sufficient reason for 
a removal on common law grounds. If the directors act in dis- 
regard of the requirements of the by-laws, such action is illegal, 
and the personal liability that may follow is a much more effec- 
tive penalty than anything that could be inflicted by direct 
by-law provision. 


§ 321. Amendments 


The usual by-law provisions on this subject require majority 
action of the stockholders for amendment of the by-laws. This 
conforms to the provisions of the common law. Where greater 
stability is desirable on account of special provisions incor- 
porated in the by-laws, or generally as a protection to minority 
interests, it is sometimes provided that two-thirds in interest, 
or even a larger proportion of the stockholders, must vote in 
favor of any amendment before it is effected. 

Such provisions, merely made part of the by-laws, unless 
reinforced in some way are of but little avail. The majority 
have the right to amend and repeal the by-laws, and it cannot 
be taken from them by a mere unsupported by-law inhibition.1 


§ 322. By-Laws as Contracts 


Such a provision, to be effective, must either be incorporated 
in the charter, or, if in the by-laws only, must be so established 
and confirmed by vested rights accrued under it as to have 
become in effect a contract between the corporation and the 
stockholders. When this is done the by-law becomes unchange- 


TES eas v. Nelson, 18 Vt. 511 (1846); Manufacturing Bldg. Co., v. Landay, 219 Ill. 168 
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able, except in accordance with its own provisions. As stated 
in a noted New York case:2 

“A private corporation cannot repeal a by-law so as to impair 
rights which have been given and become vested by virtue of 
the by-law; and this although the power is reserved by its 
charter to alter, amend, or repeal its by-laws.” 

This is stated yet more strongly in a New Jersey case,? a 
case where stock had been sold on the strength of the safety 
afforded by special charter and by-law provision, and the 
court states the settled law to be: 


That the certificate of organization and the by-laws contem- 
poraneously adopted, constitute a contract between the stock- 
holders, and that it is not competent for the legislature to authorize 
either to be changed without the consent of all the stockholders, 
except it be done in the mode provided by the by-laws themselves. 


It is worthy of note that it has been decided in Pennsylvania 
that the by-laws cannot be amended by a majority of the 
stockholders at an annual meeting in any important particular, 
such as an increase of directors, unless the notice of that meet- 
ing informed all the stockholders that such action was con- 
templated.é 

In other states, such notice should be given as may be re- 
quired by the local statutes, by the charter, or by the by-laws 
themselves. Usually a regular meeting of stockholders, duly 
assembled, would have power to act on any business unless the 
state law, the charter, or the by-laws prescribed otherwise. 


2 The New York Court of Appeals in Kent v. Quicksilver Mining Co., 78 N. Y. 159 (1807). 

3 Loewenthal v. Rubber Reclaiming Co., 52 N. J. Eq. 440, 441 (1894); see also Mills v. 
Cent. R. R. Co., 41 N. J. Eq..2 (1886). 

4 Bagley v, Reno, etc., Co.,!201 Pa, St. 78 (1902), 
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Part VII—Organization Meetings 


CHAR DER guy 


FIRST MEETING QF STOCKHOLDERS 


§ 323. General 


In the great majority of the states, procedure for the organi- 
zation of a corporation is uniform as to the main features. First, 
the charter is prepared and is executed by the incorporators; 
next, this duly executed charter is filed with the officials pre- 
scribed by statute; then the meeting of incorporators is held, 
by-laws adopted, directors elected, and such other action taken 
as may be necessary. The directors then meet, elect the officers 
of the corporation, and its organization is complete. 

In a few states, however, this procedure is practically re- 
versed, the election of directors and officers and adoption of 
by-laws preceding the filing of the charter. In other words, 
the by-laws are adopted and directors and officers elected before 
the corporation has any legal existence. The arrangement seems 
somewhat illogical, but is prescribed by the statutes of certain 
states and in those states must be followed. It merely amounts 
to a preliminary determination of these details, of no force 
unless the charter application is allowed, but then becoming 
automatically effective and binding on the new -corporation. 
This variation of the usual procedure is found in Maine, Massa- 
chusetts, and some other states. In these states the proceedings 
outlined in the present and following chapters must be modified 
to meet the statute requirements. 

Under the customary procedure, the duly prepared charter 
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application, accompanied by the proper fees, is submitted to 
the official designated by the statutes, for approval and filing. 
After the application has been approved and filed and this has 
been notified to the incorporators, these latter are authorized 
to assemble and perfect the organization of the new corporation. 


§ 324. Who May Participate 

The incorporators or their proxies are the only persons entitled 
to act at this time. Their power to call the first meeting and to 
act thereat for the corporation is derived from the recognition 
and express authorization given them by statute. If their sub- 
scriptions are set forth in the charter itself, each incorporator 
votes at this first meeting in accordance with such stock sub- 
scription, one vote for each share subscribed for. In those 
states where the first meeting is held before the charter is 
granted, each incorporator is usually entitled to but one vote 
in the organization ‘meeting. 

There may be numerous subscribers to the stock of the new 
corporation who are not named in the charter, but these sub- 
scribers are not yet stockholders of the corporation, and do not 
become stockholders and are not entitled to any participation 
in its affairs until after express acceptance of their subscriptions 
by the corporation. 

Unless there is some good reason to the contrary, the number 
of incorporators is usually fixed at the minimum allowed by the 
statutes. This is done purely as a matter of convenience and 
as simplifying the formalities preliminary and incident to the 
first meeting. 


§ 325. Assembling the Meeting 

Where the number of incorporators is small, the first meeting 
is most conveniently assembled by means of a written call and 
waiver of notice which must be signed by all the incorporators.1 
This call and waiver fixes the time and place of meeting, and 


1 See Book IV. Form go. 
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should also specify the business to be transacted thereat, though, 
by reason of all the interested parties signing, so much particu- 
larity is not necessary as in the call for the usual special meeting. 
A blanket phrase consenting to the transaction of any and all] 
business brought before the meeting is in this case allowable 
and authoritative. Such a call and waiver, to be effective, must 
be signed by every incorporator at or before the time of meeting. 
If it is not, a meeting held pursuant thereto is not legally called 
and its proceedings are liable to be set aside.2. The call and waiver 
need not be issued or signed at any definite time before the meet- 
ing, as it is a waiver of all statutory requirements of notice. A 
meeting assembled by means of a duly signed call and waiver, 
and properly conducted, is legal in any state. Often the call is 
signed at the meeting as the first order of business. 

Where for any reason the call and waiver of notice cannot be 
used, any form or method of procedure prescribed by the 
statutes for the assembling of the first meeting should be followed 
to the letter. If no form is prescribed by the statutes it will be 
necessary for a majority of the incorporators to unite in a call 
for the first meeting.? This call must fix the time, place, and 
business to be transacted at the meeting, and must be served on 
the incorporators who have not signed the call. Any convenient 
place of meeting may be selected, the time of notice must be 
sufficient to permit all the incorporators to be conveniently 
present, and the business to be transacted should be set forth 
in detail. The meeting is practically nothing more than a special 
meeting of the stockholders, and in the absence of statutory 
prescription, its notice should follow the general rules in regard 
to notice for special meetings.‘ 


§ 326. Preparation of Minutes 


The first meeting of stockholders, and usually the first meet- 
ing of the directors as well, is of the cut-and-dried order. In 


* Braintree, etc., Co. v. Braintree, 146 Mass. 482 (1888); Holcombe et al. v. Trenton 
White City Co., 82 Atl. (N. J.) 618 (1912). 

3 See Book IV, Form 90. 

4See §§ 268, 270. 
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most cases the incorporation is undertaken for a specific purpose 
and usually by certain people, who have already settled among 
themselves just how the corporation is to be organized in all 
main details. The organization meetings are merely a formal 
execution of these prearranged plans. It is therefore customary 
to have the minutes of these first meetings written out in ad- 
vance and often with much particularity.s The advantages of 
the plan are found in the orderly procedure thereby outlined, 
the better presentation of the matters to be considered, and the 
inclusion of all matters that ought to be considered. If anything 
occurs at or during the time of the meeting to modify the minutes 
as already written, the necessary changes are quickly made on 
the prepared draft by erasure or interlineation, and are properly 
incorporated in the minutes when these are entered in the 
minute book. 


§ 327. Conduct of First Meetings 


The manner of conducting the first meetings varies widely 
with the conditions. In certain cases, where everything is set- 
tled in advance and is to be kept in the precise shape determined 
upon, the entire minutes are put in final shape before the time 
of meeting. Then the attorney, or other party having the in- 
corporation in hand, after due assembling of the incorporators, 
reads to them these cut-and-dried minutes as the proceedings 
of the meeting. With the assent of those present, or in the 
absence of express objection. the minutes so presented are de- 
clared to be the minutes of the meeting, which is thereupon 
adjourned The minutes are then transcribed in the minute 
book, are signed by the parties respectively mentioned in the 
minutes as the presiding officer and secretary, and the matter 
is closed. The directors’ meeting is conducted in the same 
perfunctory manner and with the same precision of result. 

This method though informal and irregular cannot be said 


5 See Book IV, Form 89, 
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to be illegal. The presence of all the parties in interest and 
their assent and active participation, act to estop them from 
objecting to the proceedings and no one else would have the 
right to object. 

It is needless to say that when this method is employed the 
incorporators are frequently dummies, who after the completion 
of the organization make way for the real parties in interest. 

When the exact proceedings of the minutes are to be carried 
out but the attorney in charge does not wish it to be so purely 
a matter of form, the minutes will be read but the parties named 
therein will go through the indicated motions. Thus, if the 
minutes state that the charter is presented by the president, or 
chairman, a copy of the charter will be handed the party named 
in the minutes as the presiding officer and the minutes verified 
by its due presentation to the meeting. Likewise the parties 
named as making and seconding motions will be asked if they 
make and second such motions, their ready assent usually veri- 
fying the predictions of the minutes to a nicety. Also, as each 
motion is reached in the reading, the meeting will be asked if 
it favors such motion, the assent of the meeting usually being 
readily obtained. Such a meeting is less of a legal fiction than 
the meeting conducted entirely by the reading of the minutes, 
and is to be preferred. 

Where the real parties in interest participate in the first 
meetings, the proceedings are not usually of such a perfunctory 
nature. The minutes then serve more as a detailed order of 
business and are varied as the needs of the occasion seem to 
indicate. The presiding officer really presides, the secretary 
performs his functions, motions are made, the necessary elec- 
tions actually take place, discussions are in order if the necessity 
arises, and, in short, the assemblage is a meeting intelligently 
acting, and not a collection of dummies, useful mainly as pegs 
upon which to hang the prescribed proceedings. 

In the comments which follow, it has been taken for granted 
that the actions of the meeting are to be really taken. 


( 
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§ 328. Opening the First Meeting of Stockholders 


At the duly appointed time and place, the incorporators or 
a majority of them, having assembled, some one of those present 
calls the meeting to order, and, in the absence of objection 
thereto, calls on some other incorporator present to take the 
chair. If there is any objection to the appointee, or to the selec- 
tion of a chairman by appointment, the party calling the meeting 
to order should let the matter be decided by vote. The chair- 
man, as soon as his appointment or election is announced, takes 
charge of the meeting and, if there is no objection thereto, 
appoints some one present to act as secretary. If there should 
be any objection to the chairman’s appointment of a secretary, 
it will be necessary to settle the matter by vote. The secretary, 
as soon as appointed or elected, will note the names of those 
present and ask for the proxy of any incorporators not present 
in person. It is always desirable to have all the incorporators 
represented at this first meeting in person or by proxy, though 
a majority in interest can legally act if properly assembled. 

The next step is to show that the meeting has been properly 
called. This is a matter for the secretary. If it has been assem- 
bled by call and waiver signed by all the incorporators, this call 
and waiver should be produced, be given to the secretary—if not 
already in his possession—and be ordered entered on the minutes 
of the meeting. If called by publication, copies of the news- 
papers in which the notice appeared, or the affidavit of the 
printer, are adequate evidence. If called by notice served per- 
sonally or by mail, a copy of the notice should be presented, 
accompanied by a certificate of the party by whom it was 
served that such service was duly effected. If the meeting 
assembled in any other way, the procedure and the evidence 
should be laid before the meeting and appear in the minutes. 


§ 329. Reception of Charter 


The chairman or secretary should now produce a copy of 
the certificate of incorporation, and report the fact and date of 
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its allowance, its filing in the office or offices required by the 
statutes, and the payment of the required fees. It is not essen- 
tial that this copy of the charter be certified by the secretary of 
State, though such certified copy is customarily procured and 
is generally more satisfactory to the interested parties than an 
uncertified copy. 

When the charter is presented a motion is in order that the 
certificate of incorporation as presented be accepted or received 
and spread upon the minutes as a part of the record of the 
meeting. The charter is entered preferably on the first pages 
of the minute book, followed by the by-laws, with the other 
instruments that are made part of the record following the 
minutes proper, each beginning at the head of a page. So 
arranged, these instruments are much more easily found and 
referred to than if incorporated and buried in the body of the 
minutes. Also the minutes themselves are clearer and more 
intelligible if not broken up by the interjection of the lengthy 
instruments ordered spread upon the minutes. The legal effect 
of the entry of these instruments in the way indicated is exactly 
the same as if they appeared in the context. The minutes 
should, of course, note in the proper place the action on these 
instruments, and refer to the pages of the minute book on 
which they are entered. 


§ 330. Adoption of By-Laws 


The by-laws are usually prepared in advance of the first 
meeting and have been fully’ considered by those interested.° 
At the time of the meeting, they are presented, read article by 
article by the secretary or by such other person present as 
may be designated by the presiding officer, and adopted as a 
whole. At times each article will be adopted as read, followed 
by the adoption of the by-laws as a whole, though this is not 
a necessary formality. | 


6 See § 257. 
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If serious objection is offered to any of the by-law provisions, 
such objection will be taken under consideration by the meeting 
and any proposed modifications settled by formal action. As 
the time at this first meeting is, however, usually fully occupied 
with routine procedure, such matters cannot be given the con- 
sideration they deserve and any objections or suggestions in 
regard to the by-laws should be discussed and, if possible, set- 
tled before the meeting. 

Where the by-laws have been fully considered by the in- 
terested parties in advance of the meeting and all are familiar 
with their provisions, the reading of the by-laws may, either 
by unanimous consent, or by formal motion, be dispensed with 
and the by-laws adopted’ as presented and as a whole. The 
reading of the by-laws before adoption is, however, the safer 
plan, preventing disagreement later as to just what was adopted. 

Usually the resolution by which the by-laws are adopted 
closes with a clause directing their entry in the book of minutes 
immediately following the certificate of incorporation. 


§ 331. Election of Directors 


In most of the states the election of directors properly fol- 
lows the adoption of the by-laws, such election being the only 
method by which the directors may be properly designated 
and empowered. In New York and in some other states, how- 
ever, the directors for the first corporate year are named in the 
charter. In New York these directors have certain powers as 
to adoption of by-laws. In such case no action in regard to the 
directors is necessary at the first stockholders’ meeting, and, 
indeed, the first meeting loses much of its importance, as the 
board is already in existence with full power to make by-laws 
and to take up and manage the affairs of the corporation. A 
prompt first meeting of stockholders is, however, still advisable, 
as otherwise the board must adopt by-laws of more or less 
completeness and may be forced to take other action which is 
better taken by the stockholders. 
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Where directors are to be elected at the incorporators’ meet- 
ing, any statutory directions must be followed exactly and 
the minutes should show in detail that this has been done. In 
the absence of statutory provisions, an election by ballot, con- 
ducted by tellers appointed by the presiding officer, is legal and 
_ proper. In such case the meeting is the judge of the qualifica- 
tions of voters, and each incorporator or other participant votes 
according to the number of shares of stock subscribed for by 
him. If an agreement exists as to the parties to be elected as 
directors, these parties might be nominated by the meeting, 
and the secretary by motion be instructed to cast the vote of 
the meeting for the parties so nominated. 


§ 332. Exchange of Stock for Property 


The board of directors is the proper and final authority to 
conclude an exchange of stock for property. Where, however, 
as is often the case, a large proportion or possibly all the stock 
of the corporation is to be issued in payment for some particular 
property, it is customary and advisable to have the proposed 
purchase sanctioned and authorized by express action of the 
stockholders. Such action if unanimous commits all the stock- 
holders to the purchase, and estops the participants from later 
objection to the transaction. The incorporators also usually 
Specifically approve the price at which the property is taken 
over. This is a desirable precaution.7 

The proposal for exchange of stock for property is usually 
presented to the meeting, read, discussed if desired, and then a 
resolution passed approving the proposed purchase, referring it 
to the directors and instructing them to consummate the same.8 


§ 333. Other Business 


Usually there will be other business to come before the 
stockholders at this first meeting, depending upon the condi- 


7 McBryan v. Elevator Co., 130 Mich. 111 (1902), 
8 See Book IV, Forms 89, 94, 97. 
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tions surrounding the particular corporation. Jn some states, 
specific action is required of the stockholders by the statutes. 
If there is any action to be taken by the directors in which there 
is doubt of their power, or in which some advantage is to be 
gained by an authorization from the stockholders, the necessary 
action should be taken at this time. Beyond this it is not ad- 
visable for the stockholders to go. Allmatters of general man- 
agement are in the hands of the board, and any uncalled-for 
action in regard thereto on the part of the stockholders can 
have no advantageous results and may embarrass the proper 
action of that body. 


CHAPTER. XXXVI 


FIRST MEETING OF DIRECTORS 


§ 334. Calling the Meeting 


In the majority of the states the directors of a new corpora- 
tion are elected at the first meeting of stockholders, and, of 
necessity, the first board meeting is held subsequent thereto. 
Even in those states where by charter appointment of the board 
that body might meet in advance of the first meeting of stock- 
holders, it is the general practice for the meeting of stockholders 
to come first. 

At their first meeting the stockholders usually adopt by- 
laws. The board in its first meeting has therefore the guidance 
of these by-laws so far as they apply. As the first meeting of the 
board is not a regular meeting, it is governed by the by-law 
Provisions relating to special meetings, except as variations are 
made necessary by the unorganized condition of the board at 
this time. 

No secretary having as yet been elected, the meeting cannot 
be called or assembled as it otherwise might, but must be as- 
sembled by a call signed by a majority of the members of the 
board, such call being in its general form similar to the usual call 
for special meetings and complying in every way with its requis- 
ites;1 or otherwise, and as is usually done, the meeting may be 
assembled by a written call and waiver of notice signed by 
every member of the board at or before the time of the meeting. 
Signatures affixed after the time of the meeting have been held 
non-effective.3 


1See Book IV, Form 117. 
? See Book IV, Forms 95, 117. 
§ Holcombe et al. v. Trenton White City Co., 82 Atl. (N. J.) 618 (1912), 
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The call, or call and waiver, as the case may be, should specify 
the time and the place of meeting, and give in detail the various 
matters to be considered and acted upon. If the stockholders 
have selected any office or definite headquarters for the new 
corporation, the meeting of the directors will naturally be called 
for that place; if not, any convenient place is proper. Often 
the office of its attorney is chosen. The most important matters 
for consideration at this meeting are the election of officers, the 
issuance of stock for property—where this is to be done—and the 
authorization of any proceedings necessary to the commence- 
ment of business. A blanket provision permitting the trans- 
action of any and all business pertaining to the affairs of the 
corporation should be included in the call and waiver. Signed 
by the entire membership of the board this provision is effectual 
and permits action on any corporate matters that may come up 
for consideration. At times this latitude of action is of con- 
siderable advantage. 


§ 335. Minutes 


As in the case of the stockholders’ first meeting, the proceed- 
ings of the first meeting of directors may usually be anticipated — 
and minutes be prepared in advance with considerable accuracy. 
Occasionally in such case the minutes are prepared in permanent 
form and the proceedings conducted in accordance by a mere 
reading of these minutes—their adoption as the minutes of the 
meeting being signified by silent acquiescence, by express assent, 
or by a more particularized assent on each important point as 
the reading progresses. Usually, however, the prepared minutes 
are used more as memoranda, the meeting going through the 
motions at least of transacting the outlined business.4 

It is hardly necessary to say, that “cut and dried”? minutes 
should not be prepared or used where there is any probability 
of a difference of opinion in the board. Courtesy would forbid, 


4See Book IV, Form 94. 
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even if there were a decided majority in favor of the outlined 
action. Also, speaking generally, it would be neither politic 
nor advisable to ignore so openly the consideration and delibera- 
tion which should characterize board action in case of disagree- 
ment, 


§ 336. Opening the First Meeting of Directors 


When the board assembles in its first meeting it is unorganized 
and must therefore be called to order by some one of its members, 
who, on his own volition or at the request of other members, 
takes the initiative. This member merely calls the meeting to 
order, and, in the absence of objection, names a temporary 
chairman or presides until a temporary chairman is appointed 
or elected by the meeting. This chairman then takes charge 
of the meeting, a temporary secretary is at once appointed or 
elected, and the temporary organization of the board is complete. 

The call, or call and waiver, or other authorization under 
which the board has assembled, should then be presented, and 
if it appears that the meeting has been duly assembled, the 
evidence thereof should be ordered entered on the minutes. In 
the absence of objection this might be so ordered by the presiding 
officer, otherwise by formal action. As the meeting is a special 
meeting it is important that it shall have been properly called 
and that due record be made of this fact. 

A roll call, or its equivalent, the recording of those present 
by the secretary, completes the opening formalities and the meet- 
ing is ready for business. 


§ 337. Election of Officers 


If, as is almost invariably the case, the officers of the corpora- 
tion are to be elected by the board, their election is the first 
business before the meeting. The by-laws already adopted by 
the stockholders usually designate the officers to be elected and 
the manner of their election, and these requirements should be 
strictly followed. Generally the election is by ballot. Candi- 
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dates for the various offices might be severally nominated with 
due second thereto, but when, as is usually the case, all these 
candidates have been agreed upon in advance, formal nomina- 
tions are dispensed with and the details of election taken up at 
once. Where all are agreed, a motion is frequently passed in- 
structing the secretary to cast the single ballot of the meeting 
for the recited list of officers. This is proper and at times con- 
venient. \ 

If the election is to be carried out in detail, the presiding 
officer will, in the absence of objection, appoint tellers. The 
members of the board then prepare their respective ballots and 
the tellers collect and count these ballots and announce the 
results. Each officer may be balloted for separately, or, 
as is usually the case, one ballot be made to serve for all the 
officers. 

Immediately after the election the newly elected president 
and secretary, if present, take charge of the meeting and assume 
their respective official duties. If, however, these officials-elect 
are absent, or if anything prevents their immediate assumption 
of their duties, the temporary officers will continue to act until 
the close of the meeting, unless the permanent officers sooner 
take charge. If the secretary is required to be sworn, as in New 
Jersey, he should comply with this requirement before under- 
taking to act in his official capacity, though his failure so to do 
would not vitiate his records, nor affect in any way the legality 
of the meeting. 


§ 338. Adoption of Stock Certificate 


The stockholders may, if they so desire, either by resolution 
or by-law provision, adopt a form of stock certificate. The 
matter is one, however, that is usually and better left to the 
discretion of the board. Frequently temporary certificates are 
adopted, to be replaced later by more elaborate permanent 
certificates. Changes of conditions may occur necessitating 
change in the certificate originally adopted. Other contingen- 
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cies affecting its form not infrequently arise. For these and 
other reasons the matter is one best handled by the board. 

Frequently a form of stock certificate is selected and possibly 
printed or engraved before the time of the first board meeting. 
Even if this be so, the selected form should be formally adopted, 
and either the secretary should be authorized and instructed to 
procure the necessary books of stock certificates, or if the books 
have already been procured, such action should be ratified and 
the books as presented be accepted. The resolution by which 
this is effected should also authorize the secretary to provide a 
seal, minute book, and such other corporate books and stationery 
as may be required.s 

The form of seal is customarily determined in the by-laws 
which have already been adopted by the stockholders. If this 
is not the case the form of seal should be selected and adopted 
by the directors. 


§$ 339. Acceptance of Subscriptions 


Subscriptions made by the incorporators of a new company 
need no formal acceptance. The mere fact of their having 
executed the charter, in which their subscriptions usually appear, 
and of having participated in the organization meetings, obviates 
the necessity of acceptance. If there are other subscribers to 
the stock of the new company, these other subscriptions require 
formal acceptance. This is accomplished by resolution of the 
board of directors. The acceptance of these subscriptions com- 
pletes and makes binding the contract between the corporation 
and those who have offered to take its stock. Neither party can 
then recede, and the accepted subscribers at once become stock- 
holders of the corporation, entitled to all the rights of stock- 
holders. The issue of certificates to these subscribers does not 
usually take place until their subscriptions are fully paid, but 
‘this does not affect their rights as stockholders in any way, the 
certificate being merely a convenient method of evidencing their 


5 See Book IV, Form 94. 
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status. If “accepted” subscribers do not fulfill the conditions of 
subscription, their stock may be forfeited when statutory author- 
ity for such procedure exists, but until such forfeiture takes place 
their rights are in full existence.® 

The acceptance of subscriptions is followed by such action in 
regard to the payment thereof as may be necessary. If part or 
all of the subscription price of the stock were due on acceptance, 
the treasurer of the company would be empowered to collect the 
amounts due. If, as in New Jersey, thirty days’ call must be 
made—unless waived by the subscribers—before any part of 
the subscription price of stock can be collected, the board should 
either instruct the treasurer to issue such call, or, as is usually 
done, secure a waiver of this condition by the subscribers and 
take immediate steps for the collection of the amounts then due. 

If the corporation has been organized with the minimum 
_amount of subscriptions permitted by the statutes and additional 
subscriptions are necessary or desired, the action taken will be 
governed entirely by the conditions of the particular corpora- 
tion. In most cases the proper officers of the corporation would 
be instructed to offer for sale or subscription such portion of the 
capital stock as was to be sold. 


§ 340. Exchange of Stock for Property 


If, as is almost invariably the case with business corporations 
of the present day, all or a portion of the corporate stock is to 
be issued in exchange for property, the matter is usually brought 
before the first meeting of the board by the submission of a for- 
mal written proposition for the exchange, accompanied by a 
resolution of the stockholders approving the exchange and in- 
structing the directors to accept the proposition. ‘These matters 
are presented with proper explanations by the presiding officer, 
or may with entire propriety come through the secretary. 
Usually the proposition is ordered received and spread in full ° 


61 Cook on Corp., §§ 52, 72; 2 Ibid., § 540; but see Bole et al. v. Fulton et al., 82 Atl. 
(Pa.) 947 (1912). 
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upon the minutes of the directors’ meeting. If it has already 
been entered in full in the stockholders’ minutes, the entry in the 
directors’ minutes would not be necessary, but preferably the 
proposition should be reserved to appear in the directors’ minutes 
in connection with the final action taken thereon. 

Usually such a proposal calls for little discussion as the matter 
has already been fully considered. The presentation and formal 
disposal of the documents in the case is therefore generally fol- 
lowed by a formal resolution of acceptance. This resolution 
should briefly recite the conditions, specifically accept the propo- 
sition, and instruct the officers to take the necessary steps to 
consummate the transaction. It should also authorize the 
proper officers to issue the stock consideration and deliver it 
against the delivery of the duly assigned property for which it 


pays.’ 
§ 341. Treasurer’s Bond; Depositary 


In all cases where a bond is required of the treasurer, the 
details of this bond should be submitted to the board and be 
formally approved by it before the treasurer assumes the active 
duties of his office. When the treasurer is agreed upon before 
this first meeting of the board—as is usually the case—it will 
be possible and entirely proper for him to have the form of his 
bond and the name or names of his proposed sureties ready for 
submission at the first convenient interval in the board proceed- 
ings after his election. The form and sureties of the bond, if 
approved, should be formally accepted, and the instrument after 
execution be entrusted to either the president or secretary for 
safe-keeping. The treasurer will then at once enter on his 
duties. At times the approval of the treasurer’s bond is left to 
the executive committee or even to the president. 

The by-laws should already have provided that the funds of 
the corporation be deposited in some bank or trust company, or 
one or more of these institutions as may be necessary and as 


7 See Book IV, Forms 94, 97. 
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may be designated by the directors, and that such funds be 
drawn out only by check signed usually by specified officers of the 
corporation. It now devolves upon the board to designate the 
corporate depositary. This is done by means of a resolution, 
of which a copy is furnished the selected institution at the time 
of opening the account. This copy should be certified by the 
secretary, and the names of the officers authorized to sign checks 
and the form of signature should also be certified to the bank.® 
Often the banks have their own special forms for such resolutions 
of corporate depositors. In this case the resolution would con- 
form to the bank’s requirements. 


§ 342. Other Business 


Many matters of lesser importance will be brought before the 
first meeting of directors, according to the particular conditions. 
Authority may be needed to rent and furnish suitable offices 
for the new corporation. In some states provision must be made 
for a state agent and office. Various statutory requirements 
must be fulfilled. Certain certificates and reports may need 
authorization. Details of the general business require considera- 
tion. The treasurer should also be authorized and instructed to 
pay out of the new corporation’s funds the expenses of incorpora- 
tion, including counsel fees and organization taxes. 

If all the matters requiring attention cannot be properly con- 
sidered at this first session of the board, adjournment should be 
taken to the next day or to some other convenient date. Such 
adjourned meeting is considered as merely a part or a continua- 
tion of the original meeting, and reassembles at the appointed 
time without formality and completes its work. If, on the other 
hand, the board adjourned without date, it could only be reas- 
sembled—prior to the next regular meeting—by the methods 
prescribed in the by-laws for the calling of special meetings. 

Matters requiring the attention of the board are usually so 
numerous in the first days of the corporate existence that it is a 


8 See Book IV, Forms 144-146, 224-226. 
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wise precaution—even if not necessitated by business actually 
on hand—to adjourn the first meeting over a few days. Then 
if necessary, the adjourned meeting may be held. If not neces- 
sary, the members need not attend and the meeting will lapse, 
the effect being then exactly the same as if the board had ad- 
journed without date at the first meeting. 
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Part VIII—Stock Records and Stock Transfer 


CHAPTER XXXVII 


THE STOCK RECORDS 


§ 343. Transfer of Stock on Books of Corporation 


As a rule, the issue of stock is evidenced by the issue of stock 
certificates, and transfers of stock are effected by assignment of 
these certificates. The due possession of a properly issued stock 
certificate, or of such a stock certificate duly assigned, is there- 
fore sufficient evidence of the ownership of stock for all ordinary 
business purposes. 

For all corporate purposes, however, stock certificates are 
merely secondary evidence of stock ownership, the stock books 
of the corporation affording the highest evidence of title. In 
many states this is a matter of statutory regulation; elsewhere, 
of charter or by-law provision, such statutory or corporate 
regulations ordinarily prescribing that transfers of stock shall 
be made only upon the stock books of the corporation and that 
“stockholders of record,” i.e.; those whose names appear upon 
the stock books of the Scan are alone entitled to exercise 
the usual rights of stockholders. 

Thus it will be seen that, while the duly assigned stock cer- 
tificate is good evidence of the ownership of stock, such owne1- 
ship is not effective for corporate purposes until the transfer has 
been recorded upon the stock books of the corporation. The 


1 Cleveland, etc., R. R. v. Robbins, 35 O. St. 483 (1880); Brisbane y. Del., etc., R. Ri; 
94 N. Y. 204 (1883). 
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holder of such a certificate may force the proper entries upon the 
corporate books but he cannot exercise the rights of a stock- 
holder until such record has been made; hence the importance 
of a carefully kept stock book. 

Upon the wrongful refusal of the corporation to transfer 
stock, the owner has three remedies. He may treat the refusal 
to transfer as a conversion of the shares in the corporation and 
sue for their value; he may assert his ownership and sue for the 
dividends; or he may commence an action? to compel the 
transfer upon the books of the company. The conditions must 
determine which is the best course. 

A practical application of this rule is found in the usual 
provision that the transfer books of the corporation shall be 
closed a specified number of days before elections or dividend 
days. This absolutely prevents any change of ownership for 
corporate purposes during the closed period and avoids the 
confusion that would otherwise exist when preparing for pay- 
ment of dividends, sending out notices of meetings, and deter- 
mining who is entitled to vote at elections. Stock may be sold 
without restriction during this closed period, transfers being 
evidenced by assigned certificates, but the record of these trans- 
fers on the corporate books cannot be effected until the stock 
books are again opened.’ 

Tf no stock certificates were issued, the interests of the stock- 
holders of a corporation might still be assigned very simply, 
either by transfer on the books of the corporation by the parties 
in person in the presence of a corporate official, or by the execu- 
tion of formal instruments of assignment so attested as to satisfy 
the corporate transfer officer of their validity.4 

The books of the corporation used in connection with the 
issue and transfer of stock are the stock certificate book, the 
stock ledger, and the stock transfer book. 


2 Travis v. Knox Terpezone Co., 215 N. Y. 259 (1015). 
3See § 3 


49. 
4May v. McQuillan, 129 Mich. 392 (1902); Lipscomb vy. Condon, 56 W. Va. 416 (1904). 
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§ 344. Stock Certificate Book 


The stock certificate book consists of blank stock certificates 
which, numbered and in serial order and each with its corre- 
sponding stub, are bound up in book form. The board of direc- 
tors has power to prescribe the form of stock certificates and to 
direct their issue.5 

The stock certificate book is usually prepared at the time the 
company i$ organized or sometimes even before, so that cer- 
_tificates may be issued as soon as the corporate officials have 

been authorized thereto. In this case the form of stock certifi- 
cate is approved and the issue of certificates authorized at the 
first meeting of the board. On the other hand, the issue of 
permanent certificates is sometimes deferred for a considerable 
period on account of the time required for their preparation, or 
to temporarily save expense, or for some other reason. Under 
such circumstances, temporary receipts or certificates are issued 
which are exchangeable for the permanent certificates as soon 
as the latter are ready for delivery.¢ 

When an issue of stock is directed, the secretary fills out 
and seals in numerical order the proper certificates. At the 
same time he enters on the stub of each certificate the name of 
the party to whom it is to be issued, the number of shares repre- 
sented by the certificate, the date of issue, and, if it is an original 
issue, that fact is noted on the stub; if a reissue, the number of 
the certificate surrendered is entered. The stub also usually 
includes a receipt to be signed by the party to whom the certifi- 
cate is issued, and a blank on which, when the certificate is 
surrendered for cancellation and reissue, the number of the cer- 
tificate issued in its stead is entered. The stub when filled out 
thus contains a complete record of its particular certificate. 

When stock is to be transferred, a new certificate should 
never be issued until the old certificate, properly indorsed, has 
been surrendered; except that where a certificate has been lost 


5 See Book IV, Ch. VI, ‘Stock Certificates’’ (forms). 
6 See Book IV, Ch, V, “Subscription Receipts and Records” (forms)- 
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or destroyed, it should be replaced upon the filing of a proper 
bond of indemnity and compliance with any other requirements 
of the by-laws. The surrendered certificate should, as soon as 
received, be canceled by cutting, punching, or crossing out the 
signatures and by writing or stamping across the certificate the 
word “Canceled.” This is done to prevent the certificate from 
being reissued or from being used for fraudulent purposes in 
case it is stolen or otherwise comes into the hands of improper 
parties. After cancellation the certificate is gummed to the . 
stub from which it was originally taken, the proper entries are 
made upon the stub,’ and, so far as that particular certificate 
is concerned, the matter is closed. A surrendered certificate 
should never be reissued or again put in circulation under any 
circumstances. 

Every precaution should be taken to avoid mistakes in issuing 
certificates. The entries on the stub should be made before the 
certificate 1s separated from it. Certificates with space for the 
name left blank to be filled in later, should never be issued. 
Such a practice prevents absolutely the accurate recording of 
the stockholders of the corporation, which is legally essential. 
A corporation is responsible for any fraud or error committed 
by its agents in the issuance of stock.’ 

The secretary usually has charge of the stock certificate 
book and prepares the certificates for issue. Where the secre- 
tary receives no regular salary or in cases where there are numer- 
ous small transfers of stock, he is sometimes authorized by the 
by-laws or by resolution of the board of directors to charge a 
small fee for transfers.9 

In the smaller corporations the stock certificate book is fre- 
quently the only “stock book” maintained. This practice is 
informal and does not keep the record of stockholders in con- 
venient shape for reference, but—in the absence of statutes 


7 See Book IV, Forms 78-81. 
8N. Y.& N. H.R. R. Co. y. Schuyler, 34 N. Y. 30 (1865). 
9 See § 259; also Giesen v. London, etc., Mortgage Co., 102 Fed. Rep. 584 (1900). 
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requiring other stock books to be kept—is not legally objection- 

able. The stock certificate book then affords the sole record of 
those who are stockholders and entitled to vote and receive 
dividends.1°¢ 


§ 345. Taxes on Stock Transfers 


In most of the states there are inheritance tax laws, taxing 
the transfer of property of decedents, including shares of stock. 
If the estate equals or exceeds $50,000 in value, the federal in- 
heritance law taxes it on a sliding scale, beginning at 1%, 
and going up to 25% on an estate of $10,000,000 or more. 

In Massachusetts, New York, and Pennsylvania, a stamp tax 
is imposed upon the sale or transfer of all stock. 

The federal law imposes a stamp tax of 5 cents on the origi- 
nal issue of each $100 of par value or fraction thereof, and 2 
cents on each transfer thereafter. 

The corporation is responsible for any transfers permitted on 
its books without payment of taxes." 


§ 346. Stock Ledger and Stock Book 


In almost every state some form of stock record is prescribed 
by statute, variously termed a “stock book,” “stock ledger,” 
“transfer book,” or ‘‘stock and transfer book.”’ In some states 
both ‘‘stock books’? and ‘‘transfer books”’ are required. The 
intent in all these states is to preserve an accurate record of the 
stockholders and the stock held by them. 

The stock ledger and the stock book are practically, and 
should be, one and the same book, ordinarily kept under the 
title “stock ledger” or such other title as may be prescribed by 
the statutes. This stock ledger must show in alphabetical order 
the names and addresses of the stockholders of record, the 
amount of stock held and from whom and when this stock was 
acquired, and, if any of their stock has been disposed of, to 
~~ 10Chemical Nat. Bank v. Colwell, 132 N. Y. 250 (1802); In re U. S., etc., Co., 74 N. J. Le 


315 (1907). i 
See Ch. XLI, “Stock Transfer Taxes; Corporate Taxes. 
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whom and when it was transferred. It must also show the bal- 
ance of stock at any time to the credit of any stockholder. This 
balance gives the number of shares upon which such stockholder 
is entitled to vote and draw dividends. 

In some states additional data must be entered. Thus in 
New York the amount received by the corporation on any 
stock acquired by a stockholder must be recorded; in Missouri 
the amount of capital stock subscribed, the corporate assets and 
liabilities, and addresses of corporate officers must be included; 
in North and South Dakota instalments paid and unpaid and 
any assessments levied and paid or unpaid must be recorded; 
and in Colorado all pledges must be shown by the stock book. 


§ 347. Statutory Rules as to Stock Books 


The statutes in many states are very peremptory in regard 
to the keeping of stock books, providing severe penalties for 
failure. Thus in New York the statutes not only prescribe heavy 
penalties for failure to keep stock books, but provide that no 
transfer of stock shall be valid as against the corporation, its 
stockholders, and creditors—save to render the transferee sub- 
ject to a liability as a stockholder—until the record thereof has 
been duly entered in the stock book.13 

In most of the states the stock book must be kept open for 
inspection of stockholders or creditors of the corporation, and 
the provisions relating to the stock books apply both to domes- 
tic corporations and also to foreign corporations doing business 
in the particular state. Under a recent statute in New York! 

‘this right of inspection has been somewhat curtailed, and the 
right is limited to judgment creditors of the corporation, stock- 
holders who have been stockholders of record for at least six 
months immediately preceding the demand, and to persons 
holding or authorized by persons holding stock to an amount 


12 See Book IV, Ch. VII, ‘‘Stock Books’’ (forms). 
13 N. Y. Stock Corp. Law, § 32; Penal Law, § 66s. 
4 Laws of 1916, Ch, 127; and Laws of 1918, Ch. 137. 


Ch. 34]| THE STOCK RECORDS 203 


equal to 5% of all its outstanding shares. There had un- 
doubtedly been abuse of the right of inspection for improper 
purposes, or for purposes entirely foreign to the corporation, 
but the statute in question has received much criticism. 

The stock ledger is usually posted from the transfer book, 
though it may be posted from the stubs of the stock certificate 
book; and its balances may be checked from time to time by 
comparison with the number of shares outstanding as shown 
by the open stubs of the stock certificate book.15 


§ 348. Transfer Book 


The transfer book contains not only a record of transfers of 
stock of the particular corporation, but also the actual instru- 
ments of assignment by which these transfers were effected. It 
is the book referred to by the usual form of stock certificate in 
the clause reading “‘transferable only on the books of the com- 
pany, etc.” In some of the states a transfer book is a statutory 
requirement. 

The transfer book is found in two general forms. As usually 
kept by the smaller corporations, it consists of a series of blank 
transfers or assignments bound in book form. ‘These are filled 
out and signed by the owner of stock or his duly authorized 
attorney when the actual transfer of stock disposed of by him 
is made upon the books of the company. They are primarily 
designed to be formal evidence of the transfer of stock. They 
are also the secretary’s authority for the issuance of new certifi- 
cates of stock to the assignee in place of the old certificates 
surrendered. 

A different form of transfer book is used by the larger cor- 
porations where the number of transfers is too great to permit 
of the convenient use of the form already described. In this 
book but one line is required for each transfer of stock, the 
transferee or his duly authorized attorney signing in the right- 
hand column. 


% See Book IV, Form 78. 
16 See Book IV, Form 85. 
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By reference to the assignment on the back of the stock 
certificate,!7 it will be seen that the assignment of the transfer 
book is practically a duplication of that on the back of the 
stock certificate, save that the power of attorney to transfer 
the stock on the books of the corporation is omitted from the 
transfer book. As the duly executed assignment on the back 
of a surrendered stock certificate is a full and sufficient transfer 
of the actual ownership of the stock and justifies the secretary 
in issuing another certificate in the name of the assignee, many 
of the smaller corporations never keep a stock transfer book, 
relying entirely upon the stock certificate book with its stubs 
and duly assigned and canceled certificates for the record and 
evidence of authorization of transfers. 

When the transfer book is used, its assignment forms are 
signed either by the party making the transfer or by his duly 
authorized agent. Should the transferrer come in person—as 
he has the right to do—and sign a transfer on the stock transfer 
book, there is no legal necessity for his signature to the assign- 
ment on the back of the stock certificate. It is, however, always 
customary for him to execute the assignment on the back of the 
surrendered stock certificate as well. 

It is but seldom that the transferrer makes the transfer on 
the books of the corporation in person. In perhaps ninety-nine 
cases out of a hundred he merely signs in blank the assignment 
on the back of the certificate and turns it over to the purchaser. 
The name of the attorney to make the transfer is then inserted 
at the time the certificate is presented for transfer, either by the 
party by whom the certificate is surrendered or by the 
secretary, who usually inserts his own name and makes the 
transfer. 


§ 349. Closing the Books 


In all the larger corporations it is customary to close the 
stock books to transfers prior to both elections of directors and 


17 See Book IV, Form 81. 
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the payment of dividends,18 for a period of from 2 to 4o days. 
This is done to enable the corporate officers to make an accurate 
list of those entitled to receive notice of meetings and to vote 
thereat or to receive dividends. 

In a number of states the statutes expressly authorize the 
stock books to be so closed to transfers. Where this is not the 
case, it may be provided for in the charter or by-laws. The 
precise number of days for which the transfer books are closed 
is usually fixed by the by-laws. The resolution declaring divi- 
dends usually fixes the number of days for which the books shall 
be closed before the dividend day, if this is not prescribed by 
the by-laws. 

In some cases the statutes or by-laws merely provide that 
stock shall be voted by the owner of record, as shown by the 
books of the company, 10, 20, 30, or 40 days before an election. 
This wording does not justify closing the stock books and refus- 
ing to make transfers. In such case transfers are made without 
interruption, but the secretary, in making up his lists of stock- 
holders for the election, ignores transfers made after the fixed 
date. | 

No formality attends the closing of the stock books and 
usually no entry thereof is made upon the books, the secretary 
merely refusing to transfer certificates presented to him for 
that purpose during the prescribed period. The notice of the 
annual meeting or of dividends usually sets forth the days for 
the closing and reopening of the transfer books. 


18 Jones v. Terre Haute, etc., R. R. Co., 57 N. Y. 196 (1874). 
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TRANSFER OF STOCK 


§ 350. Procedure of Transfer 


When stock is to be transferred, one of the following courses 
is ordinarily pursued: 

1. The certificate is assigned in blank and delivered to the 
transferee, in which case the assignment is absolute! and the 
certificate may then be passed from hand to hand and the owner- 
ship of the stock it represents be thereby transferred any desired 
number of times without change of or addition to the assignment. 

2. The assignment on the back of the certificate is completed 
by the insertion of the name of the transferee and the delivery 
of the certificate to the transferee, in which case the certificate 
must be surrendered and a new certificate taken out by the trans- 
feree before it can be again transferred. 

3. The assignor completes the assignment form on the back 
of the certificate, surrenders the certificate to the secretary of 
the company, and secures and makes delivery of a new certificate 
in the name of the transferee. 

4. The certificate is delivered to the transferee without in- 
dorsement, but accompanied by an instrument of assignment or 
power of attorney having the same effect as the indorsement 
upon the back of the certificate. 

When transfer is made by delivery of the certificate with the 
name of the transferee inserted in the assignment, the transfer 
is not made on the books of the corporation until the assigned 
certificate is surrendered. In the meantime the original owner 
is still the owner of record and will therefore be held should any 


1 People v. Utah, etc., Mines Co., 135 App. Div. (N. Y.) 418 (1909); Morris v. Hussong, 
ete., Co., 8r N: J. Eq. 256 (1973). 
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stockholders’ liabilities arise, although as between the immediate 
parties the transfer is complete, and the transferrer could recover 
from the transferee any assessment or other moneys which he 
might be compelled to pay as a stockholder of record. This 
objection, when the stock transferred is full-paid, is not in most 
states material in the case of ordinary business corporations; 
but when stock of banks, trust companies, or other financial 
corporations is transferred, or when stock is not full-paid, it may 
be material and even vital. 


§ 351. Assignment in Blank 


When transfer is made by assignment in blank, and the 
blank has been filled so that it is a completed assignment, the 
transfer on the books of the corporation is not made until the 
transferee surrenders the assigned certificate. 

In practice the assignment in blank, on account of its con- 
venience, is employed in the great majority of stock transfers, 

When the holder of a certificate assigned in blank wishes to 
perfect his title and make himself a holder of record, he fills in his 
own name as assignee and surrenders the certificate to the secre- 
tary or transfer agent for transfer. He may also, if he sees fit, 
fill in the name of the party who is to make the transfer upon the 
books of the corporation, though this is usually left blank. If 
the signature to the assignment is genuine and there are no rea- 
sons for suspecting any irregularity, the transfer is made as a 
matter of course and a new certificate is issued in the name of the 
assignee. If the name of the attorney to make the transfer is 
left blank in the assignment of the surrendered certificate, the 
secretary of the corporation usually fills in his own name and 
then completes the transfer, thereby avoiding the delay that 
might result if some outside party were designated who must 
come in and sign the transfer book before the transfer could be 
duly recorded. 

When the assignment on the back of the certificate has been 
completed by the insertion of the assignee’s name, the certificate 
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is not readily negotiable and is almost invariably turned in and 
a new certificate taken out. If, however, conditions make it 
necessary for the assignee to transfer the certificate originally 
assigned to him, he may effect the transfer by means of a second 
assignment—in blank if desired—written on the back of the 
certificate, or written on a separate sheet and attached to the 
certificate. 


§ 352. Rights of Stockholder of Record 


As already stated, stock assigned by indorsement of the 
certificate, whether in blank or complete, still stands on the 
books of the corporation in the original owner’s name until the 
certificate is surrendered and the proper entries are made on the 
stock books of the corporation. Until this is done the orginal 
owner is still the stockholder of record and, while subject to any 
stockholders’ liabilities accruing meanwhile, has, on the other 
hand, a legal right to vote and to recelve payment of any divi- 
dends declared even though the actual sale of his stock was con- 
summated months before.2 His right to vote is absolute, and 
after its exercise cannot in any way be overturned or questioned. 
His right to dividends is qualified, as the dividends belong to the 
actual owner of the stock, i.e., the person possessing the duly 
assigned stock certificate, to whom the holder of record must 
account. His responsibility as to any stockholders’ liability is, 
as to the corporation, absolute, but for any such payments he 
has recourse on his assignee. 


§ 353. Delivery of New Certificate 


Before delivering the new certificate, the secretary should, 
when possible, require the party who presented the old certificate 
for transfer—who may or may not be the assignee—to sign a 
receipt therefor on the stub. If the new certificate is delivered 
by mail, it may be registered, in which case the stub in the stock 


2 Brisbane v. Delaware, etc., R. R. Co., 94 N. Y. 204 (1883): Clevel 
v. Robbins, Admr., 35 O. St. 483 (1880). A 4 (1883); Glayeland) etc BeBe) 
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certificate book, the office copy of the letter accompanying the 
certificate, and the returned registry receipt, which should be 
attached to the stub, make a sufficient record of the transaction. 
Blank receipts are sometimes sent with the certificates in such 
cases, to be signed by the recipient and returned, and these 
receipts when received by the secretary are pasted on the proper 
certificate stubs, 


§ 354. Sale of Part of Holding 


Frequently the owner of stock wishes to sell or transfer only 
a portion of the stock represented by a certificate, and in such 
case the assignment on the back of the certificate may be filled 
out according to the facts. For instance, if Howard Fielding 
owned too shares of stock, all included in a single certificate, 
and wished to sell 20 shares to James Wilton, he might fill out 
the assignment as follows: “unto James Wilton twenty shares 
and Howard Fielding eighty shares,” or if the secretary will 
accept the somewhat informal assignment, it might be merely 
filled out “unto James Wilton twenty shares,” it following as a 
matter of course that if only 20 shares are assigned, the balance 
of the stock remains with the assignor. 

The owner of the roo shares then brings or sends in his 
certificate to the secretary and instructs him to make out two 
new certificates—one for 20 shares in the name of the new owner, 
the other for 80 shares in his own name. The secretary makes 
the proper entries on the stock book, cancels the old certificates, 
issues the two new certificates ‘in accordance with his instructions, 
and delivers both—unless he has express instructions from the 
original owner to the contrary—to this original owner, who then 
makes delivery of the 20-share certificate at his convenience. 
The secretary must be governed entirely by the instructions of 
the assignor in delivering new certificates, no matter in whose 
name these certificates may be issued, as they are still in fact 
the property of the original owner. 

Another and usually preferable method when but a portion 
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of the stock represented by a certificate is to be transferred, is 
for the original owner to have the new certificates issued to him- 
self. When this is to be done, he fills in his own name as assignee, 
instructing the secretary to issue new certificates for the proper 
number of shares. In the case instanced he would have two 
certificates issued—one for 20 shares and the other for 80 shares— 
in his own name. He would then assign the 20-share certificate 
in blank, or in the name of the new owner, and deliver it if the 
transaction is concluded. The new owner may then bring in 
and surrender this assigned certificate and take out a new certifi- 
cate in his own name at his convenience. 

When this plan is followed, even should the sale fail after 
new certificates were issued, the original owner still has the stock 
standing on the books of the corporation in his own name and 
both certificates made out to him; whereas if the first plan had 
been followed, one-of the certificates being made out to the 
proposed purchaser, part of his stock would stand on the books 
in the transferee’s name, and the real owner must either secure 
the assignment of this other party as a matter of courtesy, or 
otherwise be put to much trouble to get the certificate back into 
his own name. 


§ 355. Breaking Up a Certificate 


When a certificate is surrendered for reissue in one or more 
certificates in the original owner’s name, the transfer may be 
entered on the transfer book as a matter of record, but as the 
owner’s stock account is not affected one way or the other by the 
transaction, it should not be posted therefrom to the stock book. 
A memorandum of the facts should be made in the transfer book 
and on the stubs of the certificates involved in the reissue, and 
the certificate numbers in the stock book must be corrected. 


§ 356. Duty of Officers to Transfer Stock 


The secretary or officers of the corporation must refuse to 
transfer or reissue stock until the old certificate has been sur- 


Ch. 38] TRANSFER OF STOCK 301 


rendered or until any other proper requirements have been com- 
plied with. When, however, all proper requirements have been 
met, they must make the desired transfer or reissue.3 The 
authenticity of the signature to an assignment of a stock certifi- 
cate must be satisfactorily established when necessary. In the 
smaller corporations the secretary is usually familiar with the 
signatures of the stockholders. The larger corporations some- 
times require the signatures to be witnessed or guaranteed by 
some person known to the transfer agent, or otherwise that they 
shall be formally acknowledged before a notary public. If there 
is any doubt as to the authenticity or correctness of the assign- 
ment or as to the title of the party presenting the certificate, or 
as to any other material matter, the secretary has the right to 
delay the transfer for a reasonable time in order to communicate 
with the former holder or take such other steps as he may deem 
expedient. If after due investigation there still remains doubt 
as to the propriety of the transfer or the ownership of the certifi- 
cate, or if there be conflicting claims, the secretary may properly 
decline to act until instructed by the board of directors, and the 
board, if in doubt, may decline to take action in the matter until 
ordered thereto by some court of competent jurisdiction. 


3 Jones v. Terre Haute, etc., R. R, Co., 57 N. Y. 196 (1874); Robinson v. National Bank 
of New Berne, 95 N. Y. 637 (1884), 


CHAPTER XXXIX 
TRANSFER OF STOCK (ContTINUED) 


§ 357. Transfer of Treasury Stock 


When treasury stock is donated to, or otherwise acquired 
by, a corporation, the assignment may run to the corporation 
direct, as “John Marshall Company’’; to its treasurer, as ‘“Treas- 
urer of John Marshall Company’’; or to a trustee, as “John 
H. McGowan, Trustee for John Marshall Company.” The 
certificates so assigned are canceled when received and the 
proper entries are made on the transfer book and stock ledger. 
When such stock is held in the name of the company or even by 
the treasurer of the company, no new certificates need be issued 
until the stock is sold, the fact that certificates are not issued 
being noted on the stock books. When a sale of such stock is 
made, the new certificates are made out direct to the purchaser. 
Certificates might properly be issued meanwhile in the name of 
the company or to the treasurer if desired, but such issue is 
unnecessary as the data of the transfer book, the entry on the 
stock ledger, and the canceled certificates are quite sufficient to 
evidence the transaction. It is obvious that the reasons that 
make the certificate desirable when stock is held by an individual, 
do not apply when a corporation holds its own stock. 

When treasury stock is sold, the secretary is authorized by 
due resolution of the board of directors to issue the proper 
certificates. Such transfers are entered on the stock books of 
the corporation as in case of any other transfer of stock. 
If certificates are not issued for the stock while held by the cor- 
poration, this fact should be noted on the stock books. It is not 
necessary to issue certificates until the stock is sold. 
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§ 358. Transfer Agent and Registrar 


A transfer agent, in the modern acceptation of the term, is 
one who supervises and certifies transfers of corporate stock. 
The extent of his supervision depends upon custom or upon the 
particular agreement. 

A transfer agent usually keeps the stock certificate book in 
his custody. When a transfer is to be made, the certificate of 
stock duly assigned is surrendered to the transfer agent, who 
thereupon cancels the surrendered certificate, attaches it to its 
proper stub, and issues a new certificate in the name of the trans- 
feree. This certificate is then sent to the proper corporate 
officials who affix their signatures and the corporate seal— 
unless the seal is also entrusted to the transfer agent—make the 
proper records in the transfer and stock books, and return the 
signed, or signed and sealed, certificate to the transfer agent. 
The transfer agent thereupon seals the certificate if not already 
sealed, indorses it in evidence of its due issue, delivers it to the 
transferee, and the transaction is closed. 

Occasionally when a transfer agent is employed, the stock 
certificate book is retained in the custody of the corporation. In 
such case when a certificate is presented for transfer, it is canceled 
by the transfer agent and turned over to the corporation in 
exchange for a new certificate issued in the name of the trans- 
feree. This certificate is indorsed by the transfer agent and 
delivered to its owner. When the stock certificate book is kept 
by the corporation, the transfer agent keeps an independent 
record of stock certificates issued and surrendered, in order that 
the regularity of any particular transfer or issue may be readily 
and definitely ascertained. 

A registrar is a corporate appointee who also supervises the 
transfer of corporate stock but does not usually carry his super- 
vision to the same extent as does the transfer agent, his function 
being merely to register stock as issued. He maintains a record 
of all stock certificates issued and of the surrender and reissue of 
any new certificates with the names of the parties to the transfer. 
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If an issue or transfer is to be made, the registrar passes upon the 
certificates and countersigns them if they are correctly issued. 
His signature is evidence of due issuance. 

It will be seen that the duties of the transfer agent and regis- 
trar are distinct, and should not be performed by a single person 
or institution. The function of the transfer agent is to insure 
the proper issue of stock. The function of the registrar is to 
insure the regularity of issue and to prevent overissues. The 
functions of the two somewhat overlap, as the transfer agent 
would not permit an overissue of stock nor would the registrar 
sign stock improperly issued. 

It is obvious that the work of a transfer agent and registrar 
to be effective must be discharged by persons or institutions of 
the highest character and unquestioned standing. For this 
reason trust companies or banks are usually appointed. 

Speaking generally, the employment of transfer agents and 
registrars is advisable whenever transfers of stock are likely to 
be numerous. The procedure involved is simple in theory but 
in practice involves much detailed work. Also it is usually 
desirable that transfers be effected rapidly and accurately. The 
employment of the proper transfer agent and registrar, or 
transfer agent alone, relieves the corporate officials from the 
detailed work and responsibility involved, reduces the possibility 
of fraud or error in the issuance of stock to a minimum, and 
affords a general safety and convenience not otherwise secured. 
Stock exchanges require that the securities listed by them shall 
be issued through suitable transfer agents and registrars. 


§ 359. Lost and Stolen Certificates 


A stockholder, so shown by the books of his company, is 
entitled to every right and privilege of a stockholder without 
regard to the whereabouts of his certificate. 

When certificates are lost, the owner usually desires to have 
new certificates issued, not in order to secure any corporate 


1 National Bank v. Watsontown Bank, ros U. S. 217, 222 (1881); Birmingh i 
Bank y. Roden, 97 Ala. 404 (1892); Wheeler v. Millar, 90 N. Y. 353 Gans ibis 3 
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rights, but merely to have his interest in such shape that he may 
readily sell, pledge, or otherwise use his stock. Stockholders 
have a general right to certificates? and, if their certificates are 
lost, to have them replaced; but before it reissues any such 
certificates, the corporation on its part has the right to require 
reasonable safeguards for its own protection. The by-laws 
should outline the proper procedure, which must conform to any 
statutory requirements.‘ 

A bond of indemnity is usually and properly required before 
a lost certificate is replaced, as it is always possible that the 
missing certificate may turn up in the hands of an innocent 
purchaser for value, who might have cause for damages against 
the corporation if it refused to recognize his rights. It is but 
seldom wise to reissue lost certificates unless such bond is given. 
Only the absolute and irrecoverable loss of a certificate, as in 
case of its unquestioned destruction by fire, would justify an 
unprotected reissue. 

When the value of missing certificates is considerable and the 
circumstances are doubtful, it is sometimes best for the directors 
to refuse absolutely to replace the certificates until the owner 
secures an order from some court of competent jurisdiction. 
When this is done the directors are relieved from all responsibility 
in the matter. The officers of the company should never take 
the responsibility of reissuing a lost or stolen certificate of stock 
without express authorization from the board of directors. 
Should they do so and the missing certificate turn up in such a 
way that loss is involved, they would be responsible to the 
corporation. 

In case certificates are lost or stolen, the secretary of the 
company or its transfer agent should be immediately notified, 
and such other steps be taken as may be necessary to prevent 
the negotiation of the missing certificates. When lost certifi- 


* Buffalo, etc., R. R. v. Dudley, 14 N. Y. 336, 347 (1856); Fletcher v. McGill, rro Ind. 
395 (1886). t 

§ See Book IV, Form 249; also Guilford v. W. U. Tel.Co., 43 Minn. 434 (1890); Butler v. 
Glen Cove, Starch Mfg. Co., 18 Hun 47 (1879). 

4 See Book IV, Forms 65, 66. 
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cates are indorsed in blank and are presented to the transfer 
officers of the corporation before these officials have been notified 
of the loss, they may make the transfer, and the corporation will 
not be liable to the owner if the circumstances were such as to 
justify the belief that such transfer was regular and in good faith. 
If, however, the proper officials have been warned of the loss, 
or the circumstances were such as to put them on notice, they 
could not safely make such transfer. 


§ 360. Negotiability of Stock Certificates 


In states where the common law prevails, a stock certificate 
is not perfectly negotiable as are notes, drafts, and other forms 
of negotiable paper, but is quasi-negotiable, and usually an 
- innocent purchaser for value of a properly indorsed certificate is 
protected. “Excepting in cases of certificates transferred in 
blank and lost or stolen without negligence on the part of the 
owner, a bona fide purchaser is protected now in almost every 
instance where he would be protected if he were purchasing a 
promissory note or other negotiable instrument.’’6 

Thus a party finding or stealing certificates of stock, even 
though these certificates are indorsed in blank, takes no title, 
nor does anyone who buys the lost or stolen certificates from 
him, the title remaining in the original owner.7. If, however, 
a lost or stolen certificate is surrendered to the corporation and 
a new certificate received in its place—as might readily be the 
case if the corporate officials were not promptly notified of the 
loss—any purchaser in good faith of this new certificate takes a 
clear title. The original owner has then lost all rights in the 
matter save that of bringing suit against those through whose 
hands the certificate passed before its reissue by the corporation. 

In case of any doubt or any dispute as to ownership of a 

’ Knox v, Eden Musee Co., 148 N. Y. 44r (1806); Trust & Sav. Co. v. Home Lumber Co., 


118 Mo. eet 
§ 2 Cook on Corp., § 416; Real Estate Trust Co. v. Bird, 90 Md. 229 (1899); iS v. 
Manhattan Beach Co., 148 N. Y. 652 (1806). 2 RS ae 
7 O'Herron vy. Gray, 168 Mass. 573 (1807); Hannahs v. Hammond Typewriter Co., 158 
App. Div. (N. Y.) 620 (1913); Barstow y. City Trust Co., 216 Mass. 330 (1914). 
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certificate, no transfer should be made by the corporation until 
the true ownership has been definitely determined. 


§ 361. The “Uniform Transfer Act” 


In order to secure the greatest possible security to purchasers 
of stock, and to facilitate the free transfer of shares, an act known 
as the “Uniform Transfer Act” has been, adopted withi only 
slight variations in form in New York, Pennsylvania, Massa- 
chusetts, New Jersey, and a number of other states. By this 
act certificates of stock are made negotiable instruments subject 
to the rules of the law governing commercial paper. The step 
is really not a radical one, for, as has been shown, the courts 
have gone far in cases under the common law to protect bona 
fide purchasers. The statutes, of course, are not extra-terri- 
torial in their scope, and by provisions in the acts themselves 
apply only to certificates issued after their passage. 


§ 362. Pledges of Stock 


The quasi-negotiability of stock, and in many states its full 
negotiability, renders its use as a pledge or collateral security a 
very simple matter, effected by the mere indorsement and de- 
livery of the certificate. The usual procedure is for the pledger 
to give his note for the amount secured, the note reciting the 
pledge of stock and the terms under which it is held. These 
terms usually empower the pledgee to sell the collateral without 
_hotice to the pledger. The delivery of the stock as security is, 
however, the essential feature constituting the pledge without 
any written contract,9 which is necessary only as a record and 
proof of the transaction. 

The pledgee may or may not, at his option, have the pledged 
stock transferred on the books of the corporation to his own. 


§ Christian v. Atlantic & N.C. R. R., 133 U.S. 233 (1890); Seymour v. Hendee, 54 Fed. 
Rep. 563 (1893); Atkinson et al. v. Foster, 134 Ill. 472 (1890). 
Masury vy. Arkansas National Bank, 93 Fed. Rep. 603, 607 (1899); Spreckels v. Nevada 
Bank, 113 Cal. 272 (1896); Brick v. Brick, 98 U. S. 514 (1878). 
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name.!° If transferred, the word “pledgee” should follow the 
name of the owner on the new certificates of stock or otherwise 
the phrase “as collateral security” should appear on the certif- 
icates so as to characterize definitely the nature of the pledgee’s 
holding. A memorandum of the facts should also appear in the 
stock ledger against the entry in both pledgee’s and pledger’s 
accounts.11 Such entries, if showing clearly the nature of the 
transaction, relieve the pledgee of any corporate liabilities in- 
volved in the absolute ownership of the stock.!2, In some states 
the pledgee is expressly relieved from these liabilities by statute.1 
When stock is transferred on the books of the company to the 
pledgee, the voting right, as a general rule and in the absence of 
any agreement to the contrary, follows the stock.14 In some 
states, however, as in New York, the owner of the stock may 
demand and receive a proxy from the pledgee upon paying any 
necessary expenses. In other states, as New Jersey, if it appears 
on the transfer books that such stock has been transferred only 
as a pledge, the owner retains the right to vote thereon. Statutes 
protecting the voting rights of pledgers are found in many states. 

When stock is pledged, the pledgee is entitled to receive any 
dividends declared meanwhile, and if the stock has been trans- 
ferred to the pledgee, or if the company has been properly notified 
that the stock is held in pledge, they must be paid to him.15 In 
the absence of notice or transfer, as the pledger remains the 
owner of record of the pledged stock, dividends are properly paid 
to him, and the pledger and pledgee must then settle the owner- 
ship of the dividends between themselves. On the termination 
of the pledge, the pledgee must account for any dividends 
received by him. 


10 Day v. Holmes, 103 Mass. 306 (1869); Fitchburg Savings Bank v. Torrey, 134 Mass. 
239 (1883); Anderson v. Philadelphia Warehouse Co., 111 U. €. 479 (1884). 

11 2 Cook on Corp., § 466. 

2 Pauly v. State Loan & Trust Co., 165 U. S. 606 (1897); Tourtelot v. Stolteben, ror Fed. 
Rep. 362 (1900). 

8 Barre National Bank v. Hingham Manuf. Co., 127 Mass. 563 (1879); Burgess v. Selig- 
man, 107 U.S. 20 (1882). 

4 Commonwealth v. Dalzell, 152 Pa. St. 217 (1803); Re Argus Printing Co., 1 N. Dakota 
434 (1891);s.c., 12 L. R. A. 781, and note. 

6 Fairbanks v. Merchants National Bank, 132 Ill. 120 (1889); Guarantee Co. v. East 
Rome Co., 96 Ga. 511 (1895); Nat. Bank v. Equitable Trust Co., 227 Fed. 526 (1915). 
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§ 363. Rights of Pledgee on Default 


Upon default in payment of the amount it secures, the 
pledgee has the right to sell pledged stock. If the note or other 
memorandum of the pledge contains no agreement or provision 
for such sale, the pledgee must give the pledger due notice of 
his intention to sell the stock, and thereupon may sell the stock 
at public sale and apply the proceeds to the payment of his debt. 
- Notice must be given the pledger a reasonable time before the 
sale and such notice must specify the time and place of sale, 
both of which must also be reasonable. Two days’ notice has 
on occasion been held sufficient,16 and four days’ notice when the 
parties lived in different towns.17 

When notice of time and place is waived by express terms of 
the pledger’s agreement, as is usually the case, the pledgee may 
sell at any time after default. The sale must be by public 
auction unless otherwise agreed, must be in good faith, and an 
endeavor must be made to obtain a fair price. The pledgee 
himself may not bid the stock in, either directly or indirectly. 
If he does, the pledger may have the sale set aside. In many of 
the states the whole matter of the pledge of stock and its sale is 
regulated by statute. 

At any time before sale the pledger may pay the debt and 
all interest and any reasonable expense involved in the pre- 
liminaries of the sale and claim his stock. This stock need not 
be the particular shares pledged but merely an equal amount of 
the same stock, 


§ 364. Restrictions on Transfers 


Every stockholder whose stock is paid for in full is entitled 
to transfer his stock freely. Even where the stockholders have 
entered into a contract to restrain the alienation of stock or have 
enacted by-laws for the same purpose, the courts have usually 
set the restraining provisions aside as being contrary to public 


16 Edwards on Bailments, § 28s. 
" Guinzburg vy. Downs Co., 165 Mass. 467 (1896). 
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policy.18 Charter provisions restricting the transfer of stocks 
have, however, been held valid.19 

In some states the statutes prescribe specifically that stock 
subscribed but not fully paid for in accordance with the sub- 
scription agreement is not transferable save with the consent of 
the corporation. Elsewhere charter or by-law provisions may give 
the corporation the right to refuse to register transfers of unpaid 
stock.20 In the absence of such provision, the right of transfer 
is absolute and may be enforced against the corporation. 

At times the restriction of stock transfers becomes desirable 
and various plans have been attempted to effect this end. The 
courts, however, defend this right so strictly that its legal waiver 
is difficult. Perhaps the most successful method, when all the 
parties are in agreement, as to the advisability of such restraint 
is to form a voting trust for a certain number of years. All the 
stock—or all the stock entering into the agreement—is placed 
in the hands of voting trustees appointed under the terms of the 
voting trust agreement and is held by them, withdrawn from 
sale, for the period of the trust. Such arrangements are effectual 
and are upheld by the courts in most states if they do not extend 
for an unreasonable period.22. In some states they are expressly 
permitted by the statutes under restrictions as to the term of 
their duration, 


§ 365. Lien of Corporation 


At common law a corporation has no lien upon its shares for 
debts due to it from its stockholders. The authority for any 
lien which the corporation may have must, therefore, be found 
in the statutes, its charter, or its by-laws.23 Where the lien is 


18 Johnson v. Laflin, 103 U. S. 800, 803 (1880); Quiner v. Marblehead, etc., Co., 10 Mass, 
476 (1813); Morris v. Hussong Dyeing Machine Co., 81 N. J. Eq. 256 (1913); Steele v. Farmers’, 
etc., Telephone Assn., 148 Pac. Kan. 661 (1915); Kretzer v. Cole Bros., etc., Co., 181 S. W. 
Mo. 1066 (1916). 

19 Longyear v. Hardman, 219 Mass. 405 (1914). 

3 Boris Ye Kenge ah Mass Hi6 (1909) 

traig v. Hespeira L. . Co., 113 Cal. 7 (18906); Kinnan v. Sullivan 
26 App. Div. (N. Y.) 213 (1808). — meee 
__ 22 See Ch. LVI, “Voting Trusts’’; also Brown v. Britton, 41 App. Div. (N.Y.) 57 (1899); 

Wiiliams v. Montgomery, 148 N. Y. 519 (1896); Hey v. Dolphin, 92 Hun (N. Y.) 230 (1895). 

48 2 Cook on Corp,, § 522; Driscoll v. West B. & C. M. Co., 50 N- Y. 06 (1874). 
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given by statute or charter, the lien is enforcible against the 
stock into whosoever hands it may come irrespective of whether 
the assignee has any actual knowledge of the statute or charter 
provision.24 Where an attempt has been made to create a lien 
by provision in the by-laws, it has generally been held that the 
stock is not bound in the hands of an assignee who took without 
notice, 25 actual or constructive, of the lien provision. 

In New York, Massachusetts, Pennsylvania, New Jersey, 
and the other states which have adopted the law regulating the 
transfer of stock, known as the “Uniform Stock Transfer Act,” 
there can be no lien or restriction upon the transfer of shares by 
virtue of a by-law or otherwise, unless the right of the corporation 
to such lien or restriction is stated on the certificate of stock. 


% Curtice v. Bank, 110 Fed. 830 (1901); United, etc., Co. v. Winston, etc., Co., 104 Fed. 
947 (1912). 

25 Driscoll v. West B. & C. M. Co., 59 N. Y. 96 (1874); Bankers’ Trust Co. v. McCloy, 
150 S. W. (Ark.) 205 (1913), 
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§ 366. Responsibility of Corporation as to Transfers 


It is the duty of the corporation to record all lawful trans- 
fers; and if it refuses, the record may be compelled by recourse 
to the courts,! or the corporation may be held liable in damages.? 
If there is doubt as to the identity of the transferee or the 
authenticity of the transferrer’s signature, the corporation may 
require proper proof thereof, and in cases where two parties 
claim the ownership of stock or where the corporation has been 
notified not to register a transfer, the corporation may, if there 
is any real uncertainty or reason therefor, decline to make any 
record on the corporate books until the matter has been settled 
by the courts.’ 

The corporation is responsible if its officials record a forged 
transfer. It is the duty of the corporate officials to know the 
stockholders’ signatures, or otherwise to secure evidence of their 
authenticity before making a transfer. For this purpose they 
may require the personal attendance of the transferrer or clear 
proof that his signature is genuine. 

In case stock certificates indorsed in blank are lost or stolen, 
the corporation is not liable for receiving the certificates and 
transferring the stock represented thereby, if the circumstances 
are not suspicious and the transfer is made before notice of the 
theft or loss is received by the corporation.® 


Hoon Estate Trust Co. v. Bird, 90 Md. 229 (18099 ; Rice v. Rockefeller et al.,134 N. Y. 
174 (1892). 
? Hine v. Commercial Bank of Bay City, 119 Mich. 448 (1890); Ralston v. Bank of Cali- 
hes 112 Cal. 208 (1896); Commercial Bank, etc. v. Kortright, 22 Wend (N. Y.) 348 
1839). 
3 Tel. Co. v. Davenport, 97 U.S. 3609 (1878); Athol Savings Bank v. Be tt, 2 ; 
480 (1909); Amparo Mining Co. v. Fidelity Trust Co., 75 N. J. Eq. 555, 559 (eonay Se 
F * eee v. Thayer, etc., Co., 76 N. Y. 365 (1879); Chicago Edison Co. v. Fay, 164 Ill. 
23 (1896). ' 
5 Mandelbaum v. North American Mining Co., 4 Mich. 464 (1857); Dewing v. Perdicaries, 
96 U.S. 193 (1877). 
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§ 367. Duties of Officers as to Transfers 


The officers of the company are the custodians of its stock- 
books, and it is their duty to see that all transfers of shares are 
properly made, either by the stockholders themselves or persons 
having authority from them. If, upon the presentation of a cer- 
tificate for transfer, they are at all doubtful of the identity of the 
party offering it with its owner, or if not satisfied of the genuineness 
of a power of attorney produced, they can require the identity of 
the party in the one case, and the genuineness of the documents in 
the other, to be satisfactorily established before allowing the 
transfer to be made. In either case they must act upon their own 
responsibility.® 


The record of any proper transfer, if refused, may be com- 
pelled by either transferrer or transferee. 


§ 368. Who May Transfer Stock 


Any person of full age who has not been adjudged incompe- 
tent, may transfer stock standing in his own name. All who 
are duly authorized to represent others, as attorneys, trustees, 
guardians, executors, and administrators, may transfer stock 
belonging to these others upon giving satisfactory evidence of 
their authority so to do. Stock belonging to minors and others 
incompetent to contract may be transferred only by their legally 
appointed and authorized representatives. 

The holder of unpaid stock, i.e., stock upon which the sub- 
scription or purchase price has not been fully paid, may as a 
rule transfer his stock without restriction, but in some states 
by statute provision such transfer is prohibited or may be made 
only by consent of the corporation. 


§ 369. To Whom Stock May Be Transferred 


There are but few restrictions as to the transferees of stock. 
A corporation may, if its officials see fit, refuse to transfer stock 
to anyone not competent to assume the obligations of a stock- 
holder, such as a minor or a person of unsound mind. Also a 


6 Tel. Co. vy. Davenport, 97 U.S. 360 (1878). 
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corporation when in a failing condition may refuse to transfer 
stock to an irresponsible transferee.1 Beyond these few excep- 
tions, stock may be transferred freely and in the absence of 
fraud the transfer is valid and must be recorded by the cor- 
poration. 


§ 370. Liability Involved in Transfers 


The liability of unpaid stock is enforced in every state. 
Full-paid stock, on the other hand, involves no liability to the 
corporation or its creditors whatsoever, save in the case of 
financial institutions—on the stock of which a further liability 
is usually imposed—and in those states in which by express 
statutory provision liabilities are imposed or assessments are 
permitted on stock even though full-paid. 

In those few states where liabilities do or may exist on full- 
paid stock, and transfers of such stock are made between parties 
competent to contract, any liabilities accruing before the trans- 
fer remain with the transferrer, but any liabilities accruing 
thereafter pass to the transferee. 

The liabilities of unpaid stock are affected by statute pro- 
visions in a number of states, but otherwise are subject to the 
general rules that the transferrer is liable for any calls or assess- 
ments already made and which are still unpaid, but the trans- 
feree is liable for the amount that has not yet been called. 

An exception to this general rule obtains when a transfer 
has been made but has not been recorded on the books of the 
corporation. In such case the transferrer is still the owner of 
record and is therefore still liable for any amounts unpaid on 
his transferred stock and, if calls are made before the transfer 
is recorded, must pay them. He may collect these payments, 
if he can, from the transferee. 

Another exception to the general rule is found when the 
corporation has wrongfully issued stock certificates marked 


7 2 Cook on Corp., §§ 395, 396. 
§ May v. McQuillan, 120 Mich. 302 (1902); Sigua Iron Co. v. Brown, 171 N. Y. 488 (1902). 
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“Full-paid,” in which case any bona fide purchaser of such cer- 
tificates without knowledge of the true character of the stock 
takes it free from liability to the corporation and to corporate 
creditors in case the corporation becomes insolvent.® This is 
also true when a purchaser in good faith takes over stock under 
such circumstances as to lead him to believe it is full-paid. In 
any such case, so far as the transferee is concerned, the stock is 
held to be full-paid and the corporation or its creditors cannot 
hold him liable. 


§ 371. Specific Transfer Liabilities 


In the following cases the rule as to the liabilities involved 
in transfers of stock is as set forth. 

A married woman may take stock in her own name, in 
practically every state of the Union, and take therewith every 
right and responsibility of ownership.10 

A minor may receive a transfer of stock and the corporation 
may record it if the corporate officials see fit, but as the minor 
may at will repudiate the whole transaction, the transferrer 
remains liable.1!_ The same rule holds as to a transfer to a per- 
son known to be insolvent, the transferrer not being relieved 
from liability.12 . 

A transfer to an agent, attorney, trustee, guardian, adminis- 
trator, or executor in his own name, followed by a statement 
of the capacity in which he acts, as “James H. McLane, Agent,” 
renders him personally liable on the stock so held,!3 except 
where expressly exempted by statute.!4 The same is true where 
a transfer is made to the treasurer of a corporation in his own 
name, as “(Henry James, Treasurer.’’15 

® Rochester, etc., Co. v. Roe, 7 App. Div. (N. Y.) 366 (18096); Sprague v. National Bank, 
ae 


1 Foster v. Chas, 75 Fed. Rep. 797 (1896); Foster v. Wilson, 75 Fed. Rep. 797 (1896). 

® Bowden v. Johnson, 107 U. S. 251 (1882); Rochester, etc., Co. v. Raymond, 158 N. Y. 
pi? Re a rorth v. Laurie, 164 Ill. 42 (1896); Winston v. Dorset Pipe, etc., Co., 129 III. 
ee ae v. Essex Baptist Society, 44 Conn. 582 (1877); Lucas v. Coe, 86 Fed. Rep. 972 
ee Cook on Corp., § 724, and notes. 
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A transfer to two persons, as “George Howard and John 
Mackel,” makes them tenants in common and each may be held 
for one-half of any liability on such stock and both must join 
in a transfer. A transfer to a firm, however, as “Howard & 
Mackel,”? does not have this effect but creates a partnership 
holding and a partnership liability.17 

A transfer to an existing corporation authorized to hold 
stock, as ‘The Strathmore Scale Company,” renders the as- 
signee corporation liable as is an individual on the stock trans- 
ferred. A transfer to a membership corporation or unorganized 
association, as “Grace Methodist Church” or the “Brooklyn 
Decorators’ Union,’ is of doubtful legality, and, if the matter 
of liability is of importance, should not be recorded by the 
corporation until the right of the body to hold stock has been 
proved. If not authorized to hold stock, it cannot assume the 
liabilities of a stockholder. 

A transfer to a dummy stockholder, as in case of transfer 
to any other agent, renders the dummy liable if he has property 
sufficient to make the liability effective.1s The party for whom 
the dummy is acting is, however, likewise liable as an undisclosed 
principal.19 A transfer to a pledgee in his own name without 
qualification renders him liable. It is otherwise, however, if 
the nature of the transfer is shown by its form, as ‘“Howard 
Fielding, Pledgee.’’2o 


§ 372. Form of Transfer 


A general form of assignment for stock is always printed or 
engraved upon the back of each stock certificate. If there were 
any reason therefor, stock might with equal effect be transferred 
by means of a separate assignment written or printed and 


= Markell v: Peyuis ve 138 (1808). 
arton National Bank et al. v. Atkins et al., 72 Vt. 809). 
2 mone v. nove 107 ee Feo (1901). . 33 (1899) 
auly v. State, etc., Co., 165 U. S. 606 (1897); Davis v. Stevens, 7 Fed. Cas. 177 (1879) 
20 Robinson v. Southern National Bank, 180 U. S. 2 1901); Pauly v. St : 
Trust Co., 165 U. S. 606 (1897), CE BEE BRO 
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attached to its certificate. In such case the certificate should 
be more fully described and identified than is the case in the 
usual form of assignment. 

The signature to the assignment of a stock certificate must 
correspond exactly with the name on the face of the certificate, 
and should be witnessed. If the signature of the transferrer is 
entirely unknown to the transfer officer or agent, it should be 
guaranteed by some responsible party or be acknowledged before 
a notary public. 

If the party signing a transfer of stock acts in a representa- 
tive capacity, a description of the capacity in which he signs 
should be added to the signature; as “Howard F ielding, Trustee 
for Jane Hathaway.” If a certificate, issued in her maiden 
name, is to be transferred by a married woman, the signature 
should be in the following form: “(Mrs.) Alice H. Walker, 
formerly Alice H. Ainsley.” Occasionally a married woman 
holding stock in her maiden name wishes it transferred to the 
name acquired by marriage. In such case the signature to the 
assignment is similar to that just given and the blank for the 
name of the transferee is filled in as follows: “(Mrs.) Alice H. 
Walker.” 

The name of the transferee should be written in the proper 
blank of the assignment form without abbreviation, complimen- 
tary title, or suffix, though where the transferee is a woman, 
the designation “(Miss)” or “(Mrs.),” as the case may be, is — 
frequently and properly placed before the name. 

When a transfer of stock is to be received by an agent, it 
should be made out in the name of his principal, unless the 
agent is willing to assume any statutory liability on the stock 
transferred. When stock is transferred by an agent or one act- 
ing for another, the name of the principal should be appended 
to the assignment followed by the agent’s name and a statement 
of the capacity in which he signs; thus, “Frank H. McClelland 
by Howard James, Attorney.” 
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§ 373. Transfers to and by Agents 


Any person competent to contract and wishing to transfer 
stock, may transfer stock or receive the transfer of stock through 
an agent. In case of transfer, the agent or attorney in fact 
should present the certificate to be transferred, accompanied by 
his power of attorney or a duly acknowledged copy thereof, 
which should be left on file with the transfer agent or officer of 
the corporation. Express authority to transfer stock should be 
given by the power of attorney and, if necessary, evidence 
should be furnished that the signature to the power is genuine, 
that the instrument is still in force, and that the party present- 
ing it is the party named therein. 

In case of transfer by an agent, it is the duty of the corpora- 
tion to require satisfactory evidence of the agent’s authority. 
Otherwise in case of a fraudulent transfer the corporation is 
liable.22, The corporation is also liable if, with knowledge of the 
facts, it recognizes a power of attorney executed by a minor, 
an insane person, or anyone else unable to contract.% 

In case of transfers of stock to an agent, the certificates, as 
stated, should be issued in the principal’s name, the agent 
merely receiving the certificates and receipting therefor for 
account of his principal. 

If a certificate is indorsed in blank and entrusted to an 
agent, and the agent assigns the stock fraudulently, the stock- 
holder has no recourse save against the agent, as his own act 
made it possible for his agent to perpetrate the fraud.24 The 
rule is different, however, if the agent transfers the stock 
directly into his own name. In such case, if the corporation 
knew of the agency, it is liable,?5 and the original owner will 
not be estopped from reclaiming the stock. 


een Co. v. Davenport, 97 U. S. 369 (1878); Bayard v. Farmers’, etc., Bank, 52 Pa. St. 
232 (1 
‘i Tafft v. Presidio, etc., R. R. Co., 84 Cal. 131 (1890); Tel. Co. v. Davenport, 97 U. S. 360 
1878 
23 Chew & Goldsborough v. Bank o, Baltimore, 14 Md. 299 (1850). 
2@P.R.R. Co.’s Appeal, 86 Pa. St. 80 (1878); Elliott v. Miller & Co., 158 Fed. 68 (1908). 
2 ey, Presidio, etc., R. R. Co., 84 Cal. 131 (1890). 
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§ 374. Transfers to and by Executors and Administrators e 


Before a transfer of stock by an executor or administrator 
is allowed, a certified copy of the appointment of the party act- 
ing should be filed with the corporation or transfer agent. Or 
in case there is a will, a certified copy of this instrument should 
be presented for inspection or filed with the secretary?6 for the 
teason that it has been repeatedly held that corporations are 
chargeable with notice of the contents of the will.27 Such 
executor or administrator may transfer the stock directly from 
the deceased party to a purchaser, or may transfer the stock 
to his own name as administrator or executor,?* or may pledge 
the stock if this be necessary. The corporation should not, 
however, permit him to transfer the stock to his individual 
-nhame.?® When there are two or more executors of an estate, 
one alone may not transfer stock; all must join.s0 

Corporate officials recording transfers of executors or ad- 
ministrators with knowledge that a fraud or breach of official 
duty is involved therein, are liable to the estate. An adminis- 
trator or executor cannot compel the transfer of stock belong- 
ing to the estate when the corporation is domiciled in another 
State. A purchaser of stock from such an administrator or 
executor can, however, compel the corporation to recognize his 
right of property in the purchased stock and to issue to him 
new certificates. 

When a trust discharged by an executor continues for a long 
period, the executor becomes in fact a trustee and his transfers 
then become subject to the rules governing trustees.31 The 
Corporation must then refuse the transfer of stock unless the 
executor brings satisfactory evidence of his right to make such 
transfer. 


*6 See 2 Wills, Estates and Trusts by T. Conyngton et al., PP. 539, 540. 

*7 Wooten v. Railroad, 128 N. C. 119 (1901); Marbury, Trustee v. Ehlen, 72 Md. 206 
(1890). : 
°8 London, Paris & Am. Bank v. Aronstein, 117 Fed. Rep. 601 (1902). 

*®1 Cook on Corp., § 329; London, Paris & Arm. Bank v. Aronstein, 117 Fed. Rep. 601 
(1902); Chester Co., etc., Co. v. Securities Co., 165 App. Div. (N. Y.) 329 (1914). 

% Bohlen’s Estate, 75 Pa. St. 304 (1874); Tunis v. Pass. R. R. Co., 149 Pa. St. 70 (1892); 
10 Cyc., p. 594. ? 

31 Peck Baek 16 R. I. 710 (1890); 2 Cook on Corp., § 308. 
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e§ 375. Transfers to and by Trustees 


The corporate officials must refuse the transfers of a trustee 
unless his authority is clearly established. His appointment 
must be in writing and expressly authorize the sale or transfer 
of stock. If such instrument exists in due form, duly certified, 
the trustee may compel transfers by the corporation when the 
certificates of stock are duly assigned by him in his representative 
capacity. 

The corporation is responsible if it permits any transfer by 
a trustee not authorized by the trust instrument.’ If there is 
more than one trustee, all must sign the transfer.*4 Trustees 
appointed by court should show a copy of the court appointment. 

Before stock is purchased from a trustee—provided the cer- 
tificates of stock indicate that he is a trustee—the purchaser 
should ascertain whether the trustee is authorized to make the 
sale.35 “‘A certificate for shares of stock running to ‘A. B., 
Trustee,’ or to ‘A. B. in trust,’ without disclosing the names 
of the beneficiaries or the particulars of the trust, is notice to 
a purchaser of shares that ‘A. B.’ does not hold them in his own 
right, but as a trustee.’’6 

When transfers are made to a trustee, his representative 
capacity should be clearly indicated by reference in the certifi- 
cate to the will or other instrument under which the trusteeship 
was created,37 and the name of the beneficiary should be men- 
tioned when possible; thus, ‘John Hayden, Trustee for Howard 
Waller under the will of Horace Waller.” 


§ 376. Transfers to and by Minors 


A corporation may refuse to transfer stock to a minor as he 
is incapable of assuming the obligations of a stockholder.ss 


® Bird v. Chicago, etc., R. R., 137 Mass. 428 (1884). 

33 Marbury, Trustee, v. Ehlen et al., 72 Md. 206 (1890); Geyser-Marion Gold-Min. Co. v. 
Stark, 106 Fed. Rep. 558 (1901). 
; : Bohlen’s Estate, 75 Pa. St. 304, 312 (1874); Oliver v. Governor & Co., 86 L. T. Rep. 248 
1902). 

% First National Bank v. National Broadway Bank, 156 N. Y. 459 (1898); Shaw v. 
Spencer et al., 100 Mass. 382 (1868). 

8 Gerard v. McCormick, 130 N. Y. 261 (1891). 

87 Geyser-Marion Gold-Min. Co. v. Stark, 106 Fed. Rep. 558 (1901). 

88 2 Cook on Corp., § 396. 
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In case such a transfer is made, the liability of the transferrer 
as a stockholder of the corporation continues until the minor 
becomes of age and ratifies the transfer.39 Minors may receive 
and hold stock in their own names but cannot transfer stock 
so held. Assignments should therefore be made to their guar- 
dians in the following form: “Alfred Carr (minor) under guar- 
dianship of Henry B. Boerum.” 

A minor is himself unable to make a legal transfer of stock 
even though the stock is held in his name, and the corporation 
renders itself liable for any resulting damages if it records such 
transfer. The only legal method of transferring a minor’s stock 
is therefore by assignment executed by a duly appointed guar- 
dian.40 


§ 377. Transfers to and by Guardians 


Certificates for stock owned by minors or other persons not 
competent to contract should properly be issued in the name 
of the trustee or guardian of such person. In most states parties 
not competent to contract cannot transfer stock, and therefore 
all transfers of stock belonging to such persons must be made 
by their legally appointed trustees or guardians. 

Usually the statutes require the guardian of a minor to be 
specially authorized by order of a proper court before he may 
sell stock belonging to his ward, and the corporation cannot 
safely record a transfer of a minor’s stock though made by his 
guardian until it ascertains the existence of such authority.1 
The guardian should thereforé secure proper authority and file 
a certified copy thereof with the secretary of the corporation 
before or at the time the transfer is made. 

When no statutes regulate the sale of stock by guardians, a 
guardian may freely transfer stock without any special court 
authorization,” though in this case it is safer for him to obtain 


39 Foster v. Wilson et al., 75 Fed. Rep. 797 (1896). 

40 Smith v. Baker, 42 Hun (N. Y.) 504 (1886); White v. New Bedford, etc., Corp., 178 
Mass. 20 (1901). 

4l Atkinson v. Atkinson, 90 Mass. 15 (1864); O’Herron v. Gray, 168 Mass, 573 (1897). 

# Lamar v, Micou, 112 U. S. 452 (1884). 
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authority from the court as a measure of self-protection. A 
guardian has no authority to pledge stock. 


§ 378. Transfers to and by Corporations 


Under the common law, one corporation cannot hold stock 
in another.44 In a number of states, however, corporations are 
by statute expressly authorized to hold stock of other corpora- 
tions, or may be so authorized by inclusion of the power in their 
charters. Even where this is not the case, the general rule has 
been relaxed, and it may now be said in general that a corpora- 
tion may become a stockholder in another corporation wherever 
the stock is acquired in pursuance of a legitimate purpose of 
its creation.4s Hence an investment company, an insurance 
company, a trust company, and others of similar character, 
may properly invest in and hold the stock of other corporations. 
Also corporations may acquire stock by foreclosure proceedings 
or may take it in order to escape loss, as for instance, in settle- 
ment of a debt.46 Also corporations are not uncommon in the 
present day, which are expressly authorized to hold stock in 
other corporations and have been organized for this purpose.‘7 
~ In all cases where the corporation properly holds stock, it 
has all the rights of a stockholder as to such stock, including the 
right to receive dividends and to have its representatives vote 
and, when duly elected, act as directors or officers of the cor- 
poration by which the stock was issued.‘ 

As a rule a corporation may buy its own stock with its sur- 
plus profits, if not prohibited by statute and if all its stock- 
holders acquiesce.49 It may not, however, do so except from 
surplus profits—unless expressly authorized thereto by statute—: 

43 O’Herron vy. Gray, 168 Mass. 573 (1807 


: ). 
_*4 People v, Chicago Gas Trust Co., 130 Ill. 268 (1889); De La Vergne Co. v. German 
Savings Inst., 175 U.S. 40 (1899). 


¢ Geese v. Robinson, 55 Md. 419 (1880); Layng v. A. French Spring Co., 149 Pa. St. 
308 (1892). 
46 Robotham v. Prudential Ins. Co., 53 Atl. Rep. (N. J.) 842 (1903). 
Ser oe LVII, cae Companies.” - ie wou 
amden, etc., R. R. Co. v. Elkins, 37 N. J. Eq. 273 (1883); Rogers v. Nashville, etc., 
Ry. Co., 91 Fed. Rep. 299 (1898); Windmuller v. Standard Distilling, etc., Co., 114 Fed. Reb 
491 (1902); Oelbermann v. New York, etc., R. Co., 77 Hun 332 (1894). 
49 See 1 Cook on Corp., § 311; Lowe v. Pioneer Threshing Co,, 70 Fed. Rep. 646 (1895). 
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since such procedure impairs and practically amounts to an 
illegal reduction of its capital stock.50 

Transfers of stock held by associations, societies, or cor- 
porations must be made under the corporate seal by the duly 
authorized officers, and must be accompanied by a properly 
certified copy of the resolution or by-law authorizing the trans- 
fer. The certificate of authority should include a ‘designation 
and statement of the due election of the officers who are to act. 
Occasionally transfer agents or officers require an exemplified 
copy of the minutes or by-laws of the organization ‘before they 
will register such a transfer. 

When stock is acquired by an association or society not 
incorporated, it is usually placed in the hands of trustees. 


§ 379. When Stock of Another Corporation Is Acquired 


When stock of another corporation is acquired by a cor- 
poration authorized to hold such stock, the assignment may 
run direct to the corporation or to its treasurer or to a trustee 
for the corporation, though if the stock actually and unreservedly * 
belongs to the corporation, there is no reason why it should not ° 
be held in the corporate name. The certificates for such stock, 
assigned in blank or assigned direct to the corporation—or the 
_ treasurer or a trustee if desired—are turned over to the treas- 
urer or other designated officer of the transferee corporation, 
who presents the certificates for reissue, the new certificates 
being taken in the name of the transferee as indicated by the 
completed assignments on the back of the certificates. 


§ 380. When Stock of Another Corporation Is Sold 


When stock of another corporation is held in the corporate 
name and is to be transferred, the corporate signature is affixed 
to the assignment by the duly authorized officer or officers of 
the assigning corporation. The corporation which issued the 
Stock, before registering the transfer on its books, may and 


50 McGill v. Underwood, 161 App. Div. (N. Y.) 30, 32 (1914). 
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should require proper evidence that these officers were properly 
empowered to affix the corporate signature. This proof is best 
supplied in the form of a certified copy of the resolution whereby 
the transfer of the stock was authorized. 

The procedure is much the same where stock is held in the 
name of the treasurer or a trustee for the corporation. save as 
to the signature to the assignment. 


§ 381. Transfers to and by Partnerships 


A partnership may deal in stock as freely as may individuals, 
and if it is a trading partnership, i.e., a partnership formed for 
the purpose of buying, selling, or manufacturing,*! any member 
of the firm may sign the partnership name to a transfer of stock 
if this stock is held in the firm name. 

The signatures of the individual partners to the assignment 
are not necessary, the firm name affixed by one of the partners 
being legally sufficient. The corporation may require evidence, 
when necessary, of the assigning partner’s membership in the 
firm. 

If stock is issued to the partners as individuals, as “To John 
Gray and Henry H. Harriman,” they are tenants in common 
and both the individuals named must join in any transfer. The 
same is true when the stock is held in the firm name if the 
partnership is not a trading partnership. Thus, if stock is held 
by a professional firm, even though in the firm name, the part- 
ners must sign their individual names to the transfer. In the 
absence of objection, any partner may vote on stock held in 
the firm name, but in case of disagreement the stock cannot be 
voted.53 

One joint owner cannot sell or vote stock standing in the 
names of two or more if the other objects, but each name must 
be signed to its assignment or to a proxy.54 


51 Lee v. Bank, 45 Kan. 8 (1800); 11 L. R. A. 238. 

® Comstock v, Buchanan, 57 Barb. 127 (1864). 

83 Matter of Pioneer Paper Co., 36 How. Pr. 111 (1865). 

@ Tunis v. R. R. Co., 149 Pa. St. 70 (1892); s.c., 15 L. R. A. 665. 
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§ 382. Summary of Rules Regulating Transfers 


The following rules regulating transfers of stock are those 
recognized by the trust companies of New York City and are 
given here as a very clear, concise summary of the general laws 
governing the subject. 

1. The assignment of a certificate should be executed by 
the stockholder personally or by duly authorized attorney. Jn 
the latter case the assigned certificate should be presented to 
the transfer officials accompanied by the power of attorney 
under which the party acts, and the original or a notarial copy 
of this power should be left on file. Authority to transfer stock 
should appear in the power of attorney and, if necessary, the 
authenticity of the signature and the fact that the instrument 
is still in force must be proved. 

2. The signature must be witnessed and must correspond 
with the name as written on the face of the certificate. Signa- 
tures unknown to the transfer agent should be guaranteed by 
some bank official or acknowledged before a notary public. 

3. The name and full post-office address of the transferee 
should be given in full without abbreviation of any kind. The 
space for the name of the attorney should be left blank. (The 
_ address of the transferee is not entered in the assignment form 
but may be noted on the certificate or be furnished on a slip 
attached to the certificate.) 

4. The full first name of the transferee should be given. 
If the transferee is a woman, the prefix “Mrs.” or “Miss” should 
be used. No other prefixes and no suffixes should be used. 

5. In transferring to a married woman, use her full Christian 
name—not that of her husband. 

6. In case a new certificate is required because of change of 
name by marriage, the old certificate should be signed “(Mrs.) 
Henrietta F. Bowen, formerly (Miss) Henrietta F. Francisco,” 
while in the space for the name of transferee should be placed 
the name “‘(Mrs.) Henrietta F. Bowen.” 

7. Agents, attorneys, executors, administrators, guardians, 
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or trustees should not transfer stock to themselves directly, ie., 
as individuals. 

_8. Transfers to a minor should give the guardian’s name; 
thus, “Frederick McAllison (a minor) under guardianship of 
John J. McCall.” Transfers to minors should be avoided if 
possible. Transfers from a minor can be made only by a guar- 
dian appointed by the proper court, who must exhibit a duly 
certified copy of appointment. 

9. A transfer by an administrator must be within his au- 
thority as evidenced by a copy of his appointment certified by 
the proper probate authorities. 

ro. A transfer by an executor must be accompanied by a 
copy of the will and appo'ntment, both certified by the probate 
authorities. The will is returned after inspection. 

11. Transfers should not be made to a trustee, agent, or 
attorney who is not appointed by an instrument in writing. 
If properly appointed, the transfer must describe the trust by 
reference to the will or other instrument creating it. 

12. In transfers by trustees—when more than one—all must 
sign and the transfer must be accompanied by a properly cer- 
tified copy of the instrument which authorizes the trustees to 
sell or transfer such stock. 

13. In transferring to a society or institution, evidence 
should be required, if necessary, that it has power to hold and 
transfer stock. 

14. Transfers by associations, societies, or corporations must 
be executed by duly authorized officers under seal of the organi- 
zation, and must be accompanied by a certified copy of the 
authorizing resolution or by-law. 


The regulations also prescribe generally that prompt notice 
of any change of address of a stockholder, stating the company 
in which the stock is held, should be sent to the transfer agent 
for record, and that lost certificates should be reported to the 
transfer agent as soon as the loss is discovered, with full descrip- 
tion of the missing certificate. 


CHAPTER XLI 
STOCK TRANSFER TAXES; CORPORATE TAXES 


Stock TRANSFER TAXES 


§ 383. State Laws 


New York State was the first state to impose a stock transfer 
tax,! and has been followed by Pennsylvania? and Massachusetts.? 
In the three states the acts imposing the tax and the regulations 
for their enforcement are substantially uniform. Under each 
act transfers of stock of all domestic corporations and of all 
foreign corporations having transfer agencies within the state are 
taxable at the rate of two cents on each $100 of par value or 
fraction thereof. Many corporations of other states have 
transfer offices in New York, Boston, or Philadelphia. For this 
reason and for the further reason that other states may be ex- 
pected to adopt similar legislation, it seems not out of place to 
summarize the laws and regulations in connection with the gen- 
eral topic of stock transfer. 


§ 384. Duties and Penalties 


It is the duty of the secretary or other officer of the corpora- 
tion in charge of the stock certificate book, to see in each in- 
stance, before issuing a new certificate, that all requirements of 
law have been complied with. In the case of the stamp transfer 
tax, this requires that he see that the proper stamps have been 
affixed and canceled and that a record of transfers be kept in such 
form as the law requires. In the case of the inheritance tax, the 
requirements differ under the statutes of the different states; the 


1N. Y. L. 1905, Ch. 241. 
2Pa., Act of June 4, 1915, P. L. 828. 
3 Mass., Gen. Acts, 1915, Ch. 238. 
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most usual provision forbidding the transfer until the inheritance 
tax has been paid or a waiver obtained from the state official 
charged with the collection of the tax. The corporation is in 
all cases made liable to a penalty if the requirements of the law 
are not complied with. 


§ 385. General Rulings as to the State Tax 


Practically identical sets of rulings governing the collection 
of the tax have been adopted in each state. These rulings are 
in substance as follows: 


1. The statute does not apply to the original issue of stock. 

2. The transfer to and from voting trustees is taxable, also 
the transfer of voting trust certificates. 

3. The mere surrender of a certificate of stock for reissue in 
smaller denominations is not taxable; but if reissued in part to 
the original owner and in part to a third party, it is taxable to 
the extent of the transfer to the third party. 

4. Likewise the mere surrender of a certificate of stock held 
by a deceased person for issuance in the name of his executor or 
administrator is not taxable; but all transfers made by the 
latter, whether to trustees, legatees, or other persons, are taxable. 

5. While the law has no extra-territorial operation, neverthe- 
less where it appears that-the transfer of the stock on the cor- 
porate books within the state is essential to render the transfer 
effectual, it subjects it to a tax although in all other respects 
made without the state. 

6. It is the duty of the person making or effectuating the 
sale or transfer to pay the required tax by procuring, affixing, 
and canceling the stamps, except that where a sale or transfer 
is shown only by the books of the corporation, the person making 
the sale must secure, and the corporation affix, the stamps to its 
books and cancel them. 

7. Where the sale or transfer is effected by the delivery or 
transfer of a certificate, the stamp must be placed upon the sur- 
rendered certificate. 
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8. Under no circumstances may a stamp erroneously at- 
tached to a certificate or memorandum be removed. 


Other rulings dealing with the form of records to be kept and 
like matters vary slightly in each state. 


§ 386. Federal Stamp Law‘ 


The federal law imposes on an original issue a stamp tax of 
5 cents on each $100 of par value; and on all sales agreements to 
sell, or memoranda of sales, or deliveries of, or transfer of title 
to, shares or certificates of stock, a stamp tax of 2 cents on each 
$100 of par value or fraction thereof. This applies all over the 
United States. 

The law as to shares without par value reads as follows as 
to original issues: 


Provided, That where a certificate is issued without face value, 
the tax shall be 5 cents per share, unless the actual value is in excess 
of $100 per share, in which case the tax shall be 5 cents on each $100 
of actual value or fraction thereof, or unless the actual value is less 
than $100 per share, in which case the tax shall be 1 cent on each 
$20 of actual value, or fraction thereof. 


And as to transfers: 


. where such shares are without par or face value, the tax 
shall be 2 cents on the transfer or sale or agreement to sell on each 
share. 


If a single $25 certificate of par-value stock were issued, the 
stamp tax on its original issue would be 5 cents, the transfer 
stamp on any later sale or transfer would be 2 cents. If the par 
value of the share were $175, it would require ro cents on original 
issue and 4 cents on a transfer. If the certificate were for eight 
shares aggregating $200, the tax would be 10 cents on original 
issue and 4 cents on a transfer. 

In the case of no-par-value shares each certificate would 


4Revenue Act of 1921, Title XI, Sec. 1107, Schedule A, “Stamp Taxes.” 
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require 5 cents in stamps for each original issue, unless the 
actual value of each share were over $100, in which case on 
original issue 5 cents would be required for each $100 or fraction 
thereof; or unless the actual value of each share were less than 
$100, in which case the tax would be 1 cent on each $20 of actual 
value or fraction thereof. That is, a certificate representing 
no-par-value shares of the actual value of $520 would require 
30 cents in stamps, while one of the value of $25 would require 
2 cents. 

For transfers of no-par-value shares a uniform rate of 2 
cents on each share is imposed. 

The stamps representing the tax imposed shall be attached 
to the stock books and not to the certificates issued. 


§ 387. Penalties under Federal Stamp Law 


Anyone liable to pay the federal stamp tax on sales or trans- 
fers of capital stock, who makes any sale or delivery of stock 
without the proper stamps being affixed, is guilty of a misde- 
meanor punishable by a fine of not more than $1,000, or by 
imprisonment for not more than six months, or both. 


CORPORATE TAXES‘ 
§ 388. Capital Stock (Excise) Tax 
It is provided in the Federal Revenue Act of 1921 that: 


1. Every domestic corporation shall pay annually a special 
excise tax with respect to carrying on or doing business, equivalent 
to $1 for each $1,000 of so much of the fair average value of its 
capital stock for the preceding year ending June 30 as is in excess 
of $5,000. In estimating the value of capital stock the surplus and 
undivided profits shall be included; 

2. Every foreign corporation shall pay annually a special excise 
tax with respect to carrying on or doing business in the United 
States, equivalent to $1 for each $1,000 of the average amount of 
capital employed in the transaction of its business in the United 
States during the preceding year ending June thirtieth. 


e Montgomery on Income Tax Proc. (1922); i 4 i 
Che. ad aut are fo) (1922); also Seligman’s Essays on Taxation. 


Ch. 41] CORPORATE TAXES 331 


This tax applies to all corporations carrying on business for 
profit, and not to the enumerated corporations exempt from 
paying an income tax. It applies to all corporations and also 
to all associations for profit, and having a capital stock divided 
into shares 

It is to be noted that the tax is not on the par value, but on 
the “fair average value.” To enable the Commissioner of 
Internal Revenue to estimate the fair average value, in cases 
of possible undervaluation, corporations are required to file 
three exhibits: 


A. Condensed balance sheet. 
B. Quotations or outside sales prices for past year. 
C. The annual income for a period of five preceding years. 


It is expected that the return should give as the fair average 
value the greatest value shown by any of the exhibits. This ° 
return must be filed during July of each year and is an excise tax 
to be paid in advance for the privilege of doing business for the 
year to come. 

The failure to make return in July to the Commissioner of 
Internal Revenue, unless good reason is shown, may add 
25% to the amount of the tax. If a false or fraudulent return 
is made, the Commissioner shall add 50% to the amount. 


§ 389. Income Tax 


All business and manufacturing and public utility corpora- 
tions in business for profit are subject to the income tax levied 
by the general government. Under the law as amended in 1921, 
each corporation shall pay a tax of 10% of the net income subject 
to tax for 1921, and 1244% for 1922 and thereafter. In addition 
to this, each corporation up to January 1, 1922, was subject to 
the excess profits tax which is considered in the next section. 

Every corporation shall make a return before March 15 of 
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each year, itemizing its gross income and the allowable deduc- 
tions and credits. Corporations whose annual net income is 
below the $2,000 exemption are nevertheless required to make 
returns. 

The blanks for returns are furnished by the collector in each 
revenue district. To make out the return for a corporation 
of any size is a task requiring no small measure of legal and 
accounting skill. Asa matter of fact the effect of the income and 
excess profits taxes has been to develop a new professional man, 
the tax expert. It has also developed many pretenders, who 
assume a skill in evading taxes that they do not possess. Tax 
returns should be honest returns, but every man is entitled to 
every exemption the law allows and also to shape his business 
so as to reduce his tax liability to the minimum. 


§ 390. Excess Profits Tax 


Behind the excess profits tax was the idea that those corpora- 
tions that earned excessive profits should also pay taxes in 
larger measure. The excess profits tax is to be computed and 
deducted from corporate income before the normal tax is com- 
puted. 

Corporations having net incomes of less than $3,000 are 
exempt from payment of excess profits taxes. 

To find the income subject to the excess profits tax, the net 
income is taken before the credits allowed for the income tax 
are deducted, and from this is deducted: 


1. $3,000, a specific deduction. 
2. 8% of the invested capital. 


The rate of the excess profits tax is 20% of the amount of 
the net income in excess of the two deductions “and not in 
excess of 20 per centum of the invested capital, and 40 per 
centum of the amount of the net income in excess of 20 per 
centum of the invested capital.” 

This tax ceases with the year 1921, i.e., is applicable to 1921 
income but not to income arising in 1922. 
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§ 391. Local Property Taxes 


In every state the taxes on all property, both real and per- 
sonal, affect property in corporate possession, exactly as they 
affect the property of individuals or firms. A foreign corpora- 
tion doing business in a state must pay taxes on any property 
held for its purposes. 

Each state has its own system of reporting property for tax- 
ation and assessing taxes, and corporations have only to ascer- 
tain what is the local system and comply with the requirements. 
It may be necessary also to pay both city and county taxes. 

In those states where a license is required for some or all 
businesses before commencing operations, a corporation must 
comply with the law. In New York business corporations 
paying a state income tax are exempt from the local tax on 
personal property. 


§ 392. State Franchise Taxes 


Franchise or license taxes are annual payments required to 
be made by corporations, for the privilege of doing business under 
the corporate form in the particular state. In Michigan and a 
few other states there are no franchise taxes. 

This kind of taxation varies greatly in amount. In Penn- 
sylvania it is 4 of 1% on actual values. In New York it took 
the form of a stock tax imposed in a complex plan on dividends 
or on the appraised value of the stock issued and outstanding, 
but this is for most corporations merged into the state income 
tax. In California it is 1.2% on actual values. In Missouri 
it is 1%. In Iowa it is $1. 

In taxing no-par-value stock or in levying a franchise tax 
on a corporation with no-par-value stock, the usual rule is to 
consider each share as worth $100. 

In Colorado, for the organization and license tax, no-par 
shares are deemed to be of the par value of $1. The rule in 
Michigan is that the value is to be at least $1, or the sale value 
fixed by the corporation, or the book value. 
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In many of the states corporations engaged in mining or 
manufacturing in the state are exempt from the payment of any 
license fee or franchise tax. Sometimes it is specified that more 
than 50% of the capital must be so used to secure exemption from 
franchise tax. 


§ 393. State Income Taxes 


Onlv a few states have imposed an income tax on corporations 
asyet. It yields a large revenue, and is likely to become general. 

In New York the income tax is 444% on the net corporate 
income. After January 1, 1922, the federal tax on corporate 
incomes will be 1214%, so that corporations doing business in 
New York will pay 17% income tax. 

In New York the net income on which the income tax is 
calculated “‘is presumably the same as the entire net income upon 
which such corporation is required to pay a tax to the United 
States.” 

In Massachusetts the excise taxes are moderate, but in 
addition there is a tax of 2'4% of that part of its net in- 
come derived from business carried on within the commonwealth. 
As in New York, the income report made to the federal govern- 
ment is taken as the basis of taxation. 

The Massachusetts law is comprehensive and provides for 
many details of procedure. The tax paid is divided, the state 
government retaining one-sixth, and the remaining five-sixth 
being distributed among the cities and towns in which the cor- 
poration maintains offices, stores, or factories. 

A foreign corporation doing business in Massachusetts pays 
the same rate of excise and income taxes on that portion of its 
capital employed in the state as is levied on domestic corporations. 

In North Carolina an income tax is laid of 3% on the total 
net income of domestic corporations. Foreign corporations 
are taxed proportionately at the same rate on the business done 
or property held in the state. In some other states corpora- 
tions are compelled to pay income taxes. 


Part [X—Meetings and Records 


CHAPTER XLII 
ANNUAL MEETING OF STOCKHOLDERS 


§ 394. The Annual Meeting 


The annual meeting of stockholders is prescribed by statute 
in most states, and elsewhere is required by the charter or by- 
laws of the corporation. It is the only usual regular meeting of 
stockholders. If other meetings are necessary, they are 
“special meetings” and called as required. 

Stockholders’ meetings must be held within the state of in- 
corporation. In many states the statutes so provide. Else- 
where it is a matter of common law,! save in some few instances, 
as in Delaware, West Virginia, and South Dakota, where the 
statutes expressly provide that stockholders’ meetings may be 
held out of the state. The principal office of the company 
within the state is the customary and most appropriate place 
for stockholders’ meetings and in many states is the place 
designated by statute. 

The by-laws usually prescribe the details of the annual 
meeting, such as the time and place, the notice required, the 
number necessary to constitute a quorum, the time of closing 
books, the officers of the meeting, and the order of business. 
by-law provisions also usually regulate the use of proxies, 
method of casting votes, and the employment of inspectors or 
tellers at elections of directors. 

Whenever there is any probability of the proceedings of the 


1 Ormsby vy. Vermont Mining Co., 56 N. Y. 623 (1874). 
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annual meeting being attacked, or when there are any dispute, 
or differences of opinion among the stockholders of a corporations 
every formality in connection with the annual meeting should 
be carefully observed. Under other circumstances such close 
observance, though always advisable, is not so essential. If 
the proceedings are characterized by good faith and are a fair 
expression of the sense of those present, ‘‘mere irregularities in 
the manner of conducting the business are immaterial.’’ 


§ 395. Closing Transfer Books 


The corporate calendar? should show the exact date prior 
to the annual meeting on which the transfer books are to be 
closed to transfers. ~The object of thus closing the books is to 
obviate any uncertainty as to who is entitled to receive notice 
of and to vote at the annual meeting. 


§ 396. Notice of Annual Meeting 


Notice of the annual meeting is usually prescribed by the 
by-laws and in some few states is required by statute. Such 
notice is not, however, of the same vital importance as in the 
case of special meetings, since the time and place of the annual 
meeting are specified in the by-laws and are supposed to be 
familiar to the stockholders. For this reason failure to send 
out notice of its time and place as required by the by-laws, 
while a very serious breach of duty on the part of the secretary 
is not ordinarily held to invalidate the proceedings of the meet- 
ing, save as to any unusual or specially important business 
considered thereat. Where notice is prescribed by statute, 
however, the provision of the statute must be complied with 
unless waived by all the stockholders. 

The notice of the annual meeting should specify not only its 
time and place, but also its objects. This is not always legally 


22 Cook on Corp., § 606. 
3 See Book IV Form 267. 
a) Pinte, Phau he — gears regen BAN 385 one Sampson v. Steam Mill, 36 Me. 
78 (1853); Morrill v. Little Falls Mfg. Co., 53 Minn, 371 (1893). For forms of notice, see Book 
IV Ch, XN “Notices of Meetings,” Bo, 
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necessary but is an advisable precaution, particularly when busi- 
ness of special importance is to be considered thereat. ‘Where 
unusual business is to be transacted, even at a regular meeting, 
the notice of that meeting should state the unusual business.’’s 
In Pennsylvania it has even been held that important amend- 
ments of the by-laws cannot be legally effected at the annual 
meeting unless previously notified to the stockholders.¢ In the 
larger corporations the by-laws frequently provide specifically 
that any failure or irregularity in the notice of the annual meet- 
ing shall not affect its validity or the validity of any of its pro- 
ceedings. 

Written notice of the annual meeting mailed to the stock- 
holders of record is usually prescribed. This notice should be 
signed with the official signature of the secretary or other cor- 
porate officer authorized thereto,7 and should be mailed, postage 
paid, on the date specified in the by-laws—which ranges widely 
from 5 to 60 days or more before the date of the meeting—to the 
address of each stockholder as shown by the books of the com- 
pany. A copy of the notice with date of sending indorsed 
thereon, should be preserved by the secretary as evidence that 
proper notice of the meeting has been given. 

Publication of the notice of an annual meeting is in some 
states required by statute, and in all states is customary among 
the larger corporations. It is, however, a most uncertain and 
inadequate method of notification and should be used only in 
connection with notice by mail. Copies of the papers in which 
the publication notice appears should be preserved by the 
secretary as proof of due publication; or if preferred, a copy of 
the notice may be made and an affidavit of the publisher or of 
the secretary certifying to its due publication be attached.s 

The notice of the annual meeting usually states the dates 

for the closing and reopening of the transfer books. 


§ 2 Cook on Corp., § 595. 

6 Bagley v. Reno, 201 Pa. St. 78 (1902). 

7 Johnson v. Jones 23 N. J. Eq. 216 (1872). 
8 See Book IV, Forms 121-124. 
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§ 397. Preparations for Annual Meeting 


It is the secretary’s duty to see that all stationery, blanks, 
and materials and any of the corporate books or documents in 
his keeping that may be needed at the meeting are at hand or 
readily accessible at the proper time. His preparations will also 
usually include: 

1. ORDER OF BustNEss.—Unless the presiding officer is very 
familiar with the regular order of business as given in the by- 
laws of the company, a copy should be prepared by the secretary 
in convenient form for reference and be handed to the chairman 
at or before the time he takes charge of the meeting.9 

The object of the formal order of business is to insure the 
systematic and orderly conduct of meetings and of the business 
of such meetings. The order prescribed is, however, directory, 
not mandatory as are most of the by-law regulations, and may 
therefore be suspended at any meeting in whole or in part, 
either by a majority vote of those present or by their mere 
assent.10 

2. List oF STOCKHOLDERS.—Under the laws of New Jersey 
and some other states, an alphabetical list of the stockholders 
entitled to vote at the annual meeting must be prepared by the 
secretary, be presented at the meeting, and be kept there for 
the inspection of any stockholder. The requirement is a reason- 
able one, and a similar list will be found a convenience in any 
state. Its preparation is frequently made a by-law requirement. 

This list of stockholders is made out from the stock books 
after they are closed to transfers, and gives the names and 
addresses of the stockholders and the amount of stock held by 
each. It must be remembered, however, that the company’s 
stock books are the final authority in any such matters and 
should be at hand for reference in case the accuracy of the list is 
impugned." 


9 See Book IV, Form 65 (by-laws, Art. II, § 6); also Form 66 (by-laws, Art. II, § 9). 
10 Matter of Wheeler, 2 Abb. Pr. (N. S.) 361 (1866); Matter of Mohawk, etc., R. R. Co. 
19 Wend. 135 (1838). 


n Johnston vy. Jones, 23 N. J. Eq. 216 (1872); Downing v. Potts, 23 N. J. L. 66 (1851). 


, 
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In the smaller corporations the secretary will in addition 
find an alphabetical list of the stockholders of much convenience 
for his own use. This list should be arranged with columns in 
which may be noted those present in person or by proxy, those 
absent, and the amount of stock held by each.1? 

3. OUTLINE Minutes.—These will be found convenient for 
the use of the secretary. Properly prepared, they cover all 
routine business, so that a few short pencil notes will usually 
dispose of these matters, leaving the secretary free to attend to 
any new or special business that may demand his services.1 


§ 398. Officers of Meetings 


No fixed rule prevails as to officers of stockholders’ meetings. 
The regular officers of the company usually serve, but not unless 
authorized thereto by the charter or by-laws. If no such pro- 
vision exists, the stockholders elect or appoint the officers of 
their own meetings. As a rule, the secretary so appointed 
should be the secretary of the company. To appoint a secretary 
not familiar with the records, the personnel, and the general 
condition of the company, is apt to cause delay and confusion 
and is but seldom advisable. 

When the regular officers are designated, the president will 
take charge of the meeting as a matter of course, or in his absence 
the vice-president takes the chair. If both are absent, the 
treasurer might act as presiding officer. If the treasurer is also 
absent, the secretary might very properly ask someone present 
to call the meeting to order, who will then preside until a more 
permanent chairman is selected, or the secretary might act 
temporarily himself. If so, he should not preside longer than is 
necessary for the appointment of a chairman. He cannot act 
as president and secretary at the same time, and his more 
important duty is to record the proceedings of the meeting. In 
the absence of all the regular officers from the meeting, the 


122 See Book IV, Form 160. 
13 See Book IV, Form 161. 
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stockholders appoint a chairman and a secretary pro tem, who 
serve for that meeting. 


§ 399. Opening the Meeting 


Usually, as stated, the by-laws provide that the president 
and secretary of the company shall officiate at stockholders’ 
meetings. In such case, at the appointed time and place the 
president, or in his absence the next ranking officer present, 
requests the meeting to come to order; and the secretary, if he 
has not already done so, furnishes the presiding officer with a 
copy of the order of business and presents a list of the stock- 
holders of the company which remains open during the meeting 
for the inspection of those present. 


§ 400. Roll-Call 


In the smaller corporations, the presiding officer after calling 
the meeting to order requests the secretary to call the roll. 
Practice varies as to the precise manner of roll-call. Usually 
the secretary employs an alphabetical list prepared for the pur- 
pose and, calling the names if he is not personally acquainted 
with all the stockholders, notes thereon those present either in 
person or by proxy, and any absentees.14 

In the larger corporations this plan is not practicable. When 
the list of stockholders runs far up in the hundreds or thousands, 
an actual call of roll is obviously impossible. Instead, the chair- 
man first requests the stockholders present in person to report 
to the secretary. As each reports, reference is made to the secre- 
tary’s list of stockholders, and if the person reporting is found 
thereon, his name and the amount of stock he holds are recorded. 
The chairman then calls for those who represent stockholders 
by proxy. These also report, each giving the name of the 
stockholder and the number of shares he represents, handing in 
his proxy or, after exhibiting the original, a certified copy thereof, 
as evidence of his right to vote. The statements are verified 
"MW See Book IV, Form 160. 
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in each case, and the names of both principal and proxy and the 
stock represented are duly noted. In this way the number of 
shares represented and entitled to vote at the meeting is arrived 
at accurately and expeditiously. 

After the secretary has completed the roll-call or annotation 
of stockholders present, he announces to the chairman the total 
number of shares outstanding entitled to vote, the number neces- 
sary to constitute a quorum, the number represented at the 
meeting, in person and by proxy, and, if such is the fact, that 
they constitute a quorum. 

If a quorum is present, the presiding officer announces the 
fact and states that the meeting will proceed to business. If a 
quorum is not present and no other stockholders can be secured, 
the meeting may take either one of two courses. It may 
adjourn sine die, which defers the election of directors indefin- 
itely and leaves the existing board to hold over until the next 
annual meeting or until a special meeting is called for the 

election of directors; or the meeting may adjourn from day to 
day or, if the charter or by-laws so permit, to any desired future 
date, when if a quorum is secured the meeting may be held. 

The important point to be determined at roll-call is the 
amount of stock represented, The number of persons present 
is immaterial. One man, by stock ownership or proxies, or by 
both, might represent the entire outstanding stock of the com- 
pany, and such meeting, if properly conducted, is legal in this 
country.15 In England it has been held that one person cannot 
hold a meeting.16 In either country, however, the party in con- 
trol could avoid all question and satisfy every requirement by 
giving proxies for one or more shares of stock to convenient 
parties thus qualified to participate with him in the meeting. 


§ 401. Proxies 


A proxy is a special power of attorney executed by a stock- 
holder of the corporation and authorizing some specified person 


16 Morrill v. Little Falls Mfg. Co., 53 Minn. 371 (1893); see note 21 L. R.A. 174. 
16 Sharp v. Dawes, 2 Q. B. D. 26 (1876); In re Sanitary Carbon Co., 12 W. N. 223 (1877). 
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to represent him at one or more stockholders’ meetings of that 
corporation. A party who holds and exercises the powers of a 
proxy is said to act asa proxy. Any person competent to act as 
an agent may act as a proxy.!’ 

The right to vote by proxy is not a common law right. It 
cannot therefore be exercised unless conferred either by con- 
stitutional provision as in the case in some states, by statute 
provision as is the case in many states, or otherwise by charter 
or by-law provisions. 

In the majority of states the statutes prescribe that voting 
at stockholders’ meetings may be either in person or by proxy. 
In some states the statutes are merely permissive, allowing 
voting by proxy if provision therefor is made by charter or by- 
laws. Variations or restrictions of the usual right to vote by 
proxy are found in many states. Thus in New Hampshire no 
person may vote as proxy, or as principal and proxy, for shares 
exceeding one-eighth of the whole capital stock. In Maine a 
general power of attorney authorizing the voting of stock is good 
until it expires or is revoked, but a proxy must have been 
executed within thirty days preceding the day of meeting. In 
Pennsylvania a proxy must have been executed within two 
months of the date of meeting; in Massachusetts within six 
months; in New York, California, and Connecticut within 
eleven months; in Minnesota within one year; in New Jersey, 
Delaware, North Carolina, and Porto Rico within three years; 
and in New Mexico within five years. 

The original, or a duplicate or certified copy of every proxy 

should be filed with the secretary of the meeting at which the 
' powers conferred by the proxy are to be exercised, and should 
be preserved by him in case the validity of the meeting or any 
of its proceedings should be questioned. If the proxy is a 
continuing one, it should be filed at the first meeting at which 
its powers are exercised but need not be filed at subsequent 
meetings. 


17 See Book IV, Forms 127-133; also People’s Bank v. Superior Court, Cal. 6 d 
Re Lighthall Mfg. Co., 47 Hun 258 (1888) BeOS alin Piha oc 
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§ 402. Quorum 


A quorum at stockholders’ meetings is the number of shares 
of stock which must be represented—or the number of members 
which must be present—to duly constitute the meeting and 
enable the legal transaction of business. In some of the states 
the statutes provide that at least a majority of the outstanding 
stock must be present in order to constitute a quorum. Else- 
where a similar provision is usually inserted in the charter or 
by-laws of the particular corporation. If no regulating provi- 
sions exist, the common law prevails, under which those present 
at a duly assembled stockholders’ meeting are entitled to act, 
no matter whether they represent a majority of the outstanding 
stock or otherwise. “The law is clear that those stockholders 
who attend a duly called stockholders’ meeting may transact 
the business of that meeting, although a majority in interest or 
in number of the stockholders are not present.’’18 

In the absence of conflicting statutes, the stock necessary to 
constitute a quorum may be fixed at any amount desired. The 
usual and best practice requires a majority of all the outstanding 
stock. A smaller quorum is sometimes prescribed but is not 
always safe. A majority of a legal quorum may always act. 
Hence, if less than a majority constitutes a quorum, it is entirely 
possible that matters of the greatest importance to the cor- 
poration will be decided by less than one-fourth of the outstand- 
ing stock. 

It may be noted that the statutes of a few states—New 
York among them—reaffirm the common law as to a quorum 
in the case of meetings for the election of directors.19 In these 
States the stockholders, meeting at the duly appointed time and 
place for the election of directors, have power to act regardless 
of the amount of stock they represent, that is, whether or no a 
quorum is present.?° 


18 Cook on Corp., § 607; Morrill v. Littie Falls Mfg. Co., 53 Minn. 371 (1893). 
19 Stock Corp. Law (N. Y.), § 25. , i ? 
20 See § mevales Matter of Rapid Transit Ferry, 15 App. Div. (N. Y.) 530 (1897). 
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§ 403. Proof of Notice 


After the presence of a quorum has been ascertained, the 
secretary, in response to a request from the chair, should submit 
proof that due notice of the meeting has been given. For this 
purpose a copy of the notice should be exhibited, with the 
secretary’s certificate as to its due service attached. If greater 
formality is desired, the secretary’s certificate might appear in 
the form of an affidavit. When less formality is deemed suffi- 
cient, the secretary merely presents a copy of the notice with a 
statement that it has been sent out as required by by-laws.2! 

If notice by publication has been given, the secretary should 
exhibit copies of the papers containing the notice, or copies of 
the notice with the affidavit of the publisher or of the secretary 
himself as to its publication. If the formality of an affidavit is 
deemed unnecessary, the secretary’s certification, or even his 
mere statement, as to the facts of publication will usually suffice. 


§ 404. Reading of Minutes 


The presiding officer next calls for the reading of any unap- 
proved minutes. The secretary in response reads the minutes of 
the annual meeting held the preceding year, also the minutes of 
any special meeting or meetings of the stockholders held during 
the year. Occasionally it will happen that the reading of the 
minutes at the preceding annual meeting has been passed or the 
minutes of preceding meetings have not been approved at such 
meeting, and the secretary will then go back still further, pre- 
senting all minutes of stockholders’ meetings that have not been 
read and approved at some succeeding meeting. 

At the close of the reading of each set of minutes or, if pre- 
ferred, at the close of the reading of all unapproved minutes, the 
chairman may announce: “If there are no objections, the 
minutes as read will stand approved”; or a motion may be 
passed that ‘“‘the minutes be approved as read.”’ 


21 See Book IV, Forms 221-223, 
® Gee Book IV, Form 168, 
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If errors are discovered, the minutes may be corrected at once 
or when the reading of the particular minutes is concluded, or 
at any time previous to their approval. If the errors are obvious 
or immaterial, the presiding officer may, in the absence of 
objection, merely direct the secretary to make the corrections. 
ff there is any question as to an alleged error or if the matters 
are important, the correction of the minutes is best effected by 
motion. If the motion prevails, the minutes must be amended 
accordingly and are then “approved as corrected,” usually by 
order of the president or chairman; otherwise by formal motion. 

The minutes of an annual or special meeting cannot be 
approved at a special meeting of stockholders unless so specified 
in the call for such meeting. Minutes of a directors’ meeting 
are never read at a stockholders’ meeting, except for purposes 
of information or to obtain the stockholders’ ratification of acts 
recorded in the minutes. 

The reading of the minutes may be dispensed with, if desired, 
either by formal motion or, in the absence of objection, by mere 
announcement of the chairman. . 


§ 405. Annual Reports” 


Under the usual order of business the annual reports of 
officers and committees follow the reading of minutes. The 
president’s report is the first official report to be presented. 
Following this usually comes the treasurer’s report, and if other 
officers have reports to make or if the board of directors or any 
committees have reports to submit, they are in order at this 
time. 

Before a report presented at the annual meeting is formally 
received, it is discussed if necessary and any desired questions 
asked and answered concerning it. A motion is then made that 
the report be received and filed, or otherwise disposed of as may 
be necessary; or in the absence of objection, its proper disposition 
may be effected by order of the chairman. If any report proves 


2 See Book IV, Ch. XXVII, “Reports.” 
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to be incomplete, erroneous, or otherwise objectionable, a motion 
may be made to return such report for correction or for revision, 
or it might even be rejected absolutely, such rejection serving 
as an emphatic rebuke to the official or committee by whom the 
report was made. 

As reports are ordered received, the secretary, unless it is 
expressly otherwise ordered, takes charge of and preserves them 
for future reference. Reports of special importance are some- 
times ordered spread upon the minutes, or entered in the minute 
book immediately following the minutes of the meeting. 


§ 406. Election of Directors 


In the larger corporations the annual election of directors 
is the most important event in the corporate calendar, deciding 
the management and the general policy of the company for the 
ensuing year. In small or close corporations, on the other hand, 
the election of directors is frequently omitted, the directors then 
in office holding over for another year or until their successors 
are elected. There is no legal objection to this practice when 
all the stockholders acquiesce. 

Voting for election of directors should be by ballot.24 In 
perhaps the majority of the states the statutes require this 
method to be followed. The election is usually conducted by 
inspectors or tellers, in some states as a matter of statutory re- 
quirement; elsewhere as a matter of by-law provision or merely 
of convenience. These inspectors or tellers, usually two in 
number, may be stockholders or otherwise, as seems best to the 
meeting, but candidates who are to be voted upon at the election 
should not be appointed. The inspectors take entire charge of 
the election. At its close they announce the results, or otherwise 
hand their report to the chairman of the meeting, who reads the 
results from the inspectors’ report. The report is then handed 
to the secretary for preservation or for such other disposition 
as may be prescribed. 


*4 See Book IV, Forms 166, 167. 


Ch. 42] ANNUAL MEETING OF STOCKHOLDERS 347 


In the larger corporations the formalities of an election of 
directors are usually strictly observed. In the smaller corpora- 
tions such elections are frequently conducted very informally. 
Where there is entire agreement, the board is sometimes selected 
by conference, and the secretary—authorized thereto by motion 
—casts the single ballot of the meeting for the parties named. 

Unless otherwise provided by statute or the charter or by- 
laws of the corporation, a majority of the votes cast at an 
election of directors held at a duly constituted meeting elects,?5 
even though these are not a majority in interest of all those pres- 
ent at the meeting. In other words, stockholders who do not 
vote cannot have their votes counted in the negative.2* The 
charter or by-laws may, however, in the absence of any con- 
flicting statutes, modify this rule by providing that the votes of 
a majority of those present at the meeting, or of a majority or 
any other desired proportion of the outstanding stock, shall be 
necessary to elect. 

If less than the full number of directors to be elected receive 
the majority or plurality vote necessary to elect, those receiving 
the required majority or plurality vote are elected and another 
ballot or another election may be held to elect the remainder.?? 
It may be noted that unless the statutes, charter, or by-laws 
provide that a plurality of votes elect, a majority of all the votes 
cast is necessary to an election.2® After the ballot has ,.been 
counted or announced, it is too late to receive additional votes. 


§ 407. Voting at Elections 


If the statutes do not prescribe the method of voting at 
elections of directors, it may be by any desired method that will 
fairly indicate the will of those entitled to vote. 

The stock books of the corporation which show the transfer 
and ownership of stock are in most states the final and decisive 


25 2 Cook on Corp., § 608. ' 

% State v. Green, 37 O. St. 227 (1881); Smith vy. Proctor, 130 N. Y. 319 (i891). 
27 Wright v. Commonwealth, 109 Pa. St. 560 (1885). 

28 1 Thompson on Corp., § 846; 2 Cook on Corp., § 608, 
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evidence as to who is entitled to vote at corporate elections. If 
the corporation keeps no other stock book than a stock certificate 
book, this will be sufficient if it shows the stock transfers and 
ownership. A stockholder cannot be kept from voting on 
account of the loss or absence of his stock certificate; nor can he 
be denied the. voting right because his stock is not fully paid, 
unless it is expressly so provided by the statutes of the state or 
the charter of the corporation.22 A by-law provision restricting 
the voting right is not ordinarily effective. A corporation can- 
not vote on its own stock, whether held in the name of the 
corporation or a trustee for the corporation. Any sale or issue 
of stock made by the directors to control an election can usually 
be stopped by injunction, or the courts may be invoked to set 
the election aside. 

The inspectors, tellers, or other officers conducting an election 
have no authority to refuse the vote of any stockholder of record, 
nor the right to receive the vote of anyone who is not a stock- 
holder of record. Even when grounds for so doing exist, the 
courts alone can go behind the corporate records and enjoin 
stockholders of record from voting, or set aside an election 
carried by the vote of such stock. The secretary or chairman 
of the meeting has no authority to decide who may vote, the 
matter resting with the tellers or other persons conducting the 
election, who must be governed by the stock books of the 
corporation. 

Under the general rule in regard to voting at elections, a 
stockholder is entitled to one vote for each director to be elected, 
for each share of stock standing in his name on the books of the 
corporation.s® If there are any variations of this usual rule, 
such as cumulative voting, classified voting, or restriction of 
voting to one class of stock, such variation should be stated as 
clearly as possible in the charter or by-laws of the corporation 


29 Downing v. Potts, 23 N. J. L. 66 (1851); People v. Albany, etc., R. R. Barb 5 
344, 386 (1869); Am. etc., Co. v. State Board, 56 N. J. L. 389 oun was Pen. Y 
30 2 Cook on Corp., § 600. 
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and must, as a matter of course, conform to the requirements 
of any state statutes on the subject. 


§ 408. Cumulative Voting 


The usual method of voting for directors results in the elec- 
tion of the entire board of directors by those holding a majority 
of the stock. The cumulative system of voting is a modification 
of this usual method whereby representation on the board may 
be secured by the minority. Under it, while each share still has 
as many votes as there are directors to be elected, and these 
votes may be cast one for each candidate as before, all of these 
votes, if so desired, may be cast for one candidate or may be 
divided among any or all of the candidates as the stockholder 
sees fit. Thus if five directors are to be elected, a stockholder 
owning one share of stock may, under the cumulative system, 
cast one vote for each of five candidates or, if he prefers, may cast 
five votes for one candidate, or two votes for one and three for 
another, or divide his five votes among the candidates in any 
other way he sees fit. 

The practical result of this modification of the usual system 
is to insure minority representation whenever the minority 
holding of stock is at all material.*1 


§ 409. Other Business 


The consideration of any unfinished business follows the 
election of directors. This includes any matters which were 
under consideration but not disposed of at any prior stock- 
holders’ meetings, whether regular or special. Matters referred 
to committees for consideration or investigation or report come 
under this head and may be acted upon at this time. 

The secretary usually brings up any matters of unfinished 
business, but the stockholders or the chairman himself may 
properly call them to the attention of the meeting. 


31 This subject is treated more fuily in Ch. VLIII, ‘‘Protection of Minority Stockholders.” 
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If there is no unfinished business, or otherwise upon its 
disposal, the presiding officer passes on to the next order of busi- 
ness and inquires if there is any new business to be brought 
before the meeting. Under this head come any matters requiring 
the attention of the meeting not before considered. These 
may be brought up either by the officials of the meeting or by 
any of the stockholders present. 


§ 410. Adjournment 


After the disposal of any new business brought before the 
meeting, adjournment is in order. This may be by motion. 
Usually, however, when this point is reached the chairman 
inquires if there is any other business before the meeting and, 
if no response is received, declares the meeting adjourned. Such 
adjournment is szne die, i.e., final. 

If the business of. the meeting cannot be completed at the 
one session, or if any other reasons render its continuation desir- 
able, it is not adjourned sine die, but to such convenient future 
date as may be decided upon. An adjournment of this kind is 
usually by motion, but if it is obviously desirable or advisable, 
the chairman might properly adjourn the meeting himself, 
merely announcing: “If there is no objection, the meeting stands 
adjourned‘until - . 2°” 

Adjournment may be made only by consent of a majority of 
those present, and the chairman has no power to declare a meet- 
ing adjourned in defiance of this majority. If he does so not- 
withstanding, any stockholder may demand a vote, and, if this 
vote is against adjournment or if the chairman should decline 
to put the matter to vote, a majority of the stockholders may 
remain and continue the meeting, electing a new chairman if 
necessary, and even adjourning to another room.®2 

If the meeting adjourns to a date certain, the adjourned 
meeting is regarded as a continuation of the original meeting 
and need not therefore be again notified to the stockholders. If 


2 State v. Cronan, 23 Nev. 437 (1897), 
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the adjournment is for more than a few days, however, it is 
always proper for the secretary to send out notice of the ad- 
journed meeting a reasonable time before it convenes. 

As an adjourned meeting is, from a legal standpoint, merely 
a continuation of the original meeting, the same officers preside 
and any business that might have been transacted at the first 
meeting may be acted upon at its adjournment, or at any 
adjournment from an adjourned meeting.® 


§ 411. Signing Minutes 


As soon after the meeting as convenient and while its details 
are fresh in his mind, the secretary should write up its proceed- 
ings in the minute book and sign them with his name and official 
designation. The presiding officer also usually affixes his sig- 
nature. 

The minutes are the legal evidence of the proceedings of the 
meeting, and this double signature is of advantage in event of 
any dispute as to the accuracy of the record.*4 


33 People v. Batchelor, 22 N. Y. 128 (1860); Staats v. Borough of Washington, 44 N. J. L. 
605, 611 (1882). F 
34 See Book IV, Ch. XVI, ‘‘Minutes of Corporate Meetings.”’ 


CHAPTER XLIII 
SPECIAL MEETINGS OF STOCKHOLDERS 


§ 412. Special or Called Meetings 


“Special” or ‘“‘called” meetings are held when matters de- 
manding the attention of the stockholders arise in the interim 
between annual meetings. As in the case of annual meetings, 
special meetings of stockholders must be held within the state 
in which the corporation was organized, and usually at the 
principal office of the corporation, unless otherwise expressly 
permitted by statute or charter provision. Statutory provisions 
regarding special meetings which are found in a number of states, 
mainly relate to the call or notice required. 

Special meetings differ from the annual meeting in the fol- 
lowing important details: 


1. They must be authorized by a more or less formal call. 

2. Notice of the time, of the place, and of all business to 
be transacted at the meeting must be given each 
stockholder of record. 

3. No other business save that so notified may be trans- 
acted at the meeting. 


The formalities of special meetings must be strictly*observed, 
or action taken thereat may be invalidated. They may, how- 
ever, be waived by consent of every interested party, either 
formally expressed in writing, or indicated by their presence at, 
and participation or acquiescence in, the meeting.1 


§ 413. Call for Meeting 


The time and place of special meetings cannot, from the 
nature of the case, be prescribed by the by-laws, and hence 


1 See Book IV, Form 105, 


| 
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each meeting must be formally called as the necessity arises. 
The manner of this call is sometimes prescribed by statute or 
charter but is usually left for the by-laws. If neither the stat- 
utes, charter, nor by-laws prescribe the manner of calling special 
meetings of stockholders, the directors may always do so by 
resolution,? or the stockholders may unite in calling a meeting, 
which, provided the number joining in the call represents a fair 
proportion of the outstanding stock and the time and place is 
reasonable, will be legal. 

Ordinarily the by-laws provide that special meetings may 
be called in any one of four ways: 


By written call signed by the president. 

. By resolution of the directors. 

. By written call signed by two or more directors. 

. By written or published call subscribed by a specified 
number of stockholders, or a certain proportion of 
the outstanding stock, usually ranging from one-third 
to a majority.’ 


win H 


The call and notice for a special meeting must state its time, 
place, and purpose. These essentials every stockholder is en- 
titled to know, and the omission of any one might invalidate 
the entire action of the meeting. No business except that which 
has been specified in the call and in the notice which follows the 
call, can be legally transacted at a special meeting.® To end the call 
or notice, as is frequently done, with some general phrase, such 
as “and all other matters that may come before such meeting,” 
does not add to the scope of the meeting in any way and does 
not in itself legally authorize the consideration of anything.® 

Where a company with but few stockholders is to be assem- 
bled in special meeting, time may be saved by employment of 
the combined call and waiver of notice. This requires the sig- 


2 Commonwealth v. Smith, 45 Pa. St. 59 (1863); Cassell v. Lexington, etc., Co.,9 S. W. 
Rep. 502 (1888). . : 

?See Book IV, Ch. XI, ‘Calls and Waivers for Special Meetings.” 

42 Cook on Corp., § 595- 

5 Clark & Marshall on Corp., § 647. 

§t Morawetz on Corp., § 482; People’s Ins, Co, v. Westcott, 80 Mass. 440 (1860), 
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nature of every stockholder to make it effective, but the meet- 
ing so authorized may be held at once, and, if so agreed, any 
business within the powers of the stockholders may be trans- 
acted thereat. A provision in a duly signed call and waiver 
for the “transaction at such meeting of any and all business 
pertaining to the affairs of the company” is effective, since 
everyone interested has agreed thereto.7 

The first meeting of stockholders is merely a form of special 
meeting and is usually assembled by call and waiver signed by 
all those entitled to be present. 


§ 414. Notice of Special Meeting 


The call for a special meeting must not be confused with the 
notice of such a meeting. The call is the written authority or 
instructions, usually handed or sent to the secretary, pursuant 
to which the meeting is to be assembled. The notice, on the 
other hand, is the actual statement of the time, place, and pur- 
poses of the meeting, sent out to the stockholders, usually by 
the secretary, in obedience to the instructions of the call and 
in accordance with its terms.® If there is any material differ- 
ence as to these between the call and the notice, the meeting is 
invalidated thereby. The time means both the day and the 
hour. No business other than that specified in the notice may 
be transacted at a special meeting. If one single stockholder 
is not properly notified, he may be able to set the entire pro- 
ceedings of the meeting aside.® 

When, as is usually the case, notice of a special meeting 
must be sent by mail to the “last known address”’ of each stock- 
holder, or to his “address as it appears on the books of the 
corporation,” the secretary must be prepared to make affidavit, 
if necessary, that this has been done. If no special method of 
service or publication is prescribed by the statutes, the by-laws, 


7 2 Cook on Corp., § 599. 
81 Morawetz on Corp., § 482. 
® See Book IV, Ch. XII, ‘Notices of Meetings.” 
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or other corporate regulation, the secretary must himself or by 
deputy give personal notice by placing a copy of the notice in 
the hands of each stockholder.1° If no time is prescribed, notice 
must be served a ‘“‘reasonable time before the meeting.’’! When 
notice is requested to be given a certain number of days before 
the meeting, the time should be counted exclusive of the day 
of notice and the day of meeting, though in New York by 
statute provision but one of these days need be excluded. 

If the secretary refuses to give proper notice of a special 
meeting after it has been duly called, anyone interested may 
send out the notice, and such notice, if in due form and properly 
served on each stockholder, will be effectual. 


§ 415. Consent Meetings 


Special meetings of stockholders may be assembled at any 
time without the usual call and notice if all interested sign a 
formal waiver thereof.12 Also, if without any such waiver all 
the stockholders assemble in meeting, no matter how called or 
whether called at all, it is termed a ‘‘consent meeting,” and, all 
present acquiescing, any business within the stockholders’ powers 
may be transacted thereat.'8 Those present and participating 
in such meeting are thereby estopped from later objection to any 
informality of call or notice, and, as all concerned are present, 
no one is left who has a right to object. 

When consent meetings are held, it is important that the 
minutes shall show the presence of every stockholder. Also if 
the action taken is important, it is always advisable that every 
person present shall either sign the minutes, which is the most 
effective evidence of attendance and acquiescence, or otherwise 
sign a waiver of the formalities. 

In a small or close corporation consent meetings can be 


10 Stebbins ef al., Admrs. v. Merritt et al., 64 Mass. 27 (1852); Tuttle v. Mich. Air Line 
R. R. Co., 35 Mich. 247 (1877). ‘ 
f ic Re Long Tied Railroad, 19 Wend. (N. Y.) 37 (1837); Covert v. Rogers, 38 Mich. 
363 (1878). 
2 3 Clark & Marshall on Corp., § 647, note 278. 
13 Handley v. Stutz, 139 U.S. 417 (1890); In re Griffing Iron Co., 63 N. J. L. 168 (1898); 
affd., 63 N. J. L. 357 (1899). 
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readily assembled and are the rule when special meetings are 
necessary. In the larger corporations such meetings are in 
most cases obviously impossible. In New York and a few 
other states such ‘‘consent meetings” are recognized by statute 
law. Elsewhere such a meeting is valid under the common law. 


§ 416. Opening Formalities 

The procedure for opening a special meeting is the same as 
in the case of the annual meeting.14 The alphabetical list of 
stockholders required by statute in some of the states at the 
annual meeting of stockholders, is not required at special meet- 
ings unless directors are to be elected. 

The proof of proper call and notice of the meeting follows 
the roll-call. The secretary should present the original duly 
signed call; also a copy of the notice sent out pursuant to the 
call, with his certificate attached showing that the notice was 
properly addressed and mailed to each stockholder the neces- 
sary number of days before the date of the meeting. The call 
and notice may be ordered received and filed as in the case of 
a regular meeting, or, as the validity of the meeting is dependent 
upon its due assembling evidenced by the call and notice, they 
may very properly be ordered spread upon the minutes. 

If the meeting has been assembled by call and waiver signed 
by all the stockholders of the company, this instrument should 
be presented to the meeting and may be properly included by 
the secretary in his minutes without instruction. 


§ 417. Special Business 


Minutes of previous stockholders’ meetings cannot properly 
be approved at a special meeting, unless so provided in the 
call and notice or other authorization of the meeting, nor can 
any other business be transacted save that so specified.15 Hence 
the particular business for which the meeting was called should 


14 See § 390. 
18 Warner v. Mower, 11 Vt. 385 (1839); People’s Mut. Ins. Co. v. Westcott, 80 Mass. 
Mo (1860); Atlantic De Laine Co. v. Mason, 5 R. I. 463 (1858). f we 
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be taken up at once. The presiding officer, or at his request 
someone present, states the purposes of the meeting and makes 
such explanations as may be necessary. Or the presiding officer 
may call upon the secretary to read the notice of the meeting 
in which its purposes are set forth and then call upon someone 
familiar with the matter to explain it to the stockholders. 
After such statement and explanation and any desired discus- 
sion, someone interested usually presents and moves the adop- 
tion of a resolution covering the matter. The meeting may 
then, at its discretion, dispose of this resolution in any parlia- 
mentary way. 


§ 418. Adjournment 


As already stated, no business of any kind may be transacted 
at a special meeting save that specifically authorized. As soon, 
therefore, as the particular business for which the meeting was 
called is disposed of, nothing is left but adjournment. This 
may be by motion, or, if no one objects, the president may 
merely state that ‘‘no further business being before the meeting, 
it stands adjourned.” ' 

A special meeting may be adjourned to another day just as 
may an annual meeting, and at the adjourned meeting any 
business set forth in the notice for the original meeting may be 
considered. New business cannot, however, be introduced or 
considered. No notice of an adjourned meeting is necessarily 
sent to stockholders. 


CHAP LER. LLY. 
MEETINGS OF DIRECTORS 


§ 419. Time of Meeting 


The by-laws usually set forth the general details of directors’ 
meetings. The board itself may provide for any details not 
already prescribed by some competent authority. 

Special meetings of directors are called when the necessity 
arises. Regular meetings are held at specified times—commonly 
once a month—usually fixed by the by-laws. In the smaller 
corporations with boards consisting of a few members easily 
assembled in special meeting, and also in the larger corporations 
whose affairs are conducted mainly by standing committees, 
regular board meetings once a quarter, or even at longer intervals, 
are usually sufficient. 


§ 420. Place of Meeting 


The usual place for meetings of directors is the principal 
office of the corporation in the state of its creation. Directors’ 
meetings may, however, be held elsewhere, either within the 
state,! or without the state in the absence of prohibition,? if 
properly authorized by the charter, the by-laws, or by due 
resolution of the directors. If prohibited by statutes, charter, 
or by-laws, meetings outside the state are void, and their actions 
of no effect.s 

In a majority of the states the statutes provide that directors’ 
meetings may be held outside the state if authorized in some 
specified manner—usually by the by-laws, in some states by 


G Sie v. Woodward, 5 Sawy. 403 (1879); Ashley Wire Co. v. Ill. Steel Co., 164 Ill. 
149 (1896). 
23 Cook on Corp., § 713a; Saltmarsh v. Spaulding, 147 Mass. 224 (1888). 
7 3 ey v. Gadsden, etc., Co., 102 Ala. 620 (1803); Union Nat. Bk. v. State Bank, 155 
0. 95 (1599). 
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the charter, in others by either, but in one or two states by 
mere resolution of the directors. In New York meetings of 
directors may be held outside the state unless otherwise expressly 
provided in the charter or by-laws.‘ Other provisions affecting 
directors’ meetings outside the state are found in a number of 
states. 

In the absence of any statutory provision on the subject, it 
is generally held that directors may hold meetings and transact 
business outside the state of incorporation.s In New York a 
contrary ruling was made, but it is now provided by statute 
that if meetings of the board of directors of a corporation organ- 
ized under the Business Corporation Law are to be held only 
within the state, the certificate of incorporation or by-laws must 
so provide.* Of course, if prohibited by statute, meetings of 
the board of directors cannot be held outside the state, and 
action taken at such meetings will be void.? 

Permission for directors’ meetings outside the state is given 
by the statutes of several of the states besides New York, and, 
used under proper regulations as to place and notice, such 
meetings are at times of much advantage. When directors are 
especially authorized to meet outside of the state there is of 
course no question as to the legality of their actions at such 
meetings. ® 


§ 421. Purposes of Meetings 


At duly assembled regular meetings of directors, any busi- 
ness within the power of the board may be transacted. At 
special meetings, unless otherwise agreed by every member of 
the board, only such business may be acted upon as is set forth 
in the call and notice of the meeting. If, however, the notice 
of a special meeting does not specify its purposes, any ordinary 


4N. Y. Bus. Corp. Law, § 2. : 

5 Handley v. Sree 139 U.S. 417 (1891); Boatmen’s Bank v. Gillesple, 209 Mo. 217, 256 
(1908). 

SN. Y. Bus. Corp. Law, § 2. ‘ 

7 Hilles v. Parrish, 14 N. J. Eq. 380 (1862); Place v. People, 192 Ill. 160 (1901). 
( ‘Saltmarsh v. Spaulding, 147 Mass. 224 (1888); Ormsby v. Copper Co., 56 N. Y. 623 
1874), 
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business affairs of the corporation may be transacted thereat, 
unless the by-laws specifically provide that only such business 
as has been duly notified may be transacted at special meetings 
of the board. 


§ 422. Assembling Meetings 


The time and place of regular meetings are usually prescribed 
in the by-laws, are supposed to be known to the directors, and 
do not depend for their legality upon calls, waivers, or notices.® 
Notices are, it is true, generally provided for in the by-laws, 
but this is a practical measure to insure the attendance of direc- | 
tors, and is not in compliance with legal requirements. To pre- 
vent any question on this point, however, the by-laws of the 
larger corporations customarily provide that failure to send out 
notice of a regular meeting shall not affect its legality nor the 
legality of any action taken thereat. 

Special meetings, on the other hand, are assembled as the 
necessity arises, must be called by proper authority, and must 
be formally notified to every member of the board, unless these 
formalities are duly waived. Accordingly special meetings of 
the board are assembled by means of the call followed by notice, . 
or by means of a combined call and waiver of notice. Or if all 
the members of the board can be gotten together, a special 
meeting may by agreement be held at any time and without 
formality. These methods of assembling meetings of directors 
are discussed in the sections which follow. 


§ 423. Call for Special Meetings 


The call for a special meeting of directors is the formal in- 
strument which authorizes its assembling, specifying its time, 
place, and purposes, and usually directing or otherwise obligat- 
ing the secretary to notify such meeting to the members of the 
board.1° 


9 Whitehead v. Rubber Co., 52 N. J. Eq. 78, 82 (1893); Western I 2 
Towa 455 (1897); Atlantic, etc., Co. v. Sanders, 36 N. H. 252 (1858). HEP Years Oe 
10 See Book IV, Ch. XI. “Calls and Waivers for Special Meetings.” 


Ch. 44] MEETINGS OF DIRECTORS 361 


In some few states the statutes prescribe by whom special 
meetings of directors may be called. In the majority of the 
states the matter is left entirely for by-law regulation. These 
almost invariably empower the president to call special meetings, 
usually alone, but sometimes in conjunction with some other 
officer. Usually they provide that two or more of the directors 
may call such meetings. Occasionally a certain proportion in 
interest of the stockholders are authorized thereto. Whether 
so specified in the by-laws or not, special meetings of directors 
may always be called by due resolution of the board. Consent 
meetings are assembled informally. 

The call for a special meeting of directors by whomsoever 
issued, to be legally effective, must always specify the time of 
meeting and its place, and if business of special importance is 
to be considered this must also be set forth. 

The place is usually—though not necessarily unless so 
specified by statute or by-laws—the principal office of the 
corporation within the state of incorporation.! In the absence 
of conflicting provisions, special meetings may be called to 
meet at any reasonable place in the discretion of the party or 
parties issuing the call. 

The time at which the meeting is to be held must be reason- 
able, and must be definitely stated, both day and hour being 
given. The particular business to be transacted must be specified 
with reasonable detail, and ordinarily no other business may be 
transacted at such special meeting. 


$424. Notice of Special Meetings 


- When a call in due form for a special meeting of directors is 
handed to the secretary, it is his duty to send out notices of the 
' meeting thereby authorized. These notices are sent in such 
manner—usually by mail or telegraph—and at such time before 
_ the meeting as is prescribed by the by-laws, or otherwise as 


See § 420. 
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will under ordinary conditions permit the attendance of all the 
members of the board.” 

The by-laws also frequently prescribe that no business save 
that specifically set forth in the call and notice shall be con- 
sidered or acted upon at such special meetings. If not so pre- 
scribed, a notice specifying time and place, but not the business 
to be transacted, is sufficient to authorize all ordinary corporate 
business.3 It is otherwise if important or unusual business is 
to be transacted at the special meeting. In a Pennsylvania 
case the notice read: ‘‘To hear report of Treasurer and such 
other business as may be brought before the meeting.” A quo- 
rum of the directors met and authorized an important lease. 
This the courts set aside. 

When the by-laws do not prescribe the specific details of 
notice, both its time and manner must be reasonable. Just 
what constitutes reasonable notice of special meetings of direc- 
tors is a matter on which judicial decisions vary, and should 
therefore be settled by express by-law provision. 

It is always presumed that notice duly mailed with postage 
prepaid to the last known address of each member of the board 
is recelved by the party addressed. It is, however, usually 
provided in the by-laws that notice given in this manner shall 
be sufficient. When this is done, it is immaterial whether or 
not the notice is actually received.15 Notice by postal card is 
sufficient when this method of notification is customary. Any 
irregularity in call or notice may be cured by a ratification of 
the special meeting or of the business transacted thereat at a 
subsequent regular meeting of the board, or, if all the members 
are present at and participate in a special meeting, this in itself 
cures any defect in call or notice.16 Unless cured in some way, 


¥ See Book IV, Forms 125, 126; also People v. Albany Medical College, 26 Hun (N. Y. 
348 (1882); Ashley Wire Co. v. Illinois Steel Co., 164 Ill. 149 (1896); Stockton, etc., Works 2 
Houser, 109 Cal. 1 (1895). 
63 In re Argus Co., 138 N. Y. 557 (1803); Ashley Wire Co. v. Illinois Steel Co., 164 Ill. 149 
I : 

14 Mercantile Library Hall Co. v. Pittsburg, etc., Assoc., 173 Pa. St. 30 (1896). 

16 Ashley Wire Co. v. Illinois Steel Co., 164 Ill. 149, 159 (1896); nae. head Bottle Co. 
182 Ill. App. 636, 641 (1913). : 
— re Times Co. v. Nimocks, 53 Minn. 381 (1893); Chase v. Tuttle, 55 Conn. 

I ; 
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failure to give notice to any one director invalidates the action 
of a special meeting.17 


§ 425. Call and Waiver of Notice 


The call and waiver of notice of a special meeting of directors 


is merely a call for the meeting combined with a waiver of the 


usual formalities of notice. This must be signed by every 
member of the board, but when so signed authorizes a meeting 
to be held at the time and place, and for the transaction of the 
business specified therein. Whenever the members of the board 
are readily accessible, the call and waiver is the preferable 
method of assembling special meetings.18 


§ 426. Opening Directors’ Meetings 


At the time appointed for the meeting, the president of the 
corporation—or the chairman of the board, if such official exists 
—or in his absence the vice-president, calls the meeting to order. 
Should these officers be absent, the next ranking officer of the 
corporation, if a member of the board, presides. Should such 
officer be the secretary, he should merely call the meeting to 
order, and then request some other member of the board to act 
as chairman, or, if objection is made, the appointment should 
be effected by motion. 

If no officer of the corporation who is also a member of the 
board is present, it is proper for any member of the board in 
attendance to call the meeting to order, and in the absence of 
objection ask someone to act as chairman. [If there is objection, 
the appointment should be made by means of a motion. 

No formal roll-call of a directors’ meeting is usual, the sec- 
retary merely noting the names of those present, which names 
are later entered on the minutes. If there is no quorum, business 
may not be transacted at that session, but the meeting may 


. _ adjourn from day to day, if desired, until a quorum is secured. 


Sl 


17 People v. Batchelor, 22 N. Y. 128 (1860); Relley v. Campbell, 134 Cal. 175 (1901); 
Broughton v. Jones, 120 Mich. 462 (1899); Hill v. Coal Co., 119 Mo. 9 (1893). : 
18 See Book IV, Forms r16, 117. 
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Formal submission of proof of notice of a directors’ regular 
meeting is not necessary unless called for by the president or 
some member of the board. The secretary should, however, 
preserve a copy of the notice sent out and indorse upon it the 
fact that it was duly mailed on the date given thereon to the 
last known address of each member of the board. 

In the case of special meetings of directors the call and 
notice, or call and waiver of notice as the case may be, should 
be submitted to the meeting and be entered on the minutes in 
full with a statement of the circumstances. The matter is of 
importance, as the due call of the meeting with sufficient notice 
to each member is absolutely essential to its legality. 

At a regular meeting of directors the order of business as 
set forth in the by-laws is followed, unless set aside by formal 
motion or unanimous consent. At a special meeting it is but 
seldom applicable. 


§ 427. Quorum 

The number required for a quorum at directors’ meetings 
should be fixed by the charter or by-laws.!9 In New York this 
cannot be a number less than one-third of the full?? membership 
of the board. Where there is no provision in the charter or 
by-laws, the common law prevails, and a majority of the whole 
board is necessary for a quorum.2. A majority of the board in 
this connection is a majority of the whole number constituting 
the board, and not of some reduced number resulting from 
vacancies or removals.22 A majority of a quorum can decide 
any question properly brought before the meeting.” 

Directors cannot vote by proxy at directors’ meetings, but 
must be personally present in order to act thereat.24 No legal 


19 Hoyt v. Thompson’s Ex., 19 N. Y. 207 (1859); Craig Medicine Co. v. Merchants’ Bank, 

59 Hun NS Y.) 561 (1891). eoKe : 
Gen. Corp. Law, § 34. 
2. I Welle v. Rubber Co., 19 N. a3 Eq. 402 (1869). 
2 Moore v. Rector, 4 Abbott's N. Cas. (Ns. Y)) Sr (7873) 
2 N.Y. Gen. Corp. Law, § 43; Wells v. Rubber Co., 19 N. J. Eq. 402 (1869); Foster v- 

Mill Co., 92 Mo. 79 (1887). 

24 Perry v. Oil Co., 93 Ala. 364 (1890); State v. Perkins, 90 Mo. App. 603 (1907). 
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authority exists for permitting directors to vote or to be con- 
sidered as present when merely connected by telephone, nor for 
permitting an absent member to sign the minutes of the direc- 
tors’ meeting and be counted present, though any action so 
taken may be validated by action at a subsequent meeting 
where a quorum is really present. 

A director cannot legally vote at directors’ meetings on a 
matter in which he is personally interested, nor is such action 
usually valid if he is counted to make a quorum when such a 
question is put to vote.2s 


§ 428. Reading the Minutes 


As a matter of due parliamentary procedure, any unapproved 
minutes of preceding directors’ meetings should be read and 
approved or be otherwise disposed of at a regular meeting of 
directors before any other business is considered. If, however, 
time is pressing, the president sometimes directs that the read- 
ing of the minutes be dispensed with, or the same end is accom- 
plished by formal motion. 

The minutes of stockholders’ meetings are never read at 
directors’ meetings unless as a matter of information or by 
special request, nor if read would their approval by the board 
be of any legal effect. The minutes of any preceding board 
meeting should not be approved at a special mecting unless the 
approval of such minutes was specifically mentioned as one of 
the purposes of the meeting.’ 


§ 429. Reports 

At a regular meeting, after disposal of the minutes, the 
' president takes up the next order of business and calls for re- 
ports from officers first, and then from committees, if any are to 
report. When a report is made it may be disposed of by motion, 
or, if there are no objections, the president himself may direct 


* Curtin v. Salmon River Co., 130 Cal. 345 (1900); Miller v. Crown Perfumery Co., 57 
Misc. (N. Y.) 383 (1908); Jacobson v. Brooklyn Lumber Co., 184 N. Y. 152 (1906). 
26 See § 438. 
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that the report be received and filed. A verbal report does not 
require any formal disposal, the secretary reporting its sub- 
stance in the minutes as a matter of course. 


§ 430. Unfinished and New Business 


The business of a special meeting is, as a rule, all new busi- 
ness. It is set forth in both the call and notice, and may be 
presented by the presiding officer, or he may call on the secretary 
or some member of the board for its introduction. 

At regular meetings of directors it usually rests with the 
secretary to bring up any matters of unfinished business. New 
matters requiring attention are brought up by the president or 
by any member interested. : 

The election of officers does not appear upon the regular 
order of business, as it takes place but once a year. It therefore 
comes under the ‘head of ‘‘New Business,” and at the proper 
meeting may be taken up at any suitable time when new busi- 
ness is under consideration. Usually the by-laws provide that 
the election of officers shall be held at the first directors’ meeting 
after the annual meeting of stockholders. 

Officers are usually elected by ballot, though in the absence . 
of express provision the board may follow any method that 
will secure a fair expression of the wishes of its members. 

When the board is agreed as to who are to be elected, time 
is frequently saved by instructing the secretary to cast the 
single ballot of the meeting for the recited list of officers. Or 
a mere motion unanimously carried that the named persons be 
respectively appointed to the specified offices, is legally suffi- 
cient. The election of officers by the board is sometimes held — 
to be more in the nature of an appointment than of an election.27 

Unless otherwise specified by the by-laws or prevented by 
conditions, the officers-elect may at once begin the discharge 
of the duties of their respective offices. Frequently the newly 


27 State v. Kupferle, 44 Mo. 154 (1860). 
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elected president and secretary take charge of the meeting im- 
mediately after the result of the election has been announced. 

A person cannot be made an officer against his will.2s Ac- 
ceptance of the position to which an officer-elect has been ap- 
pointed is therefore necessary. This may either be expressed, 
or be indicated by the performance of the duties of his office, 
or even by his failure to decline the office when properly notified 
of his election thereto.29 


§ 431. Adjournment . 


When the business of a meeting has been finished, or when 
_ for any reason the board cannot longer continue in session, an 
_ adjournment should be taken, either sine die, which terminates 
_ the meeting absolutely, or, if important business is left un- 
finished, to some specified future date. 

A meeting adjourned to some future time is on reassembling 
legally regarded as a continuation of the original meeting, may 
_ transact any business that could have been transacted at the 
original meeting, and does not necessarily require any notifica- 
tion to the members of the board.#9 


§ 432. Procedure at Meetings of Standing Committee 


The general rules governing the meetings of a standing com- 
mittee are the same as those for meetings of the board.#! Special 
Meetings must be duly notified to every member of the committee 
unless waived by formal agreement or by the presence of every 
‘Member at the meeting. Actions taken at meetings of the com- 
“mittee should be expressed by means of duly adopted motions 
or resolutions, and careful minutes of all proceedings should be 
kept in a minute book provided for the purpose, and not in the 
- minute book of the directors. The committee proceedings should 


#8 Blake v. Bayley, 82 Mass. 531 (1860). 
i ‘ Danville, etc., Co. v. Brown, 90 Va. 340 (1893); Lockwood vy. Nat. Bank, 9 R. I. 308 
9 


30 Smith v. Law, 21 N. Y. 296 (1860); Western Imp. Co. v. Bank, 103 Iowa 455 (1807). 
‘ 1 Met. Tel. Co. v. Domestic Tel. Co., 44 N. J. Eq. 568 (1888); McNeil v. Chamber of 
_ \ommerce, 154 Mass, 277 (1891). 
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from time to time be reported to the board, either by direct re- 
port or by submission of the committee minutes. 

Unless otherwise expressly provided, the majority of any 
standing committee constitutes a quorum, and a majority of 
that quorum has power to act.® 


82 Burleigh v. Ford, 61 N. H. 360 (1881); State v. msg City, 27 N. J. L. 493 (1859); 
McNeil v. Boston Chamber of Com., 154 Mass. 277 (1891). 


CHAPTER. XLV 


MINUTES OF MEETINGS 


§ 433. The Corporate Books 


The financial records of a corporation are much the same as 
those of a firm or individual. Some of their entries and accounts 
are peculiar to the corporation but the books do not differ from 
those of any other form of business organization.! 

The more important books of record peculiar to the corpora- 
tion are the minute book, the stock certificate book, the transfer 
book, and the stock book and stock ledger, all of which are kept 
by the secretary of the corporation. 


§ 434. The Minute Book 


The minute book of a corporation properly kept is legal 
evidence of the proceedings of its stockholders’ and directors’ 
meetings. The secretary is its custodian and its entries should 
be made by him alone. Any director has the right to inspect 
this book at any suitable time. A stockholder usually does not 
have this right. 

The minute book is ordinarily a blank book of the style 
termed “record” by stationers. It may be had at any price 
from plainly bound books at $1 or less, up to elaborately bound 
and specially printed books costing from $5 to $25 or even more. 
A reasonably good and substantially bound book is always to be 
desired. 

The minute book varies in size and general form according 
to the taste or requirements of the secretary. A common and 
convenient form is 81% x 13 inches. Sometimes the book is 


1See § 445; also Book III, ‘‘Corporate Accounting.” 
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specially made, of a size and style to match the other corporate 
records. For a small corporation with few meetings, a book 
containing 100 pages will usually be found amply sufficient. 

When the minutes are kept in a substantially bound volume 
with longhand entries succeeding each other in regular order, 
later additions or insertions are difficult if not impossible, and 
the evidence of the minutes as to proceedings at the company’s 
meetings is difficult to controvert. 

Minutes are, however, not infrequently written with the 
typewriter on sheets of thin paper, which are then pasted in the 
minute book. Also at times loose-leaf minute books are em- 
ployed, in which the pages may be removed and, after the 
minutes are written upon them, be reinserted in the book. When 
either of these plans is followed, substitutions and alterations in 
the minutes may be made with comparative ease and their value 
as evidence is diminished. 

To avoid this objection to the convenient loose-leaf minute 
book, each page is sometimes watet-marked with its proper 
number in such manner that substitution is extremely difficult 
and practically impossible. The same end is sometimes accom- 


plished by the inscription of the president’s and secretary’s » 


signatures or initials on each page, making substitution without 
the participation of these officials impossible. It is obvious 
that this latter method of verification may also be effectively 
employed when minutes are pasted into the minute book. 


§ 435. Contents of Minute Book 


A copy of the company’s charter or certificate of incorpora- 
tion is usually entered on the first pages of the minute book. 
This may be a copy certified by the secretary of state, bound or 
pasted into the book, or, equally sufficient, a careful and legible 
copy written in the book by the secretary, or, if written on 
separate sheets, bound or pasted into the minute book. If the 


copy is made by him, the secretary usually certifies to its cor- 


rectness. 


| 


a, 
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Following the charter come the by-laws of the company, 
These begin at the top of the next right-hand page and should 
also be a careful and legible copy, or a copy bound or pasted in, 
followed by the secretary’s certificate as to the accuracy of the 
transcription. 

A few pages immediately following the by-laws should be 
left blank for the entry of any amendments. Then follow the 
minutes of the first meeting of stockholders, closely followed by 
the proceedings of the first meeting of directors, and thereafter 
the minutes of stockholders’ and directors’ meetings in due se- 
quence as held, each with its distinctive heading. Each meeting 
should begin at the top of its proper page and no blank pages 
should be left between the records of the different meetings. 

In the larger corporations separate minute books are pro- 


- vided for stockholders’ and directors’ minutes and also for the 


minutes of standing committees. In the smaller corporations a 
single minute book will usually suffice. 


§ 436. Form and Subject Matter of Minutes 


The secretary should spare no pains to secure accuracy in his 
minutes, since they are the legal evidence of the proceedings of 
the meetings recorded and the authority for any action of the 
officers required thereby. 

The minutes given in the latter part of this work are in con- 
ventional form. This has the advantage of brevity. Any clear 
statement of the proceedings is, however, legally sufficient, 
though a reasonably close adherence to the conventional arrange- 
ment is desirable.? 

It is usual to enter on the minutes of directors’ meetings the 
names of those present. Save in the case of very small corpora- 
tions, it is not customary nor necessary to enter on the minutes 
the names of stockholders present at a stockholders’ meeting. 


The secretary should, however, check off on his alphabetical 


2See Book IV, Ch. XVI, ‘‘Minutes of Corporate Meetings.”’ 
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list those in attendance and thus preserve a record of the stock- 
holders present at meetings. 

During the progress of meetings, letters, reports, and other 
instruments are frequently presented. When of importance, the 
secretary is usually instructed to enter these upon the minutes. 
If not instructed, he may use his discretion. If the matters to 
which they relate are important, they should usually be spread 
upon the minutes, i.e., entered in full. Generally, however, it is 
sufficient if the instruments be filed and preserved, such reference 
being made to them in the minutes as the conditions may 
demand. 

When reports or other instruments are ordered spread upon 
the minutes, the secretary may usually exercise his discretion as 
to whether they shall be included in the body of the minutes or 
follow immediately after them. If, however, the motion or order ~ 
directs that the instrument follow the minutes, or that it appear 
in the body of the minutes, the secretary should comply with the 
letter of his instructions. 


§ 437. Recording the Proceedings 


The corporate minutes are a record of the transactions of 
corporate meetings—a record of what is done, not of what is 
said; and the record should usually be as concise and accurate as 
possible. 

If a motion or resolution is passed upon at a meeting, no 
matter whether adopted or rejected, its disposition should be 
recorded, but, speaking generally, the debate and discussion 
should not be set down, nor are the names of the parties by whom 
minor motions or resolutions are made or seconded of sufficient 
importance to be entered, nor need any record be made of 
those voting for or against any such matter. 

It may be said further that when the presiding officer decides 
that a motion or a resolution is properly before the meeting and 
puts it to vote, the fact that the names of the parties who moved 
and seconded it or who voted for or against it are not recorded, 
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does not affect the force of the corporate action. If, however, a 
motion or a resolution is of importance, or 1s contested, or of 
such a nature that it may thereafter be of importance to know 
by whom the matter was introduced and by whom it was favored 
and opposed, the record should be made in full. 

It sometimes happens that a stockholder or a member oppos- 
ing some proposed action wishes his ob jections or protest recorded 
in the minutes. If his objections are pertinent and not too 
lengthy, this should usually be permitted, but the secretary 
should not enter any such objections upon his record unless so 
directed by a vote of the meeting or by unopposed direction of 
the presiding officer. 

The objecting member sometimes files his protest in writing 
and in such case the document should be received and filed in 
the usual course of business, and this fact be noted in the minutes. 
In some cases it is necessary for a member of the board to have 
the dissent to proposed action noted in order to avoid liability. 
In such case he has a right to demand its entry upon the minutes, » 
and, if refused, may force its entry by proper legal procedure. 

Motions are not usually entered verbatim. It is sufficient 
if their sense is preserved. Resolutions are, however, more for- 
mal and should usually be entered in the exact form in which 
they are adopted. The presiding officer of the meeting may 
always require resolutions and important motions to be reduced 
to writing before consideration, and if he does this the work of 
the secretary is greatly lightened. 

All papers presented to or used at meetings should be filed 
for future reference in the custody of the secretary, unless other- 
wise ordered. 

Notes of the proceedings are taken as the meeting progresses, 
and these should be written up in permanent form as soon after 
the meeting as possible while the events are fresh in the secre- 
tary’s mind. Should he delay the final entry of his record unduly, 
doubt may arise as to whether the secretary’s notes, or the 


in i See Book IV, Ch. XIV, ‘Motions and Resolutions.” 
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record of the minute book is the original entry, and if it should 
be held that the formal minutes are not the original entry, their 
value as evidence is destroyed. If minutes are used as evidence, 
the secretary will be asked when he wrote up his final record. 

As soon as the minutes are duly entered in the minute book, 
they should be signed with the official signatures of the secretary 
and the presiding officer of the meeting, the secretary usually 
signing at the right and the presiding officer at the left. 


§ 438. Approval and Amendment of Minutes 


Minutes should be approved by the body whose proceedings 
they record. The approval of stockholders’ minutes by the 
board of directors is absolutely ineffective, as is also the approval 
of directors’ minutes by the stockholders, save by way of indorse- 
ment or ratification of the directors’ action recorded therein. 

The minutes of a stockholders’ annual or special meeting 
cannot be approved-at a subsequent special meeting unless such 
approval is noted in the call and notice; but the minutes of any 
preceding stockholders’ meetings, whether annual or special, 
may always be approved at the stockholders’ annual meeting. 
Likewise the approval of the minutes of a directors’ regular or 
special meeting at a subsequent special meeting is effective if 
such approval was duly notified as one of the purposes of the 
meeting; while any unapproved minutes of directors’ meetings 
may always be approved at a regular meeting of directors. 

The minutes of a stockholders’ meeting are usually not passed 
upon until the following annual meeting, when all unapproved 
minutes should be read and, if no objections are offered, ap- 
proved. — Directors’ minutes likewise are usually approved only 
at regular meetings. The approval of minutes relieves the secre- 
tary of all direct responsibility for the accuracy of their record and 
also serves as a ratification of the proceedings recorded therein.‘ 

When minutes are approved, no record need be made save 
the statement in the minutes of the meeting then in progress 


‘ Grier ee v. Trustees, 138 Mass. 63 (1884); County Court v. Ry. Co. 35 Fed. Rep. 161 
I : 
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that the minutes of the previous meeting or meetings, giving 
their dates, were read and approved. Usually, however, for 
convenience the secretary also notes at the bottom of each set 
of approved minutes the proper facts, as “Approved at the 
annual meeting of stockholders held January 10, 1917.” 

If corrections of minutes are ordered, the minutes of the 
meeting then in session should show exactly what corrections 
were directed and in what minutes. In the corrected minutes 
the alteration should appear in red and a marginal note should 
give the date of the meeting at which such correction was 
directed. Red lines may be drawn through any part ordered 
stricken out and any correction be interlined, but no erasure 
should be made in any case, as the corrected minutes should 
show both the error and the correction. 

Sometimes it happens that those present at a meeting decide, 
contrary to the facts, that the secretary has made errors in his 
record of a preceding meeting, and move that a portion of the 
minutes be stricken out or corrected. Whether right or wrong, 
if the majority of those present at the meeting vote in 
favor of the motion, the secretary must carry it into effect. In 
such case he should draw red lines through the part ordered 
stricken out and interline in red any matter ordered inserted, and 
make the proper entry in the margin of the minutes. This then 
shows the whole matter—that the record was made in one way, 
and was at a later date ordered changed. The minutes of the 
meeting at which such change was ordered should also give a 
complete statement of the matter. 


§ 439. ‘Cut and Dried” Minutes 


The annual meeting of stockholders is frequently held in a 
locality distant from the residence of the parties really in interest, 
as for instance the meetings of the non-resident corporations of 
New Jersey, Maine, and many other states, which must be held 
within the state of incorporation. Also there are many cor- 
porations in which the whole or the greater part of the stock is 
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held by combinations and the subordinate corporations hold 
only such meetings as are essential to maintain their legal 
existence. In these and in many other cases the only necessity 
for meetings is to give the proper legal expression to matters that 
are already determined, and it is possible to write out the entire 
minutes in advance. 

The proceedings at such meetings are simple. A controlling 
interest, usually in the shape of proxies, is sent or taken to the 
place of meeting. If the regular officers are not present or are 
not authorized to act, officials for the meeting are appointed at 
the time by those holding these proxies. The prepared minutes 
are then read and agreed to, the meeting is adjourned, and the 
accepted minutes, signed by the officials who acted at the meet- 
ing, are returned to the secretary of the company and preserved 
in his minute book. 


5 For detailed account of such a meeting, see Book II, § 30. 


Part X—The Treasurer 


CHAPTER XLVI 


TREASURER’S DUTIES AND POWERS 


§ 440. General 


The duties, powers, and liabilities of the treasurer as one of 
the officers and directors of the corporation will be found in 
earlier chapters dealing generally with the duties and liabilities 
of the officers and directors. The present chapter and those 
following deal with those duties and liabilities which belong 
more particularly to the office of treasurer alone. 


§ 441. The Treasurer’s Primary Duty 


The treasurer is the official custodian of the corporate funds, 
and his primary duty is to receive them, care for them, and 
disburse them. Other duties assigned to him are usually in 
some way connected with or related to this primary duty. 


§ 442. The Treasurer’s Authority 


The by-laws are almost invariably the source from which 
come both the powers and the duties of the treasurer. Statutes 
rarely specify his duties. In New Jersey, Pennsylvania, and a 
few other states the treasurer is required by statute to give a 
bond, and in Pennsylvania the treasurer must keep the moneys 
of the corporation in a separate book account to his credit as 
treasurer; but, broadly speaking, the whole matter of the treas- 
urer’s duties is left to the discretion of the corporation. In New 


1 Laurel Springs Land Co. v. Fougeray, 57 N. J. Eq. 318 (1898). 
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York, New Jersey, and some other states where the statutes 
permit special charter provisions, the treasurer’s duties may be 
specified therein, but such regulations properly belong in the 
by-laws and are almost invariably found there. 

In the care and management of the corporate funds and for 
the discharge of any duties connected therewith, the treasurer 
is the active agent of the corporation, and of its governing body, 
the board of jirectors. He is therefore subject to the direction 
of this board in all such matters, except in so far as his powers 
and duties have already been prescribed by higher authority. 

If no provision as to the powers and duties of the treasurer 
are found in the charter or by-laws of the corporation, the 
directors, as an incident of their general control of the corporate 
affairs, are fully competent to determine these powers and duties 
and to authorize him to do whatever is required. 

The treasurer is expected to inform himself as to the powers 
and duties pertaining to his office and must look for his authority, 
first, in the charter and by-laws, and second, in the resolutions 
of the board of directors. 


§ 443. By-Law Provisions 


By-law provisions relating to the treasurer differ in each 
corporation, but the following by-law extract presents an excel- 
lent synopsis of the usual duties of the treasurer: 


Section 5. The Treasurer 

The Treasurer shall have the custody of and be responsible for 
all moneys and securities of the Company; shall keep full and 
accurate records and accounts in books belonging to the Company, 
showing the transactions of the Company, its accounts, liabilities, 
and financial condition, and shall see that all expenditures are duly 
authorized and are evidenced by proper receipts and vouchers. 
He shall deposit, in the name of the Company, in such depositary 
or depositaries as are approved by the Directors, all moneys that 
may come into his hands for the Company account. His books and 
accounts shall be open at all times during business hours to the 
inspection of any Director of the Company, 
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The Treasurer shall also indorse for collection or deposit all bills, 
notes, checks, and other negotiable instruments of the Company; 
shall pay out money as may be necessary in the transactions of 
the Company, either by special or general direction of the Board of 
Directors, and on checks signed by the President and himself, and 
shall generally, together with the President, have supervision of 
the finances of the Company. 

He shall also make a full report of the financial condition of the 
Company for the annual meeting of the stockholders, and shall 
make such other reports and statements as may be required of him 
by the Board of Directors or by the laws of the State. 

He shall give bond in the sum of Five Thousand Dollars, with 
sureties satisfactory to the Board of Directors, for the faithful 
performance of his duties and for the restoration to the Company, 
in event of his death, resignation, or removal from office, of all 
books, papers, vouchers, money, and other property belonging to 
the Company that may have come into his custody. He shall 
receive such compensation, not exceeding Five Thousand Dollars 
per annum, as may be fixed by the Board of Directors. 


By these provisions the treasurer is given entire custody 
and charge of the corporate moneys and securities, though not 
of the general property belonging to the company. These pro- 
visions could be extended to cover other property, if desired. 

In the by-laws of the larger corporations it is usually though 
not invariably the case that the powers and duties of the treas- 
urer are specified in much detail. The following provision, de- 
fining the powers and duties of the treasurer, is taken from the 
by-laws of the United States Steel Corporation: 


Section 7. Powers and Duties of Treasurer. The treasurer 
shall have custody of all the funds and securities of the Company 
which may have come into his hands; when necessary or proper he 
shall indorse on behalf of the Company, for collection, checks, 
notes, and other obligations, and shall deposit the same to the 
credit of the Company in such bank or banks or depositary as the 
Board of Directors or the Finance Committee may designate; he 
shall sign all receipts and vouchers for payments made to the 
Company; jointly with such other officer as may be designated by 


2 For a form of treasurer’s report, see Book IV, Forms 264, 265. 
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the Finance Committee, he shall sign all checks made by the 
Company, and shall pay out and dispose of the same under the 
direction of the Board or of the Finance Committee; he shall sign 
with the president, or such other person or persons as may be 
designated for the purpose by the Board of Directors or the Finance 
Committee, all bills of exchange and promissory notes of the Com- 
pany; he may sign, with the president or a vice-president, all 
certificates of shares in the capital stock; whenever required by 
the Board of Directors or by the Finance Committee, he shall 
render a statement of his cash account; he shall enter regularly, in 
books of the Company, to be kept by him for the purpose, full and 
accurate account of all moneys received and paid by him on ac- 
count of the Company; he shall, at all reasonable times, exhibit his 
books and accounts to any director of the Company upon applica- 
tion at the office of the Company during business hours; and he 
shall perform all acts incident to the position of treasurer, subject 
to the control of the Board of Directors or of the Finance Committee. 

He shall give a bond for the faithful discharge of his duties in 
such sum as the Board of Directors or the Finance Committee may 
require. 


As will be noted, the treasurer is subordinated to the board 
of directors and to the finance committee. In the present in- 
stance he is still further held in check by another by-law pro- 
vision subjecting him to removal without cause at the pleasure 
of the directors. Under such circumstances, it is not probable 
that the treasurer will lightly oppose the wishes or instructions 
of the directors. 

In the same by-laws, provision is made for assistant treasurers 
as follows: 


Section 8. Assistant Treasurers. The Board of Directors or 
the Finance Committee may appoint an assistant treasurer or more 
than one assistant treasurer. Each assistant treasurer shall have 
such powers and shall perform such duties as may be assigned to 
him by the Board of Directors, or by the Finance Committee. 


The by-law provisions relating to the treasurer are simpler 
in the smaller corporations. The following are usual vrovisions: 
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The Treasurer shall have the custody of all moneys and securi- 
ties of the Company, and shall keep regular books of account and 
balance the same each month. He shall sign or countersign such 
instruments as require his signature, and shall perform all other 
duties incident to his office or that are properly required of him by 
the Board of Directors. 

The Moneys of the Company shall be deposited in the name of 
the Company in such, bank or trust company as the Board of 
Directors shall designate, and shall be drawn only by check signed 
by the Treasurer and countersigned by the President of the 
Company. 


§ 444. Directors’ Resolutions 


The directors ordinarily cannot change the provisions of the 
by-laws as to the powers and duties of the treasurer; but they 
are generally required, as in the examples of by-laws given in the 
preceding section, to supplement them by designating the de- 
positary of the corporate funds, and by prescribing any other 
working details which may be necessary and do not conflict 
with the by-law provisions. 

In a few states the directors either have power ee the 
statute to make and alter the by-laws, or may be given such 
power in the certificate of incorporation itself. When this is the 
case the directors are enabled thereby to exercise complete and 
unquestioned control over the corporate officials. 


§ 445. Books of Account 


The treasurer has, as a matter of course, charge of the cor- 
porate books of account.’ In the smaller corporations he is 
usually either acting bookkeeper or has direct control of the 
books of account and keeps his own special books as well. A 
knowledge of bookkeeping and of the financial duties connected 
with his office is then a necessary qualification. In the larger 
corporations the treasurer’s duties do not usually include the 
details of accounting. These devolve upon subordinate em- 


3 See Book III, Ch. I, “The Corporate Records and Accounts.” 
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ployees, or are perhaps relegated to an accounting department, 
leaving the treasurer free to devote his attention to the general 
overseeing and management of the corporate finances and finan- 
cial affairs. 

In many of the larger corporations the actua. duties of the 
treasurer are nominal, the usual duties of that official being 
assigned to other officers or employees of the corporation. The 
treasurer is then, as a rule, selected because of his financial 
responsibility or connections, or for other reasons that make 
his election desirable. 


§ 446. Assumption of Official Duties: 


The procedure and formalities when the newly elected treas- 
urer assumes the duties of his office are simple. Usually he is 
required to give bond, and this must be done in accordance with 
the requirements of the particular corporation before he may 
enter upon the duties of his office. As soon, however, as he has 
qualified for his position by giving a satisfactory bond and 
complying with any other requirements of the corporation, he 
is ready and entitled to take possession of his office and begin 
the discharge of his official duties. 

The retiring treasurer, on the other hand, retains his position 
as treasurer of the corporation and has authority to perform 
all its usual duties until the treasurer-elect has qualified and 
assumed the duties of his office. Then, however, the authority 
of the retiring treasurer immediately terminates, he is no longer 
competent to exercise any of the functions of the office, and, 
unless otherwise instructed by the board, must at once turn 
over to the new official all corporate property in his custody, 
including the books of account. 

The retiring treasurer, in preparation for the surrender of 
his office, usually closes his books and prepares a balance sheet, 
giving a more or less complete statement of the general financial 
condition of the corporation. Also an audit of his accounts is 
desirable, particularly when the corporate assets are material. 


“ 
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The audit of the retiring treasurer’s books relieves the in- 
coming treasurer from any responsibility as to their condition. 
He takes them as chey are, but must assure himself that the 
corporate funds and other property turned over to him by the 
retiring treasurer accord with the books. If he does not, his 

negligence in the matter may render him liable for any resulting 
_ loss to the corporation. 

The incoming treasurer should at once notify the deposi- 
taries in which the corporate funds are held, of his election and 
assumption of office. If the corporate funds have been deposited 

in the name of the treasurer of the corporation, it will be neces- 
sary for them to be transferred to the treasurer-elect by check 
of the retiring official. If, however, the funds are deposited in 
_the corporate name, no such transfer is necessary. There is 
‘then no change in their ownership but merely a change in the 
_ officer by whom checks are drawn, and proper certification to 
_ the bank of this change is all that is required. Should the out- 
' going treasurer refuse to turn over to the treasurer-elect any 
_ property which belongs to the corporation, the directors, or 
even the treasurer himself, may bring suit for its recovery. As 
‘a matter of course, the treasurer should give his predecessor a 
4 “receipt for the corporate property turned over. 


a 


§ 447. Formalities on Giving Up Office 


When the treasurer relinquishes, or is ousted from, his posi- 
tion, all properties of the company in his possession, including 
_ the books of account, should be surrendered to his successor or 
to such other party as may be designated by the board of direc- 

tors. The incoming treasurer is the usual and proper party to 
whom such property is delivered. The retiring treasurer should 

_ be given receipts for all properties turned over. 
The corporate accounts are always the property of the cor- 
poration. Sometimes in the smaller corporations the books in 
which these accounts are kept have been purchased by the 


4See Book IV, Form 227. 
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treasurer personally and the question as to their ownership 
then arises. As a matter of law, the treasurer must surrender 
the books in which the accounts are kept although these books 
have been purchased with his personal funds. He is entitled 
in such case to payment for the books, but he cannot withhold 
them as a means of enforcing this payment or on the plea that 
they are his.5 ; 

In order to prevent any complications on this score, it is 
sometimes provided in the by-laws that the accounts of the 
company shall be kept only in books that are the property of 
the corporation. 


5 State v. Goll, 32 N. J. L. 285 (1867); High on Extraordinary Legal Remediee, § 306. 


CHAPTER XLVII 


TREASURER’S RELATION TO OTHER CORPORATE 
AUTHORITIES 


§ 448. To the Stockholders 


The treasurer is the agent of the corporation but under the 
usual corporate arrangements his direct responsibility is to the 
board of directors, not to the stockholders. In practice the 
treasurer usually has no official connection with the stockholders, 
save perhaps when an annual or an occasional special report is 
to be made, when dividends are to be paid, or amounts due from 
the stockholders to the corporation are to be collected. He is 
not under their supervision and owes them no direct duty. He 
must obey their instructions as expressed in the by-laws of the 
corporation, but this is the limit of their usual authority. Should 
they attempt to compel his action by direct motion or resolution, 
they exceed their power and the treasurer is under no legal 
obligation to obey. 

As stated in an early case, ‘“The individual members of the 
corporation, whether they should all join, or each act separately 
have no right or power to intermeddle with the property or con- 
cerns of the bank, or call any officer, agent or servant to account, 
or discharge them from any liability.’ 


§ 449. To the Board of Directors 


Speaking generally, the treasurer is directly responsible to the 
directors and must obey their instructions. Occasionally, how- 
ever, the charter gives him certain specified powers and almost 
invariably the by-laws define his authority and prescribe his 


1$mith v. Hurd, 12 Mete. (Mass.) 372, 385 (1847). 


385 


386 CORPORATE LAW [Bk. I 


duties in detail. It is then beyond the power of the directors to 
disturb him in the exercise of the authority and the performance 
of the duties prescribed by these higher corporate authorities. 

For instance, the charter may provide that the treasurer shall 
be, ex officio, a member of the finance committee. If so, the 
directors cannot deny him this right so long as the charter pro- 
vision remains unchanged. Or the by-laws may, as is usual, 
assign the custody of the corporate funds to the treasurer. 
Should the directors, in defiance of this by-law provision, instruct 
the treasurer to surrender the corporate funds to the custody of 
some other officer of the company, they would, save perhaps in 
case of some special emergency, exceed their authority and the 
treasurer need not obey their instructions. On the contrary, 
should he obey them and should loss result to the company as a 
consequence, the treasurer himself might be held responsible. 

The treasurer must, however, obey all such proper instruc- 
tions of the directors as are not in conflict with charter or by-law 
provisions, or are intended to supplement and make them effec- 
tive. In all such matters the directors are entirely within the 
scope of their powers and their instructions are as binding upon 
the treasurer as are the by-laws themselves. 

Sometimes also the directors are given express authority to 
modify, repeal, or amend the by-laws, and their power over the 
official acts of the treasurer is then practically complete. When 
this is the case, statutory and charter provisions alone are su- 
perior to their authority. 

It may be added, however, that the powers discussed are the 
powers of the board of directors and not of the individual 
directors composing the board. These individual directors have 
certain powers of their own. Thus, without special authoriza- 
tion thereto, any member of the board of directors may inspect 
the corporate books at any reasonable time—save for purposes 
hostile to the corporation’?—and may examine ‘at his discretion 
into the acts of the treasurer or of any other corporate official, 


2 Heminway v. Heminway, 58 Conn. 443 (1890); People v. Central Fi 4 
Cara weeny 4 fo) ople v. Central Fish Co., 117 App. 
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though he cannot delegate this official right to an audit company.’ 
Also as an individual director, he may make such suggestions to 
the corporate officials as he sees fit and such suggestions will 
naturally have weight. 

The individual director has not, however, any power to en- 
force compliance with his Suggestions, nor has he the right to 
change, censure, suspend, remove, or even direct an officer of the 
corporation, such rights and powers inhering only in the board 
collectively. A director may be specially authorized by the 
board to do any of these things and will then have all necessary 
power for its performance, but he has no such authority by mere 
virtue of his board membership. 

The treasurer reports to the directors and, as already stated, 
is governed by their instructions in all matters not specifically 
covered by charter or by-law provisions. The relations between 
the treasurer and the board of directors are therefore very close 
and are usually harmonious. Both are supposed to have the 
financial welfare of the corporation at heart and to be working 
together to advance it, and it is but rarely that the exact measure 
of the board’s authority over the treasurer, or of the treasurer’s 
independence of the board, comes into question. 


§ 450. To the Finance Committee 


Nominally the finance committee is subject to the board of 
directors. It is, however, always composed of members of the 
board and generally of its best financiers, and the directors are 
usually and wisely quite content to leave the financial manage- 
ment of the corporation entirely in its hands. The finance com- 
mittee is then practically the board of directors so far as the 
finances of the corporation are concerned. The committee will 
naturally report to the directors at frequent intervals, but its 
reports, acts, and recommendations are usually sure of approval 
in advance. In practice, a finance committee possessing the 


3 People v. Borgstede, 169 App. Div. (N. Y.) 421 (1915); People v. Throop, 12 Wend. 
(N. Y.) 183 (1834). 
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confidence of the board will direct the financial affairs of the 
corporation from year’s end to year’s end without interference. 
The allegiance, co-operation, and obedience the treasurer 
ordinarily owes to the directors is then transferred to this com- 
mittee. 

If the treasurer is a member of the board of directors, he is 
usually also a member, ex officio, of the finance committee and 
participates in its proceedings. If, however, he is not a director, 
he cannot be made an active member of the committee. This is, 
as already stated, because the committee exercises discretionary 
powers belonging to the board, which cannot be legally conferred 
upon a committee composed in whole or in part of members who 
are not directors. 

If the treasurer is a member of the finance committee, and 
particularly if he is of some financial ability and standing himself, 
the direct and entire charge of the financial affairs of the corpora- 
tion is apt to be left.in his hands, the remainder of the committee 
acting merely in an advisory capacity. Even where the treasurer 
is not a member of the committee, the financial matters of the 
corporation are still as a rule left largely to his care. In such 
case he reports frequently and informally to the committee, 
either receiving authority for the particular act or policy under 
discussion, or approval of his actions in matters which have 
already been consummated. 

When the treasurer has not sufficient experience and ability 
‘to conduct the general financial affairs of the company to this 
extent, he works in close accord with the members of the finance 
committee, carrying out their instructions, consulting with them 
frequently, and at all times referring to them matters of impor- 
tance, or such as may be beyond his immediate authority, ability, 
or control. 

Since the finance committee practically takes the place of 
the board of directors so far as the corporate finances are con- 
cerned, it usually and naturally has all the authority of the board 
itself over the treasurer. The matter is, however, one that may 
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be determined absolutely by the charter or by-laws. These 
usually and properly prescribe that the treasurer shall report to, 
and be controlled by, the finance committee. 

The following by-law provisions define with much clearness 
the usual scope and powers of the finance committee and its 
authority over the treasurer. They are found under the head of 
“Standing Committees” in the by-laws quoted from in the pre- 
ceding chapter: 


The Finance Committee shall have general and special charge 
and control of all financial affairs of the Company, and shall have 
and exercise all of the powers of the Board of Directors in such 
financial matters when the latter is not in session. The Treasurer 
and the Auditor of the Company shall be under the direct control 
and supervision of the Finance Committee. 

The Finance Committee shall fix all salaries and compensation 
paid or payable to officials of the Company, except as otherwise 
provided in these by-laws or fixed by resolution of the Board of 
Directors. 


It will be noted that the financial affairs of the company are 
placed unreservedly in the hands of the committee in the interim 
between board meetings; also that the treasurer is expressly 
subordinated to its authority. 

The general relation between the finance committee and the 
treasurer should be that of harmonious and effective co-operation. 
Both are working to the same end, i.e., the best possible admin- 
istration of the financial affairs of the corporation, and there 
should be no conflict or friction between them. 


§ 451. To the Auditor 


In the smaller corporations the auditor is merely an occasional 
officer called in for the purpose of investigating and passing upon 
‘the treasurer’s accounts. In such case his relation to the 
treasurer is temporary and needs no special discussion. The 
treasurer’s books are opened to the auditor, who examines them, 
checks up their statements, and reports his finding to the board. 
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The treasurer will, naturally, furnish any proper information 
and assistance required by the auditor in the course of this exam- 
ination and will facilitate his work in every way. 

In the larger corporations, however, the conditions are ma- 
terially different. Here the auditor, or comptroller as he is 
sometimes designated, is one of the regular officials of the cor- 
poration, and his duties and the relations existing between him 
and the treasurer depend entirely upon the respective duties of 
the two officials. These are usually set forth in the’ by-laws 
and vary in different corporations.! 

In the larger corporations the auditor is the accounting 
officer, taking entire charge of the general bookkeeping. The 
actual receipt, custody, and disbursement of the funds and their 
general management remain with the treasurer. Detailed 
records of these receipts and disbursements as well as the general 
accounts of the corporation are kept in the auditor’s department, 
the treasurer’s records also covering these items but in a less 
detailed way. 

In some corporations, accounts to be paid are authorized 
by the auditor, are approved perhaps by some other officer, and 
the actual payment is made by the treasurer. In other cases the 
payments are for all practical purposes made by the auditor; 
vouchers, duly signed and countersigned, being sent out to the 
parties to whom payments are due, and these vouchers being 
payable on presentation to some designated bank which acts for 
the treasurer. Or again, the voucher will be prepared or passed 
upon by the auditor and perhaps by the official in whose depart- 
ment the obligation arises, and this voucher when signed by the 
treasurer becomes a check, honored upon presentation at a 
designated bank. 

The whole matter is one of adjustment, varying, as stated, 
in different corporations. In any case the auditor and the 
treasurer usually have distinct departments, and while their 
accounts overlap in some measure as to cash received and dis- 


4See § 308. 
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bursed, there is but little room for conflict between them. Each 
is independent of the other and exercises functions that should 
be distinct and so clearly defined that clashing is impossible. 


§ 452. To the Other Officials 


The three essential executive officers of the corporation are 
the president, the secretary, and the treasurer. In the usual 
corporate organization the president is the superior officer of the 
three, and is usually given certain powers of supervision over the 
other two. 

The secretary and treasurer are entirely independent of each 
other. Also their respective functions are so distinct that 
friction between them is unusual and absolutely unnecessary. 
In the smaller corporations the two offices are frequently and 
advantageously united in the same person. 

Between the president and the treasurer the probability of 
friction is much greater. The president, as already stated, is 
usually given certain general powers of supervision over the 
other corporate officers, and, as these powers are rarely defined: 
with clearness, there is at times room for real difference of opinion 
as to their limits. 

Under the usual by-law provisions the president has the right 
to inspect and examine the books, accounts, and records of the 
treasurer at any reasonable time.’ He has, however, no right 
to interfere directly with the treasurer’s actions unless he sees 
some actual neglect or improper performance of duty. In any 
such case it is his duty to call the matter to the treasurer’s 
attention. If the latter is obviously at fault, it is his duty to 
heed the president’s instructions. If, however, there is a differ- 
ence of opinion between the two officials as to whether or not the 
treasurer is at fault, the president, unless specially empowered, 
cannot enforce his views directly. All he can do is to report the 
matter to the directors, and both officers will then be governed by 
the directors’ decision. 


5 People, etc. v. Goldstein, 37 App. Div. (N. Y.) 550 (1899). 
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As the president is the chief executive officer of the corpora- 
tion, the treasurer is naturally expected to confer with him on 
matters of unusual importance or difficulty and to be guided to 
a greater or less extent by his opinions and suggestions. The 
president, however, as stated, cannot himself force the treasurer 
to heed his instructions unless he has been given some special 
power in the matter by charter or by-law provisions, or by action 
of the board of directors. 

The offices of president and treasurer are occasionally united 
in one person but not commonly, as the respective duties of the 
two positions are apt to conflict. Thus in some states the 
statutes require the signature of both the president and treasurer 
to certificates of stock, and the by-laws commonly prescribe a 
similar signature for the corporate checks and other instruments. 
It is obvious that the whole purpose of these precautionary 
measures would be defeated if the two offices were combined. 


CHAPTER XLVIII 


THE TREASURER’S LIABILITIES 


§ 453. The Treasurer as Agent 


The treasurer’s duty in regard to the moneys and the prop- 
erty of the corporation entrusted to his care is that of an agent, 
and he is held to the same measure of accountability. In an 
early New York case it was expressed as follows: “The duty 
of a treasurer is to keep the moneys of his principal distinct 
from his own, and to be ready at all times to pay over what 
balance he owes to his principal.” With sage recognition of 
the fact that readiness to perform is not performance, the 
learned judge continues, ‘‘and to pay the balance on demand.” 

In his duties outside tho e relating directly to the custody 
of the corporate funds and property, the treasurer is likewise 
acting as an agent and employee of the corporation, and is 
liable to it if he fails in the proper performance of these duties, 
as is any other agent or employee. 


§ 454. To Whom Liable 


When liability is incurred by the treasurer in connection 
with the duties of his office, it is usually to the corporation 
though it may be to the individual stockholders of the corpora- 
tion, or even to individuals outside the corporation. Beyond 
this there is in some states a civil liability for the non-perform- 
ance of certain duties prescribed by statute, and in all states 
there is a criminal liability for acts in violation of the penal 
statutes. 

Thus, if the treasurer loses a portion of the company funds 


1 Second Ave. R. R. Co. v. Coleman, 24 Barb. (N. Y.) 300 (1857); Hunter v. Robbins, 117 
Fed. Rep. 920 (1902). 
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through careless handling, he is responsible to the corporation. 
If he makes an official report to the stockholders which is false 
in some material respect and the stockholders act upon this 
false information and lose money thereby, the treasurer is per- 
sonally liable to the individual stockholders by whom these 
losses are incurred. Or if he misrepresents the financial status 
and ability of the corporation to an outsider in order to induce 
him to give credit to the company, he is liable to such outsider 
for any losses incurred as a result of his false representations. 
In many states if he fails to make certain specified reports, he 
is liable to fine. In all states, if he embezzles the corporate 
funds or uses his official position to defraud, he is subject to 
a criminal prosecution. 


§ 455. Sources of Liability 


Speaking generally, the treasurer may be liable for failure 
to perform, or for the improper performance of the duties of 
his office, as follows: 


t. Neglect of or non-performance of duties. 
2. Faulty performance of duties. 

3. Unauthorized acts. 

4. Illegal acts. 


$456. (1) Neglect or Non-Performance of Duties 


As a rule the treasurer is liable for any loss or damage in- 
curred through his neglect of or failure to perform his duties. 
Thus, if he fails to deposit the corporate funds in due time, or 
in accordance with the requirements of the by-laws or the 
directors, and because of this neglect they are burned, stolen, 
or otherwise lost, the treasurer is responsible to the corporation. 
Or if money is due and the treasurer does not take the necessary 
steps for its collection, and as a result it is lost to the corporation, 
he is again responsible. Or if he refuses to perform his proper 
duties and the corporation is involved in losses thereby, he is 
responsible to the corporation for the amount so lost. 
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In any case of loss to the corporation because of neglect of 
duty on the part of the treasurer, the measure of his liability is 
usually the amount actually lost, or the damage actually sus- 
tained in consequence of such failure or non-performance. He 
cannot ordinarily be held liable for losses indirectly due to his 
failure. 

It is to be noted that the liability of the treasurer for neglect 
or non-performance of his duty is to the corporation, and not 
to the individual stockholders. Any action, therefore, against 
the treasurer for losses incurred by reason of his neglect or 
failure must be instituted by the board of directors, and not 
by the stockholders, either as a body or individually. 

In the larger corporations and wherever the value of the 
corporate funds and property in the treasurer’s hands is mate- 
rial, it is usual to require him to give bond for the faithful per- 
formance of his duties. This bond, if good and of sufficient 
amount, will usually cover any losses occasioned by the failure 
or the misdeeds of the treasurer and be an efficient protection 
to the corporation.? 


$457. (2) Faulty Performance of Duties 


The treasurer may render himself liable for faulty perform- 
ance of his duties as well as by neglect of these duties, and in 
such case his liability may be to outside parties or to the cor- 
poration. For instance, if the treasurer signs a note of the 
corporation, and, instead of using the proper corporate signa- 
ture, signs his own name followed by the term ‘“‘Treasurer,” he 
will in some states and under some circumstances make himself 
liable as a principal, although he had no intention of so doing and 
was not expected to be personally involved.’ 

So also, if the treasurer in paying some corporate indebted- 
ness, carelessly draws a check for a larger amount than is re- 


/ 
2See Ch. XLIX, ‘‘The Treasurer’s Bond.” 
- 3 Merchants Nat. Bank v. Clark et al., 139 N. Y. 314 (1893); First Nat. Bk. ~. Wallis, 
150 N. Y. 455 (1896). 


306 CORPORATE LAW [Bk. I- 


quired, and the excess cannot be recovered from the payee, the 
treasurer is liable to the corporation for its amount. 

The liability of the treasurer from faulty performance of 
duty seldom arises. His position is one of trust and responsi- 
bility, and the incumbent is usually experienced in business 
matters and accustomed to the handling of funds. Under these 
circumstances it is hardly to be expected that he will err so 
grossly in any of his official acts as to subject himself to liability. 


§ 458. (3) Unauthorized Acts 


The treasurer is the agent of the corporation, and within the 
scope of his authority can act for and bind it. If, however, he 
acts beyond the scope of his usual duties, not being authorized 
thereto, his act is without validity and the corporation is not 
necessarily bound.‘ Also, in any case of loss resulting from his 
unauthorized acts he is liable in damages to the party suffering 
such loss, whether it be the corporation or an individual. This 
is the usual liability of an agent exceeding his authority.® 

For instance, if the treasurer of a corporation, not being 
authorized thereto, orders a costly piece of machinery for the 
use of his company, the corporation may lawfully refuse to 
receive it even though the order was accepted by the manu- 
facturer on the supposition that the treasurer had been duly 
empowered to make the purchase. In such case the maker of 
the machinery is the injured party and may hold the treasurer 
personally responsible for any real loss involved in the trans- 
action. 

Or should the treasurer, not being authorized thereto, enter 
into a contract on behalf of the corporation to supply certain 
goods at a low price, the corporation is not bound by his agree- 
ment unless it ratifies his act, and, if it does not, the treasurer i+ 
liable to the other party for any direct loss. 


_ ‘Daniele v. Burlington, etc., Co., 84 N. J. Eq. 53 (1914); Jacobus v. Jamestown Mantel 
Cor, a N. Y. 154 (1914). 

’ Kroeger v. Pitcairn, ror Pa. St. 311 (1882); Baltzen et al. v. Nicholay, N. Y. 40 
(1873); Taylor v. Nostrand, 134 N. Y. 108 (1892). Baie me 
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If, however, the treasurer, though really unauthorized there- 
to, performs some act within the apparent scope of his powers— 
that is, an act within the powers usually incident to his offices— 
or powers which he has been represented to the public as pos- 
sessing,’ and the party with whom he deals is unaware of the 
treasurer’s lack of authority, the corporation is bound by the 
act. If any loss results, the treasurer is liable to the corporation. 
For instance, if the treasurer, having neither express nor implied 
authority therefor, or perhaps acting contrary to the instruc- 
tions of the board, enters into a contract with a banking house 
to discount a large amount of the corporation paper at such an 
unfavorable time or under such conditions as to involve a loss, 
and the banking house supposed the treasurer to have authority 
to make such contract, the corporation cannot repudiate the 
treasurer’s action as unauthorized. On the contrary, it must 
abide by the terms of the agreement and its only recourse is 
against the treasurer and the measure of its damages is the loss 
actually involved. : 

The treasurer’s general liability for unauthorized actions 
is well expressed in the following quotations: 


It is the first duty of an agent, whose authority is limited, to 
adhere faithfully to his instructions, in all cases to which they can 
be properly applied. If he exceeds or violates or neglects them, he 
is responsible for all losses which are the natural consequences of his 
act.9 

The cases in which agents have been adjudged liable personally 
have sometimes been classified as follows, viz.: first, where the 
agent makes a false representation of his authority with intent to 
deceive; second, where with knowledge of his want of authority 
but without intending any fraud, he assumes to act as though he 
were fully authorized; and third, where he undertakes to act, bona 
fide believing he has authority, but in fact has none, as in the case 
of an agent acting under a forged power of attorney. As to cases 


6 Traitel Marble Co. v. Brown Bros., 159 App. Div. (N. Y.) 485, 487 (1913). 

7 Culver v. Pocono, etc., Ice Co., 206 Pa. St. 481 (1903). : ' ‘ 

8 Austrian & Co. v. Springer, 94 Mich. 343 (1892); Brown v. Franklin Mut. Fire Ins. Co., 
164 Mass. 565 (18096). r 

* Whitney v. Merchants’ Express Co., 104 Mass. 152, 154 (1870); also Wilts v. Morrell, 66 
Barb. (N. Y.) 51z (2273); Taylor v. Nostrand, 134 N. Y. 108 (1892). 
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fairly brought within either of the first two classes there cannot be 
any doubt as to the personal liability of the self-constituted agent, 
and his liability may be enforced either by an action on the case for 
deceit, or by electing to treat him as principal. While the liability 
of agents in cases belonging to the third class, has sometimes been 
doubted, the weight of authority appears to be that they are also 
liable.?° 


The treasurer may be liable for wrongfully paid dividends.1 


§ 459. (4) Illegal Acts 

The illegal acts of which the treasurer is most commonly 
guilty may be divided into two classes: (1) fraudulent acts, 
such as false or misleading statements or reports as to the 
property or financial condition of the corporation made or cer- 
tified to by him; (2) criminal acts, such as embezzlement of the 
funds entrusted to his charge. 

Offenses of the first class are not infrequent and may be 
offenses against individuals, or against the state. In case of 
misrepresentation to individuals, the treasurer is liable to the 
parties misled as is any agent,!2? and may subject himself to a 
criminal liability as well. In case of false representations to 
the state, he is subject to special penalties provided by the © 
statutes. 

False or fraudulent reports are prohibited by the laws of 
almost every state. Varying punishments are imposed. Usually 
the statutes provide that a treasurer making or concurring in 
any representation materially false in any of its details, shall 
be liable to any individual damaged thereby, to the amount of 
his loss. Frequently a further and more serious penalty is 
imposed, consisting of both fine and imprisonment. 

The criminal acts of the treasurer may be of two classes: (1) 
those inuring to his direct personal benefit, such as embezzle-_ 


10 Kroeger v. Pitcairn, ror Pa. St. 311, 317 (1882). 

11 See § 400. \ 
. 5 Morgan v. Skiddy, 62 N. Y. 319, 326 (1875); Kroeger v. Pitcairn, ror Pa. St. 311, 317 _ 
(1882). 
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ment of the corporate funds or obtaining money under false 
pretenses from the corporation, or from those with whom the 
corporation is transacting business; (2) participation in acts of 
the corporation that would in an individual be criminal. 

The liability of the treasurer for criminal acts inuring to 
his personal benefit is the same as for any other individual. 
Such offenses are neither better nor worse, nor does their pun- 
ishment differ when committed by a corporation official. 

If criminal acts are committed by the corporation, the treas- 
urer or any other officer responsible therefor, or knowingly 
assisting or concurring therein, is liable to prosecution and 
punishment.18 In such case it must be shown, however, that 
“the corporation did them by his hand, act, direction or per- 
mission, which of course is direct proof of his own acts, or such 
circumstances must be shown as to justify the conclusion, as a 


_ fact, that what the corporation did, he did.” In other words, 


he is an agent with an agent’s usual liability, but no more. 
Thus, if the corporation obtains credit or moneys by means 
of false representations, i.e., under false pretenses, in order to 
hold the treasurer responsible, either civilly or criminally, it 
must be shown that he participated in such act or knowingly 
allowed it to be done.t5 As a corporation cannot be held crimi- 
nally liable, and as it is far more difficult to secure the criminal 
conviction of its officials than to enforce a civil liability, criminal 


_ prosecutions against the treasurer in cases of the kind are 


exceedingly rare. Civil prosecutions are not so uncommon and 


if his participation and responsibility can be proved, he is held. 

Outside of false representations, acts involving criminal lia- 
bility are not often committed under corporate direction. Some- 
times, however, they do occur, as where the agents of a cor- 
poration resort to violence or the destruction of property of a 
rival concern in order to hinder or prevent its success. In any 


13 Weber v. Weber, 47 Mich. 560 (1 882); Hubbard v. Weare, 79 Iowa 678 (1890); Vreeland 
v. N. J. Stone Co., 29 N. J. Eq. 188 (1878). 

4 People v. England, 27 Hun (N. Y.) 139 (1882), 
,,._ 1° Wakeman v. Dalley, 51 N. Y. 27 (1872); Arthur v. Griswold, 55 N. Y. 400 (1874); 
Morgan v. Skiady, 62 N. Y. 319 (1875). 
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such case the corporation itself can naturally be held only in 
damages, but the agents, by whom the criminal act is performed, 
are liable to punishment as if the act were their own deed, insti- 
gated and committed by them alone. 


§ 460. Statutory Liabilities 


In many of the states the liabilities discussed in the present 
chapter, which in the main are common law liabilities, have 
been further enacted into statutory liabilities. Also in some 
cases specific additional penalties have been added. An instance 
of this has already been given in the case of false reports, where 
the treasurer is not only liable to the individuals injured by 
such false reports, but is subject to a prescribed statutory penalty 
as well, this penalty usually including both fine and imprison- 
ment. 

In addition to the common law liabilities, there are in some 
states penalties for refusal to allow the proper inspection of 
books; for failure to make certain reports; for permitting 
stockholders to withdraw any part of their investment in the 
corporation and for allowing other impairments of the capital 
stock. Most of the things thus penalized are in themselves © 
morally indefensible. 4 

It will be found, however, that occasionally acts or omissions 
entirely innocent in themselves have, by direct statutory pro- 
vision, been made punishable offenses. Thus in some states the 
omission to file certain prescribed reports at a particular time is 
punished by fine. Statutory provisions of this kind are, how- 
ever, not numerous and, so far as applicable to the treasurer of | 
the corporation, are restricted almost entirely to the corporate | 
reports, 


CTX PACE ROR de 
THE TREASURER’S BOND 


$461. General 


The corporate funds are usually placed in the treasurer’s 
care with but little reservation, and, in the absence of special 
protective provisions, the measure of their safety is the integrity 
and efficiency of the treasurer. If he is dishonest, they may be 
stolen; if he is careless, they may be lost. 

The safeguards that can be thrown round the corporate funds 
while in the treasurer’s custody are but few. Usually he is 
required to deposit them as soon as they come into his hands, and 
their withdrawal may be effected only by check signed and 
countersigned as required by charter, by-laws, or directors’ 
resolution. Notes and drafts likewise usually require signature 
and countersignature. Regulations as to corporate loans, dis- 
counts, and other financial transactions restrict his power. 
Audits of the treasurer’s books are held from time to time. His 
character, standing, and financial responsibility always have 
much weight. 

It is obvious, however, that all this affords but very partial 
protection to the corporate funds, and still less to the other 
property entrusted to the treasurer’s care. One further pro- 
tective measure of importance exists, and this is the treasurer’s 
bond, the most effective and most relied upon of all the material 
safeguards possible.1 

The treasurer’s bond is an instrument whereby the parties 
signing it bind themselves within the limits of the bond to make 
good any losses the corporation may suffer from the negligence. 
dishonest acts, or wilful omissions of the treasurer. The obliga- 
By tee Book IV, Form 248. 
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tions of the bond are governed strictly by its terms, but the 
usual personal bond requires: 


1. The faithful performance of the treasurer’s duties. 

2. The safety of the corporate funds and other property 
entrusted to his care. 

3. Their due return on the expiration of his term of office, 
or at any prior time upon legal demand. 


§ 462. Statutory Requirements 


In many states the statutes are silent on the subject of the 
treasurer’s bond. In a few states, notably New Jersey and 
Pennsylvania, the statutes require that the treasurer be bonded 
in such sum and with such sureties as the by-laws provide. In 
other states, as in New York; Colorado, Delaware, Massachu- 
setts, and Illinois, the statutes are merely permissive,and provide 
that security may be demanded of the treasurer. As to the 
stockholders, this is merely a restatement of a power already 
existing. They may, if they wish, provide in the by-laws that a 
bond shall be required of the treasurer, but they might do this 
with equal force if the statutes were silent. As to the directors, 


however, such statutes are of greater weight, giving them, in | 


the silence of the by-laws, the unquestioned right to require a 
bond from the treasurer—a power which otherwise is doubtful. 
The statutes of the states mentioned are not, however, manda- 
tory, and if the directors see fit, they may omit the require- 
ment and cannot be held liable in case of resulting loss to the 
corporation. 


§ 463. Corporate Requirements 


Irrespective of any statutory provision, the stockholders 
have full power at common law to require the treasurer to give a 
bond. Such a requirement might be, and sometimes is, incor- 
porated in the charter, but is usually found in the by-laws. 

When the by-laws require a bond, they will sometimes specify 
its amount and the number of sureties, or perhaps provide in- 
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stead that the bond of a reputable surety company shall be 
given. Usually, however, they merely direct that a bond shall 
be required of such amount and with such sureties as the board 
of directors may prescribe. F requently they are merely per- 
missive, stating that the board may require the treasurer to give 
a bond, all details being left to the board. 

In all cases where the by-laws require a bond of the treasurer, 
the directors have full power to prescribe any details not covered 
by the by-law provision. Should neither the statutes nor the 
charter or by-laws of the corporation require such bond, it is 
doubtful whether the board would of its own authority have 
power to compel it. 


§ 464. Nature of the Bond 


The treasurer’s bond is a formal undertaking of certain 
parties who are specified therein and by whom the bond is 
signed, that in the event of loss arising from the defalcation or 
other dishonesty of the treasurer, they will make good such loss 
up to the amount of their bond. When such a bond is given 
it is usually signed by the treasurer and by his bondsmen as well, 
and in all cases the details of the liability involved are set forth 
in full in the instrument. 

Formerly personal bonds were the rule and the bondsmen 
were usually friends of the bonded official. Of recent years, 
however, responsible surety companies supply bonds of the 
kind, and the personal or individual bond has been largely 
Superseded. The bond of a good surety company is always to 
be preferred. 

The personal bond is generally sweeping in its nature, cover- 
ing any loss occasioned by defalcation or dishonesty on the part 
of the treasurer and also providing for the proper restoration 
to the company, when legally demanded or at the expiration 
of the treasurer’s term of office, of all moneys, papers, vouchers, 
documents, books of account, and other property belonging to 
the company then in his hands. 
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The wording of the bond will, however, affect and directly 
limit the extent of the sureties’ liability. Usually bondsmen are 
not held liable for accidents or mistakes of the principal, or for 
his inability to perform all the duties of his official position.? 
But where the condition of the bond provides that the principal 
shall perform all the duties of his office and that the sureties 
shall pay all damages or losses arising from any failure to per- 
form such duties, the bondsmen may be held.’ 


§ 465. Amount of Bond 


There is no rule as to the amount of the treasurer’s bond. 
Manifestly the matter is one that must be governed by the 
conditions of each special case. Its amount is supposed to be 
proportionate to the risk involved, but frequently it will be fixed 
haphazardly, or at some arbitrary amount deemed sufficient, 
or perhaps the cost of the bond will determine its amount. In 
all cases the bond should be adequate to cover any loss reason- 
ably possible. 

The treasurer of a corporation is usually a man of standing 
and character, and this will in itself have a direct bearing in 
fixing the amount of his bond. Also he is frequently of some 
financial responsibility and this will have weight, as the extent 
of the treasurer’s liability is not limited by the amount of his 
bond. ‘The bond is merely a crystallization of a portion of his 
liability in convenient shape for ready realization in case of loss 
for which he is responsible, and. any property he may own is 
available beyond this in case the bond is insufficient. Also 
some measure of safety is insured by the usual checks existing 
or placed upon the treasurer’s official actions, i.e., the general 
knowledge of the business and of the treasurer’s accounts and 
affairs possessed by the directors and other corporation officials, 
the accounts required to be kept, the periodical audits, the 


2 Morris, etc., Co. v. Administratrix, 21 N. L. 100 (1847); Union Bank v. Clossey, 
10 Johns (N. Ne ) 271 (1813); contra, Am. Bank v. phe 12 Pick. (Mass. ) 303 (1831). 7 
3 Union Bank v. Thompson, 8 Rob. (La ) 227 (1844). 
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prompt deposit of funds, the countersignatures to checks, notes, 
drafts, etc. 

All this must be taken into consideration, as must also the 
general improbability that in event of the treasurer’s neglect or 
dishonesty all the corporate funds and property in his possession 
will be lost. The bond is usually but a small proportion of the 
amount entrusted to the treasurer’s care when this is at all 
considerable, and the ratio diminishes rapidly as the amount 
involved increases. For instance, the treasurer of some small 
corporation with a cash balance never exceeding a few thousand 
dollars, will frequently be required to give a bond for a thousand 
dollars or more. In this case the bond ranges from 25 to even 
100% of the total risk. In a large corporation the percentage 
would be relatively much smaller. 

Frequently, as stated, the cost of bonding has some weight 
in determining its amount. Under the personal bond this ele- 
ment does not enter in, but with the surety company bond the 
cost increases with the size of the bond and its amount will 
naturally be kept as low as prudence will permit. Some- 
times, with penny-wise economy, its amount is fixed still lower. 


§ 466. Personal Bonds 


As already stated, the bond formerly given by the treasurer 
was almost invariably signed by individuals. These individuals 
were usually friends of the treasurer who went on the bond 
merely as an accommodation to him and without expectation of 
compensation and equally without expectation of ever being 
called upon to meet its obligations. If, then, through the 
treasurer’s fault or misfortune, losses occurred and these friends 
were called upon to make good the undertakings of the bond, 
they naturally felt the demand to be a hardship. They were 
legally liable, but they did not feel the moral obligation of a just 
debt, and would delay payment as long as possible and frequently 
evade it altogether, or perhaps be found unable to pay. The 
whole system was, and is, unsatisfactory and ineffective. 


406 CORPORATE LAW (Bk. I- 


The personal bond is still used to a considerable extent, and 
when it is employed the standing of the treasurer’s sureties or 
bondsmen becomes a matter of the first importance. It is 
obvious that the value of the bond rests not alone in the financial 
ability of the bondsmen but to a considerable extent upon their 
moral responsibility as well, and both their financial standing and 
general character should therefore, when the bond is large, be 
subjected to a searching scrutiny. This is a matter entirely 
within the province of the directors. Usually the bondsmen 
of a corporation treasurer are personally known to the directors, 
and the desirability of these bondsmen may then be decided 
from knowledge so gained without the necessity of special 
investigation. 

It need hardly be said that the actual drafting of the instru- 
ment by which the treasurer’s bondsmen are held should be 
careful and competent. A defective instrument might easily 
result in a total loss of the protection the bond was expressly 
intended to afford. 


§ 467. Surety Company Bonds 


The surety company bond is similar in its general nature to a 
personal bond; its carefully restricted liability and the fact that 
it is signed by a surety company instead of by individuals con- 
stituting the only material difference. The surety companies 
supplying these bonds are usually well-known and substantial, 
and the conditions surrounding the issue of their bonds are such 
as to make the security afforded far superior within its limits to 
that of the ordinary personal bond. 

When a surety company bond is desired, the treasurer makes 
his application in prescribed form, specifying the amount 
required. The company then investigates the character and 
standing of the treasurer to decide whether he is a suitable 
person for the position and one who may be safely bonded. If 
he is accepted, a fee is paid the company according to the amount 
of the bond and the nature of the risk, and the bond is issued. 
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The treasurer’s application to a surety company is formal. 
It usually involves a very complete statement of his past history 
and present condition, covering his social and business habits, 
standing, and connections, and giving all such details of his 
earlier and present life as will enable the surety company to judge 
of his fitness as a custodian of money and property. The appli- 
cant is also required to give a number of suitable references, i.e., 
people who, while not relatives, have been in a position to judge 
of the character and responsibility of the applicant. These 
references are communicated with and a written statement as 
to the important features of the treasurer’s character, reputation, 
and past history are, if possible, obtained from each. The 
investigation is usually thorough and searching. If the applicant 
passes the ordeal successfully, the company issues its bond in 
accordance with his application. _ 

In the case of a corporation treasurer, the surety company’s 
fee for a bond of moderate amount—say a few thousand dollars— 
is from $4 to $7 per annum for each thousand dollars of bonded 
obligation assumed by the company. These fees are sometimes 
paid by the treasurer himself and sometimes by the corporation. 
It would seem proper that the corporation should assume this 
expense, though no established rule prevails. 

Bonding by a surety company is, as has been said, a strictly 
business transaction. Before taking the risk the company 
makes a careful investigation and takes every proper precaution. 
Its fees are based on careful calculation and long experience and 
are an adequate payment for-the risk assumed. A certain per- 
centage of loss is anticipated. Then, when loss does occur for 
which the company is liable under its bond, there is seldom, if 
ever, any attempt on the part of a reputable and responsible 
Surety company either to evade or delay payment of its obli- 
gation. 

Further, it may be said that the reputation and financial 
standing of the surety companies engaged in the business of 
bonding may be easily and satisfactorily ascertained; that there 
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is usualiy neither trouble nor delay in payment when unques- 
tioned obligations arise; that in case of doubt, necessitating 
legal proceedings in order to determine whether or not the 
bondsmen are liable, the courts construe the bonds given by 
surety companies much more strictly than in the case of bonds 
given by individuals, and, finally, that in spite of its limited 
protection and many conditions, the surety company bond has 
almost superseded the personal bond. 


§ 468. Liability of Bondsmen 


The contract of the bondsmen or surety company is an agree- 
ment to indemnify the corporation against loss occurring through 
the defaults of the treasurer. The treasurer joins with his 
bondsmen or with the surety company in signing the bond. 
This is not for the purpose of binding himself to the corporation, 
to which he already owes a duty, but for the purpose of obligating 
himself to save his sureties harmless. In bonds prepared by the 
surety companies the obligation of the surety company is usually 
made conditional upon the signing of the bond by the treasurer. 

If the bond is phrased “‘jointly and severally,” the bondsmen 
signing the instrument are each individually liable to the full 
amount of the bond, and action in case of loss may, if desired, 
be commenced against the treasurer alone or against any one of 
his bondsmen, or against any or all of the parties at the same 
time.t In Massachusetts suit in such case must be brought 
either against one or against all the obligors.s As among them- 
selves, however, each one of the bondsmen is responsible for his 
individual proportion of any loss incurred and if payment is 
enforced from one bondsman, he is legally entitled to collect 
the pro rata amount due from each of his fellow bondsmen. 

Usually liability of a personal bond is limited to the amount 
actually and directly lost by the neglect or dishonesty of the 


4 Poullain v. Brown, 80 Ga, 27 (1887); McKee y, Gri 60 Ala, : ! 
McBride, 81 Misc. (N. Y.) 618 (1013). TG er Gay ONC eee 


§ Leonard v, Speidel, 104 Mass, 356 (1870), 
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treasurer. In case the amount of such loss is less than the 
amount of the bond, the bondsmen are liable only for the loss 
actually incurred but are still held on the bond for any future 
losses and this liability continues until the bond expires or until 
they have paid out the full amount of their obligation there- 
under. If the loss is greater than the amount of the bond, the 
bondsmen are liable up to its full amount but not beyond, and 
upon payment of its amount the bond is extinguished and of no 
further effect. In other words, the amount specified in the 
bond marks the limit of the bondsmen’s liability. 

When a bond is once executed the bondsmen cannot with- 
draw or escape from its liability until the legal termination or 
prior cancellation of the bond. They may have reason to sus- 
pect the treasurer of dishonesty or carelessness, or for other 
reasons may greatly desire to end their liability, but this they 
cannot do unless with the consent of the corporation. They 
may neither cancel their obligation nor escape it.6 They can 
only wait until time works their relief or perhaps their ruin. A 
cancellation clause is sometimes inserted in personal bonds, 
and always in surety company bonds, for the express purpose of 
its termination, if desired, before the end of the bonded period. 

The undertaking of a bond is an onerous one that should not 
be entered upon by individuals as lightly as is usually done. The 
expectation is, of course, that no loss will occur and no active 
obligation fall upon the bondsmen. Instances showing the 
fallacy of this expectation are, however, numerous, and when 
liability does arise, the results are apt to be serious—too serious 
to justify the signing of a bond as a mere matter of friendship, 
when a few dollars will, as a matter of ordinary business, obtain 
perhaps a better bond from a responsible surety company. A 
personal bond is an imposition on the individuals, and does not 
safeguard the corporation. 

In case of doubt, or when legal proceedings are necessary to 
enforce the liability of bondsmen, the courts, as already stated, 


6 Stearns on Suretyship, § 119. 
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construe the bonds given by surety companies much more strictly 
than the bonds of individuals. The leniency shown the indi- 
vidual in this case arises from the fact that he generally takes 
no part in the writing of the instrument and does not profit from 
the transaction. He is in fact merely an accommodation party 
and is therefore entitled, in case of doubt, to the strictest con- 
struction in his favor.? 

In the case of a surety company, the reverse of all this is 
true. The company itself prepares the form of bond, carefully 
investigates and limits the risk it assumes, protects itself in every 
particular, and is paid adequately for its undertaking. Hence, 
when the courts pass upon such a contract, their construction 
in case of doubt is against the surety and in favor of the party 
seeking indemnity.® 


§ 469. Termination of Bond 


Unless the treasurer’s bond contains some clause providing 
that its liability shall continue, or sooner terminate, it is limited 
to the term of office for.which the treasurer was elected. If the 
treasurer is re-elected, his bond, unless specifically so provided 
in the instrument, does not pass over to the new term but must 
be renewed.® Also, if the election of officers fails and the 
treasurer holds over beyond the elected term, his bondsmen are 
not responsible for this hold-over term unless this continuing 
responsibility is clearly expressed in the bond.19 

The death of the treasurer terminates his bond, as does like- 
wise his peremptory or accepted resignation, provided in either 
case that all the corporate funds and other corporate property 
entrusted to him are returned. Also, if there is any material 
change in the duties and responsibilities of the treasurer, the old 


7Stearns on Suretyship, § 255; Ulster Co. Sav. Inst. v. Ostrander, 15 App. Div. 

137 (18907); Ward v. Stahl, 81 N. Y. 406 (1880). 5 laschoeea ee ne 

aaeie Surety Co. v. Pauly, 170 U. S. 133 (1807); Tarboro v. Fidelity Co., 128 N. C. 366 
® Citizens’ Loan Assn. v. Nugent, 40 N. J. L. 215 (1878); Savings Bank v. Hunt 

597 (1880); Ulster Co. Sav. Inst. v. Ostrander, 163 N. Y. 430 (1900). s eS: 
10 Brandt on Suretyship, § 191; Ulster Co. Inst. v. Young, 161 N. Y. 23 (1890). 
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bond may be terminated or vitiated by the changed conditions 
and a new bond should then be required. 

It is to be noted that while the liabilities of a bondsman are 
limited to losses occurring during the term for which the bond 
is given, the bondsmen are not released entirely at the end of this 
period, but may still be held for any defalcation or loss which 
occurred during the bonded term, even though such loss were not 
discovered until long after this term expired. In other words, 
the bondsmen undertook to make good certain possible specified 
losses if they occurred during a certain specified time, i.e., during 
the treasurer’s term of office. If such losses do occur, the mere 
fact that they are not discovered till later does not affect the 
liability of the bondsmen one way or the other, unless perhaps 
the bondsmen’s liability is then barred by the statutes of limita- 
tion, or some limitation has been imposed by the terms of the 
bond. It has been held that defalcations in three successive 
years under an original bond and two renewals were recoverable, 
although the total amount was greater than the liability of the 
bond for any one year.! 

This continuing liability is a disturbing feature of the personal 
bond and is a strong reason for its avoidance. Ina surety com- 
pany bond, on the contrary, this feature is taken into considera- 
tion and provided against by careful limitations. 


1 National, etc. Assn. v. Conkling, 90 N. Y. 116 (1882); Smith v. Molleson, 148 N. Y. 241 
(1896). . 
12 Campbell Milk Co. v, U-S. Fidelity & G. Co., 161 App, Div. (N, Y.) 738 (1914). 


CHAPTER .L 
THE TREASURER’S REPORTS! 


§ 470. The Report to Directors 


In the smaller corporations the directors usually keep in 
close touch with both the corporate business and its records, 
and a formal report from the treasurer will hardly be required 
more than once a year. 

In the larger corporations monthly reports showing the con- 
dition of the corporate affairs are usually required, the details 
and scope of these reports depending somewhat on the nature 
of the corporate business. An annual report is also made at the 
end of the corporate year, usually similar in form to the monthly 
reports but covering the operations of the entire year. 

There should be no reservations in the treasurer’s report to 
the directors. The directors are responsible for the management 
of the business and should be fully informed on every detail of 
the corporate operations that will assist them in the intelligent 
and capable discharge of this responsibility. Occasionally it 
will happen that special transactions are not divulged to the 
entire board of directors, but this is exceptional and is proper 
only when the directors themselves concur. 

The treasurer’s report, whether monthly, quarterly, or an- 
nual, should, for the period covered, give the source and amount 
of moneys received, the amount and nature of disbursements, 
the earnings and expenses, and the assets and liabilities as of 
the close of the reported period. Any special data peculiar to 
the particular time or period, or of importance to the financial 
operations of the corporation, should also be embodied in the 
treasurer’s report. 


1 See generally, Book III, Part VII, ‘“‘Corporation Reports and Statements ” 
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The form and the details of the report submitted depend on 
the requirements of the board and also on the possibilities of the 
accounting system. If profits can only be ascertained annually 
or semiannually after taking an inventory, then the monthly 
report cannot embody an accurate balance sheet or a profit and 
loss statement. A summarized statement of cash receipts and 
disbursements can always be made and such statistical data as 
gross sales, returns, purchases, etc., can be presented if desired. 
If made in a comparative form, i.e., if the data of the corre- 
sponding year are also inserted, the directors will be able to draw 
some valuable conclusions. Frequently, when possible, a com- 
parative balance sheet is also submitted showing the assets and 
liabilities as at the close of the month of the report. 

Usually a comparative profit and loss statement is made up, 
showing the earnings and expenses for the corresponding month 
of the previous year. The expenses are not detailed in this 
statement, reference being made to the analysis book which 
shows in comparative form the detailed expenses of each month. 
This book should accompany the report when it is submitted to 
the directors. This obviates the necessity for detailing all ex- 
penses in the report, which should be done if an analysis book 
is not kept or is not presented to the board. 

The treasurer’s annual report to the directors should follow 
the general form of the monthly report. 


§ 471. Report to Stockholders 


The stockholders compose .the corporation and are entitled 
to information as to its condition and progress. Frequently, 
however, there are trade reasons for withholding the more con- 
fidential details from them. It is obvious that if a full showing 
of the corporate business and the results of its operations were 
made annually to the stockholders of a corporation, it would 
become public property and serious results might follow.  Pri- 
marily for this reason, but also because the stockholders do 
not need nor usually desire fully detailed statements of the 
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corporate business, the reports made to the stockholders are 
almost always general in their character. 

The report to the stockholders generally takes the form of a 
statement of earnings designed to give a view of the company’s 
operations. Sometimes a condensed balance sheet will make 
an excellent stockholder’s report. This may be accompanied 
by an income tax statement showing the earnings for the year, 
and also by a condensed general profit and loss account. In 
many of the larger corporations, more or less directly connected 
matter accompanies the balance sheet.? 

In many corporations the treasurer makes no independent 
report, the president’s report covering the general affairs and 
conditions of the corporation together with its finances and 
plans for the future. This is true, for instance, of the United 
States Steel Corporation, where but one formal report—that of 
the chairman of the board—is made to the stockholders. In 
perhaps the majority of cases, however, the treasurer makes 
his own report to the stockholders, covering in it such details of 
the financial affairs of the corporation as the directors deem it 
expedient for the stockholders to know; or, to express it other- 
wise, all such financial details as will be of interest to the stock- 
holders, the publication of which will not result in injury to the 
company’s business. 

Where but one formal report is made to the stockholders 
and this report is made by the president, the treasurer or the 
treasurer’s department will, of course, supply the president with 
material for the financial portion of the statement. In any case, 
the two officials should work in sufficiently close touch to pre- 
vent any serious overlapping of their reports.3 


2See Book IV, Forms 264, 265. 
3See Book IV, Form 262. 
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THE CORPORATE FUNDS 


§ 472. General 


“Corporate funds” is a general term applied to the moneys 
belonging to the corporation. Technically, the term “funds” 
includes securities as well as moneys, but used in connection 
with the treasurer’s work it is customary to restrict its applica- 
tion to cash, sight drafts, checks, and similar readily convertible 
paper. The general corporate securities, such as notes, time 
drafts, treasury stock, bonds, securities of other corporations, 
etc., are also usually committed to the treasurer’s care but not 
under the designation “funds,” the provisions regulating the 
matter usually employing the phrase “money and securities,” 
in order to avoid any uncertainty as to their scope. 


§$ 473. Collections 


Whether the treasurer is responsible for the collection of 
moneys due the corporation or not, is a matter determined 
entirely by the requirements or practice of the particular cor- 
poration. 

In the smaller corporations collections falling due in the 
ordinary course of business are within the usual province of the 
treasurer; in the larger corporations they are not. In these all 
moneys as received are turned over to the treasurer, but his 
responsibility as to collections is limited to such special collections 
as may be specifically assigned to him. 
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§ 474. Status of Treasurer as to Corporate Funds 


In receiving and holding the corporate moneys the treasurer 
acts as the agent of the corporation. He must therefore safe- 
guard them with all reasonable care, and use them only on 
account of and for the benefit of the corporation and in accord- 
ance with its instructions. So long as he acts within these limits, 
he is not responsible for any losses which may occur.! 

If, however, the treasurer fails to use reasonable care in his 
custody of the corporate funds, ie., the care that a prudent 
man of business would exercise in regard to his own funds, he will 


be liable for any resulting losses. Also, if he disburses, uses, or 


invests the corporate funds without authority, he is again 
liable if losses result, but, should gains be made, these gains 
belong to the corporation. In other words, any profits resulting 
from the use of the corporate funds while in the treasurer’s care, 
belong to the corporation regardless of whether such use be 
proper or improper. If losses result from proper use of the 
funds the loss is the corporation’s; but if the use be improper, 
the loss is the treasurer’s. 

This same rule holds good where the treasurer privately 
employs corporate funds for his own benefit or account. If 
the transaction is discovered, the corporation can reclaim not 
only its funds but any resulting profits as well. If losses occur, 
the treasurer can be required to make these good and in addition, 
in either case, is liable to prosecution for embezzlement. 

Such a condition occasionally occurs where the cashier or 
treasurer of an institution uses its funds for speculative purposes, 
expecting to replace the borrowed funds from the returns of 
the venture, while any profits are to be retained as his own 
private gain. Usually no profits are made and the discovery of 
the transaction involves the defaulting treasurer in disgrace and 
punishment. If, however, profits should be made, these profits 
are the property of the corporation and, if retained by the 
treasurer, his‘offense is twofold. Not only has he used and 


1 First Nat. Bank v. Bank, 77 N. Y. 320 (1879). 
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risked the corporate funds improperly, but he has stolen the 
resulting profits. . 


§ 475. Custody of Corporate Funds 


The treasurer’s responsibility for the corporate funds begins 
as soon as they are turned over to him, and continues until they 
are surrendered to his successor or to some other properly 
authorized party. 

Usually the corporate authorities designate a depositary and 
require the treasurer to deposit the corporate funds therein. If 
not, it would still, as a tule, be the duty of the treasurer to 
deposit in a reputable bank the moneys coming into his hands, 
as an incident of the “reasonable care”’ properly required of him. 

Just how soon funds should be deposited after their receipt 
is a matter to be decided by conditions. Usually a routine for 
handling the corporate moneys and securities is established and 
the treasurer is governed by its rules. 

In the absence of any express provision or custom requiring 
daily deposits, small amounts of money might properly be held 
until a convenient time for depositing them, particularly if there 
were a suitable safe or vault at the treasurer’s disposal in which 
such funds could be kept. If, however, material amounts of 
money were received by the treasurer during banking hours, he 
would ordinarily be grossly negligent if they were not deposited 
the same day. If received after banking hours, they should be 
kept in the safest place at his command until they can be de- 
posited on the next banking day. The temporary receptacle 
for such funds would naturally be the safe or vault used by the 
corporation for the preservation of its books, papers, and other 
valuables. Should the treasurer place his funds elsewhere, a 
very clear and satisfactory explanation of his reasons for so 
doing would be necessary to save him from liability in case of 
any resulting loss, 

In the larger or more active corporations considerable 
amounts of money are often kept over from day to day in the 
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various funds or for special purposes, but they are kept under 
such conditions of safety as to render the risk negligible. Also, 
as this is done with intent, and with the knowledge and consent 
of all parties concerned, the treasurer is not liable even though 
losses occur. 

The general rule that the corporate funds should be deposited 
promptly applies particularly in the case of checks. The check 
is merely an order for money, and if the treasurer accepts this 
order and does not present it promptly for payment, he is himself 
liable for any loss occasioned by the delay.? 


§ 476. Disbursement of Corporate Funds | 


The disbursement of the corporate funds is usually made 
under carefully prescribed conditions, and the treasurer can 
hardly incur liability in the exercise of this duty save as a result 
of gross negligence or downright fraud. 

Usually the by-laws provide that the corporate funds shall 
be paid out by the treasurer in accordance with the instructions 
of the directors, and also prescribe the exact signature to the 
checks by means of which payments are made, and require that 
the treasurer shall take all proper receipts and vouchers. If 
the by-laws are silent, the directors have full power to make such 
rules as to disbursements as they deem proper. 

If neither by-laws nor directors’ resolutions make any pro- 
vision as to the details of disbursements, the treasurer may then 
use his discretion and need only observe the rules of ordinary 
business. These would undoubtedly require that payments of 
importance be made by check whenever reasonably possible, and 
that receipts or vouchers be taken for all moneys paid out. 

In no event has the treasurer authority to make payments 
on his own initiative. The matter is one that belongs to the 
directors alone and the treasurer has no right either to make a 
payment without their authorization or to refuse a payment 
when it has been directed by them. 


? Smith v. Miller, 43 N. Y. 176 (1870); First Natl. Bank y. Bank, 77 N. Y. 320 (1879). 
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The payments of corporate funds customarily made by the 
treasurer in practice without specific authorization are not in 
violation of this rule. Occasionally he will in an emergency or 
for special reason pay accounts without authorization of any 
kind, but he then relies upon the acquiescence or express ratifica- 
tion of the directors. Usually, however, his payments, when 
not specifically authorized, are made under blanket instructions 
empowering the payment of large amounts made up of numerous 
small items. Or perhaps certain routine obligations, as the 
pay-roll at the end of each week, will be paid as a matter of 
course, the treasurer relying entirely upon the implied authority 
of custom. 

The treasurer’s responsibility for the correctness and validity 
of accounts paid depends upon the conditions. If bills are 
ordered paid by the directors, the treasurer ordinarily has no 
responsibility in the matter save for their proper payment, unless 
he is aware of doubtful or fraudulent circumstances connected 
with these accounts not known to the directors. Ti, however, 
under a general authorization he pays accounts which later 
prove to be false or fraudulent, he might be held for any resulting 
loss. To escape it he must show that he was unaware of, and 
could not have been reasonably expected to discover, the fraudu- 
lent nature of the accounts.’ 


§ 477. Return of Corporate Funds 


At the conclusion of the treasurer’s tenure of office, it is his 
duty to turn over the corporate funds to his successor or to such 
other party as may be designated by the board of directors. If 
he does not do this voluntarily, their return may be enforced by 
iegal action.‘ If any deficiencies are discovered in the funds, the 
treasurer or his bondsmen must make them good, and if such 
deficiencies occurred through the treasurer’s wrongdoings, he is 
liable to a criminal action. 

a See Ch, XLVIII, “The Treasurer's Liabilities.” 


4 Hunter v. Robbins, 117 Fed. Rep. 920 (1902); Consolidated, etc., Works v. Brew., 112 
Wis. 610 (1902). 


CHAPTER’ LII 


DIVIDENDS! 


§ 478. Declaration of Dividends 


The right of the directors to declare dividends is an incident 
of their general power to manage the affairs of the corporation, 
and is recognized either directly or by implication by the stat- 
utes of every state. The right is subject to provisions of the 
charter or by-laws regulating the declaration of dividends, and 
to any provisions of the statutes applicable thereto. The by- 
laws almost invariably specifically authorize the declaration of 
dividends by the board of directors. An example of compre- 
hensive by-law provision follows: 


The Board of Directors may declare dividends from the surplus 
or from the net profits of the Company. 

The dates for the declaration of dividends upon the preferred 
stock and upon the common stock of the Company shall be the 
days by these By-laws fixed for the regular monthly meetings of 
the Board of Directors in the months of April, July, October, and 
January in each year, on which days the Board of Directors in its 
discretion shall declare what, if any, dividends shall be declared 
upon the preferred stock and the common stock, or either of such 
stocks. 

The dividends upon the preferred stock, if declared, severally 
and respectively, shall be payable quarterly upon the thirtieth day 
of May, of August, of November, and the last day of February in 
each year. 

The dividends upon the common stock, if declared, severally 
and respectively, shall be payable quarterly on the thirtieth day of 
June, of September, of December, and of March in each year.? 


y Be See also Book II, Chs. XX XI, XXXII, “Dividends”; also Book III, Ch. XIV, “‘Divi- 
ends 


2 By-Laws of the U. S. Steel Corporation, Art. VI, § 5, ‘‘Dividends.’' 
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In the smaller corporations the by-laws regulating dividends 
are much more general in their provisions, usually merely re- 
stating the common or statutory law on the subject, as in the 
following extract: 


Dividends shall be declared only from the surplus profits at such 
times as the Board shall direct, and no dividend shall be declared 
that will impair the capital of the Company. 


Under this by-law the directors have wide discretion and, 
provided no statutory provisions conflict, may reserve any 
profits they please for surplus or working capital, or may declare 
any legally available profits as dividends, and, so long as the 
exercise of their discretion is honest, can be neither restrained 
nor compelled. 

Statutory provisions prohibiting dividends that will impair 
the capital stock or that will render the corporation insolvent 
are found in practically every state. It is but seldom that the 
statutes go further in respect to dividends. In New Jersey, 
however, there is a certain unique statute that compels directors 
to pay dividends if there are any corporate profits, unless the 
charter or by-laws provide otherwise. Hence it is necessary 
for New Jersey corporations, either in charter or by-laws, to 
prescribe that directors may make reserves and accumulate 
working capital. 

The by-laws frequently regulate the declaration of dividends. 
In some cases they provide that a specified surplus fund shall 
be reserved before any dividends may be declared. In other 
cases they specify that, after the reservation of a designated 
surplus, any remaining profits shall be declared as dividends. 
Occasionally the matter is reversed, the by-laws requiring that 
dividends to a specified amount shall be declared before any 
profits may be reserved as surplus. Such a by-law provision 
is, as a rule, obviously undesirable, since it compels the declara- 
tion of dividends regardless of the business conditions which 
should control. 
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Usually, before the date fixed for declaration of dividends or, 
if no such date is fixed, at the time a dividend is contemplated, 
the treasurer is called upon for a statement showing the cor- 
porate profits available for the purpose. If, however, the cor- 
poration has ample surplus profits, or if the business is so 
prosperous as obviously to justify the proposed dividend, no 
statement is necessarily required, the directors merely declaring 
the dividend as a matter of course. 


§ 479. Resolution Declaring a Dividend 


When the fact and the amount of the dividend have been 
decided upon, a formal resolution declaring it is adopted by 
the directors. This resolution usually fixes specifically the 
amount of the dividend and states to whom and when it shall 
be paid. The amount is ordinarily expressed as a percentage 
upon the par value of the stock, though sometimes as a fixed 
amount per share. The recipients must necessarily be stock- 
holders of the company, but are usually stockholders of a 
specified future date, and the time of payment is usually fixed 
at a still later future date. 

Thus, a semiannual dividend declared by the Pennsylvania 
Railroad Company November 1, provided for a payment of 
344% upon the capital stock of the company, payable 
on and after November 30 to stockholders as registered upon 
the books of the company at the close of business November 4. 
In the notice of this dividend the statement of the amount on 
each $50 share, i.e., $1.75 per share, is also included. 

The directors have full power to declare a dividend effective 
at any future date they please. They cannot, however, antedate 
it. Thus, the directors could not on January 2, 1917, legally 
declare a dividend payable to stockholders of record on the 
15th of the preceding October.4 The power to do so would, it 
is obvious, open a wide door for injustice and fraud. 


3 See Book IV, Forms 149-151. 
4 Jones v. Terre Haute, etc., R. R., 57 N. Y. 196 (1874). 
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If the treasurer is a member of the board or is present at 
the board meeting, the passage of the resolution declaring the 
dividend is undoubtedly sufficient notice to him of the fact 
and he is then authorized to carry the resolution into effect. 

If the treasurer is not present at the board meeting, a verbal 
statement made to him by a member of the board or by the 
secretary of the company is a common, but in itself hardly 
sufficient, notice of the board’s action. A personal inspection 
of the resolution entered in the secretary’s minutes is better, 
and though informal is sufficient. Written notice from the sec- 
retary of the passage of the resolution, with a copy of the 
resolution itself incorporated, is more formal and may, if he 
chooses, be demanded by the treasurer. As soon as the treas- 
urer has authoritative notice of the resolution, no matter how 
his knowledge is derived, he may proceed at once to the pay- 
ment of the dividend in accordance with its terms. 

The resolution declaring a dividend usually provides for 
the closing of the stock books to transfers of stock for a certain 
period before the dividend day, i.e., the day when the dividend 
is to be paid. This provision for closing the transfer books is 
usually and properly part of the charter or by-law requirements 
of the corporation. It is questionable whether the directors 
would have power to close the transfer books unless so authorized. 


§ 480. Profits and Dividends 


Profits are the only proper source of dividends. The dec- 
laration of dividends when there are no profits is contrary to 
law, usually involves a personal liability by the parties respon- 
sible, and in many states involves a criminal liability as well. 
If an illegal dividend is contemplated, any stockholder may 
enjoin its declaration or payment, and, should the company 
become insolvent, the stockholders who receive such dividends 
may be compelled to make restitution.§ 


52 Cook on Corp., §§ 547, 548; Stevens v. U. S. Steel Corp., 68 N. J. Eq. 373 (1905); 
Fricke v. Angemeier, 101 N. E. (Ind.) 329 (1013). 
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The general rule in this country is that before dividends 
can be properly declared, any impairment of capital through 
business losses in previous years or through depreciation, must 
first be made good. In other words, dividends must be declared 
out of ‘“‘surplus.’’6 As it is stated in a Missouri case, “dividends 
can properly be declared only from the profits over and above 
the capital stock and the debts of the company.? Before de- 
claring a dividend the directors should examine carefully the 
financial condition of the company and the statutory provisions 
regulating the declaration of dividends in the state of incor- 
poration. 

An exception to the general rule that dividends impairing 
the capital stock may not be paid, is found in the case of com- 
panies working mines or operating under leases, patent rights, 
etc. Here the corporation is organized for the express purpose 
of working out the property. which is represented by its capital 
stock and the impairment and final exhaustion of this property 
is the object of the corporate operations. 

In any such case if a company is formed 


. . . to acquire and work a property of a wasting nature, for 
example, a mine, a quarry or a patent, the capital expended in 
acquiring the property may be regarded as sunk and gone, and if 
the company retains assets sufficient to pay its debts, it appears to 
me that there is nothing whatever in the Act to prevent any excess 

~ of money obtained by working the property over the cost of work- 
ing it from being divided amongst the shareholders, and this, in 
my opinion, is true although some portion of the property itself is 
sold and in some sense the capital is thereby diminished. 


The decision in the English case from which the foregoing 
quotation is taken, has been generally followed in this country 
and is regarded as establishing the rule. It must, however, be 
noted that in this case the assets of the company were ample 


6 Williams v. Western Union Telegraph Co., 93 N. Y. 162 (1883): Robert - 
Wicks Co., 184 N. Y. 257 (1906); Thompson on Corp., § 5312. (a); Robes as 

7 Shields v. Hobart, 172 Mo. 491, 517 (1902). 

8 Lee v. Neuchatel Asphalte Co., L. R. 41 Ch. D. 1 (1889). 
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and there was no question of insolvency or charge of indis- 
cretion in the declaration of dividends which formed the basis 
of litigation. 

A difficulty sometimes arises when determining the cor- 
porate profits for dividend purposes, as to what expenditures 
may properly be charged to capital stock account and what 
should be charged to current expenses. Thus, if a manufac- 
turing concern purchases machinery and this is charged to 
capital stock account, the books will show a larger net profit 
for the year than if the item is charged to expense account. 
The matter is one of bookkeeping and the actual assets of the 
company are not affected in either case, but its profits legally 
available for dividends are directly increased or diminished 
according to the account to which the item is debited, 

This question usually arises when the directors are anxious 
to divert every possible penny into dividends. The problem is 
a difficult one and its solution will vary with the conditions. 
“It may be safely said that what losses can be properly charged 
to capital and what to income is a matter for business men ta 
determine and it is often a matter on which the opinions o} 
honest and competent men wili differ.”® Speaking generally, 
only those expenditures for which stock or bonds might be 
issued with propriety can be properly charged to capital account. 


§ 481. Equality of Dividends 


Dividends, as stated, are usually declared as a percentage 
upon the outstanding capital stock, or as a certain amount on 
‘each class of stock, and each stockholder in any class of stock 
participates according to the stock he holds. This rule is 
absolute. 


When they (the directors) undertake to declare a dividend, they 
are bound to make it equal and just among all who are interested. 
They would have no right to divide their profits among a few par- 
ticular friends, neither would they have authority to say that one 


9 Gregory v. Patchett, 33 Beav. (N. Y.) 595 (1864), 


426 CORPORATE LAW [Bk. I- 


class of stockholders should receive a larger amount of the profits 
or a greater dividend than others. They are but the agents of the 
stockholders. The profits belong to the stockholders and they 
must apportion them fairly and justly with due regard to the 
interests of each and all of them. They cannot make an unjust 
discrimination, giving one an advantage over another. If they do 
this, they exceed their powers and the courts have a right to 
interpose their authority to prevent it.1° 


The general rule of equality applies, however, only to stock- 
holders of the same class. In the organization of a corporation, 
or later if the proper formalities are observed, different classes 
of stock may be created and these may be given different divi- 
dend rights.11 Thus, preferred stocks are frequently created 
with preferential dividends which they receive before other 
classes of stock receive anything at all. The difference is, how- 
ever, one that was intended and one that is clearly set out in 
the provisions by which the preferred stock is created; and as 
it is understood and by implication agreed to by every stock- 
holder of the corporation, no injustice results. 

As between the members of any one class, however, divi- 
dends must be paid with absolute impartiality. The number 
of shares of stock each holds must determine the amount re- 
ceived by him when dividends are paid. The time of payment 
and the method of payment must be the same for all. Some, 
unless by consent or agreement, cannot be paid in cash while 
others are paid in stock or scrip. All must fare alike.12 


§ 482. Compelling the Declaration of Dividends 


The declaration of dividends rests entirely in the discretion 
of the board unless otherwise provided by statutes, charter, or 
by-laws.!8 It is but seldom that the stockholders can compel 


10 Luling v. Atl, Mut. Ins. Co., 45 Barb. (N. Y.) 510 (1865); Mill ; 
z fee Ch, a mah aoa Stock"’; also apie ty Ch. Vip Ul meee DUO tt 
: ones v. Terre Haute, etc., R. R., 57 N. Y. 196 (1874); State v. Balt., Spike 
Gill Ma.) 272 (1848); Godley v. Crandall & Godley eg aes App. Dive (N. vy Plann 
unter v. Roberts, Throp o., 83 Mich. 63 (1890); Burd -B ; 
(1899); New York, etc., R. R. v. Nickals, 119 U. S. 206 CeO on Ye Sunde 280 Nee ae 
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the directors against their judgment to declare a dividend, even 
though liberal reservations of profits are being made for working 
capital or as a surplus fund for future contingencies. 


The courts have, no doubt, in many cases overruled the di- 
rectors who proposed to pay dividends, but I am not aware of any 
case in which the court has compelled them to pay when they have 
expressed their opinion that the state of the accounts did not admit 
of any such payment.'4 


_ There is, however, a point at which the courts will intervene 
to prevent undue or improper retention of profits. 


The directors must act in good faith. If they fail to do so and 
it clearly appears that they have accumulated earnings not required 
in the prosecution of the business which they withhold from the 
stockholders for illegitimate purposes, a court of equity may 
interfere and compel a distribution of such earnings.15 


Courts of equity will not interfere in the management of the 
directors unless it is clearly made to appear that they are guilty of 
fraud or misappropriation of the corporate funds or refuse to 
declare a dividend when the corporation has a surplus of net profits 
which it can, without detriment to its business, divide among its 
stockholders, and when a refusal to do so would amount to such 
an abuse of discretion as would constitute a fraud or breach of that 
good faith which they are bound to exercise towards the stock- 
holders.16 


§ 483. The Case of the Ford Motor Company 


An interesting and unique case was the suit of certain stock- 
holders against the Ford Motor Company, to force the directors 
to pay out part of its large surplus in dividends instead of 
carrying out the more altruistic ideas of the founder of the 
business. 

“My ambition,” said Mr. Ford, “is to employ still more 

14 Bond v. Barrow, etc., Goi <2 L. T. Rep. 10 (1902). 
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754 (1915). 
16 Hunter v. Roberts, Throp & Co., 83 Mich. 63 (1890). 
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men, to spread the benefits of this industrial system to the 
greatest possible number, to help them build up their lives 
and their homes. To do this we are putting the greatest share 
of our profits back in the business.” The court said: 


It is not within the lawful powers of a board of directors to 
shape and conduct the affairs of a corporation for the mere in- 
cidental benefit of shareholders, and for the primary purpose of 
benefiting others, and no one will contend that, if the avowed 
purpose of the directors was to sacrifice the interests of share- 
holders, it would not be the duty of the courts to interfere. 


It appeared that the company paid 60%, or $1,200,000 
on its capitalization of $2,000,000, leaving some $58,000,000 to 
be reinvested. The decree of the court required the directors 
to declare an additional dividend of over $19,000,000, which 
decree the highest court of Michigan unanimously affirmed.17 


§ 484. Dividend Rights of Preferred Stockholders 


Cases sometimes arise, however, where a refusal to declare 
dividends, even where apparently reasonable on its face, is 
inequitable because of the conditions. For instance, preferred 
stock not infrequently carries non-cumulative dividends, and 
if these dividends are not declared in any year, they are lost 
to the preferred stock entirely. It is obvious, then, that if 
profits exist from which the dividends might be paid but the 
directors, instead of declaring these dividends, carry them over 
in surplus until the following year, the preferred stock has 
been juggled out of a dividend that properly belongs to it and 
there is a distinct advantage to the holders of the common stock. 

Thus, if a company has a capitalization of $200,000, of 
which $50,000 is preferred, non-participating stock carrying a 
7% non-cumulative dividend, and the remainder is common 
stock, and the directors pay no dividends for five years although 
profits sufficient to pay the preferred dividends were made, these 


17 Dodge v. Ford Motor Co., 204 Mich. 459 (19190): 
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dividends, amounting to $17,500, are lost absolutely to the 
preferred stock. Then in the sixth year the directors, should 
they so desire, might declare a 7% dividend on the preferred 
stock amounting to $3,500, which is all the preferred stock is 
entitled to for that year, and thereafter declare the entire re- 
maining profits as a dividend on common stock. This latter then 
receives $14,000 that really belongs to the preferred stock. 

In cases of this kind the courts are much less reluctant to 
intervene and will usually compel payment of the dividends on 
the preferred stock for any year if satisfactory proof is adduced 
that profits exist sufficient for the purpose which can be used 
without injury to the corporation. Even here, however, the 
court scrutinizes the condition of the corporation closely and 
refuses the dividend unless it is clearly and unmistakably with- 
held wrongfully and to the injury of the preferred stock.18 


§$ 485. Status of Declared Dividends 


When a dividend is once declared it becomes a debt of the 
corporation and stands on a parity with its other debts. Should 
the corporation become insolvent before such dividend is paid, 
_ the stockholders take their place among the other creditors of 
the corporation and may enforce their claims as would any 
other corporate creditor.19 

Further than this, if the money to pay a declared dividend 
‘is set aside in a separate fund for the purpose, even though 
merely placed on deposit, it has been held that this particular 
fund becomes the absolute property of the stockholders—a trust 
fund held by the corporation for their benefit—and, provided 
only that the dividend is legal and the fund is set aside in good 
faith, such fund cannot be reclaimed by the corporation nor is 
it liable to taxation or for the corporate debts.2° However, 


18 Belfast, etc. R. R. v. Belfast, 77 Me. 445 (1885); Wilson v. Amer. Ice Co., 206 Fed. Rep. 
736 (1913). 

19 Hunt v. O’Shea, 69 N. H. 600 (1899). J . ; 

20 Pollard y. First Nat. Bk., 47 Kans. 406 (1891); Searles v. Gebbié, 115 App. Div. (N. Y.) 


778 (1906). 
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“simply declaring a dividend does not create a trust fund. To 
create such a fund some specific sum of money must be set 
apart for paying the dividend. Until this is done, the relation 
of the corporation to its stockholders in respect to dividends is 
that of debtor and creditor.’’t 

A dividend does not, however, become an irrevocable fact 
until notice of the resolution declaring it has been given or the 
fact that it has been adopted has become known. If the direc- 
tors have voted the dividend but the fact has not been made 
public in any way, the action may be rescinded. 

Also, under some circumstances a formally declared divi- 
dend may be revoked. Thus, should the board declare a divi- 
dend in defiance of or in ignorance of facts which make it illegal, 
the action of the board may be rescinded at any time before 
payment of the dividend has actually been made.?8 j 

As a declared dividend is a debt due from the corporation to © 
the stockholder,-any real existing indebtedness of the stock- 
holder to the corporation may be set off against the dividend 
and be deducted from it, provided the debt is actually due at 
the time the dividend is payable. Accordingly the corporation 
has full power to apply dividends in payment of subscriptions 
due on its stock from the stockholders.?4 

It may be noted that a contract between the corporation 
and a subscriber to its stock that his subscription shall be paid 
_ for in dividends, is absolutely invalid both as against the cor- 
poration and against corporate creditors. Under such an agree- 
ment any credits of declared dividends actually made would be 
held a valid payment, but in case of the insolvency of the 
corporation before the stock was full-paid, the stockholder could — 
be called upon to pay in cash all amounts still due on his sub-— 
scription, regardless of the agreement.?5 


21 Hunt v. O'Shea, 69 N. H. 600 (1890). 

» Ford v. Easthampton Rubber Thread Co., 158 Mass. 84 (1893). 
23 Marquard v. Federal, etc., Co., 95 Fed. Rep. 725 (1899). 

24 Kenton, etc., Co. v. McAlpin, 5 Fed. Rep. 737 (1880). 

26 Hawkins v. Citizens’, etc., Co., 38 Ore. 544 (1901). 


CHAPTER LIII 
DIVIDENDS (Continuep) 


§ 486. Form of Dividends 


Dividends are usually paid in cash and, unless otherwise 
stated, cash payment is always understood. Dividends may, 
however, be declared from existing profits regardless of the form 
of these profits. “The surplus may be in cash and then it may 
be divided in cash; it may be in property, and if the property 
is so situated that a division thereof among the stockholders is 
practicable, a dividend in property may be declared, and that 
may be distributed among stockholders.” Also, if the profits 
are not in the form of cash and not in a form to be distributed 
directly as property among the stockholders, the property might 
be sold or be used as a basis for a loan of cash to be used 
in payment of dividends; or scrip, bonds, or stock might be 
issued against it as dividends. 


§ 487. Distribution of Profits as Salaries 


Another method of disbursing profits occasionally practiced, 
is that of paying these profits to the officers of the corporation 
under the guise of salaries. The excess amount of these salaries 
represents the dividends that would otherwise be declared. It 
is obvious that this practice is proper only when all the stock- 
holders are also officers of the corporation or consent to the other- 
wise excessive salaries. ‘‘So long as all the parties in interest, 
incorporators, stockholders, directors and officers, assented to 
the scheme for the distribution of assets by the payment of 
salaries, the plan was not objectionable.”? But if any interested 

1 Williams v. W. U. Tel. Co., 93 N. Y. 162 (1883). See also Book II, Ch. XXXII, 


“Payment of Dividends.’’ 
2 Fitchett v. Murphy, 46 App. Div. (N. Y.) 181 (1809). 
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parties do not consent, the plan becomes not only objectionable, 
but illegal. 

What has been said on this subject might be considered as 
modified by the federal income tax law of 1918, which provides: 


That in computing net income there shall be allowed as deduc- 
tions: 

(x) All the ordinary and necessary expenses paid or incurred 
during the taxable year in carrying on any trade or business, in- 
cluding a reasonable allowance for salaries or other compensation for 
personal services actually rendered. 


This would seem to prevent, and was intended to prevent, 
the distribution of profits as salaries. Salaries are limited to “a 
reasonable allowance’ and to “personal services actually 
rendered” and they must be reasonable under all the circum- 
stances. 

Under former conditions, in many cases officers in close 
corporations were content to work for nominal salaries. Now, 
as corporate incomes are taxed at a much higher rate than or- 
dinary personal incomes, such officers naturally desire to make 
their salaries as high as they can legally. The situation is a diff- 
cult one and it is not easy to give any rule that is really helpful 
in actual practice. 


The problem of determining reasonable compensation for per- 
sonal services is one of difficulty, in that there are few general rules 
which can be laid down as guides to a decision. Many factors are 
involved, among them being the character and amount of respon- 
sibility, ease or difficulty of the work itself, time required, working 
conditions, future prospects, living conditions of the locality, in- 
dividual ability, technical training, profitableness to the employer 
of the services rendered, and the number of available persons 
capable of performing the duties of the position. These and other 
factors have a bearing, and the amount of weight to be attached to 
each one can be determined only in the light of the circumstances 
in each particular case.* 


3 Bulletin 10, r919, Income Tax Ruling No. 362; Advisory Tax Board Memorandum No. 
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In but few cases have the courts been called upon to pass on 
these matters. An authority on income tax matters writes: 


In the opinion of the author the courts will not disallow any 
compensation, no matter how unreasonable it appears to be on the 
surface, and no matter how large it seems to be compared with the 
amounts paid by other concerns, unless the payment is proved to 
be merely a division of profits distributed proportionately to stock- 
holders.* 


§ 488. Cash Dividends 


The simplest form of dividends are those paid in cash. Such 
dividends are usually declared and paid from cash profits on 
hand. If, however, the profits of the company exist in some 
other form of property, the directors may, as already stated, sell 
such property and use the proceeds for the cash payment of 
dividends, or may borrow the cash on the security of this 
property or on the general credit of the corporation and pay the 
dividends from the money thus obtained; or they may, under 
proper conditions, issue stocks, bonds, or scrip against the 
property and secure cash for the payment of dividends from the 
sale of these securities. 


§ 489. Dividends Not in Cash 


If corporate profits available for dividends are in the form of 
property and the directors do not care to sell or encumber this 
property, or if they wish to reserve the cash profits for the use 
of the corporation, dividends may be declared in several different 
forms: 


1. The capital stock may be increased and this increase be 
distributed as a stock dividend, or any unissued or 
treasury stock on hand may be used for the purpose. 

2. Bonds may be issued to the amount of the dividend and 
these bonds be distributed. 


4 Montgomery on Inc. Tax Proc. (1921), p. 688. 
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3. Scrip may be issued against the profits and the scrip be 
distributed as dividends. 

4. If the property is in such shape as to permit, it may itself 
be distributed as a property dividend. 


Dividends in all these different forms, if issued under proper 
conditions, are held to be legal and are sustained by the courts. 

In the case of dividends paid in other forms than cash, the 
same general rules apply as to cash dividends. There must be 
an equality among the stockholders, and the proportionate 
amount, the time of payment, and the form in which the dividend 
is paid must be the same for all. 

It may be noted that preferred stockholders share, in relation 
to holders of common stock,’ in dividends paid in other forms 
than cash exactly as they would if the dividends were paid in 
cash.6 


§ 490. (1) Stock Dividends 


In some few states stock dividends are prohibited by law. 
In Massachusetts telegraph, telephone, railroad, and some other 
classes of public service corporations are forbidden to issue stock 
or scrip dividends. Even there, however, the end is practically’ 
accomplished by the declaration of a dividend to the stockholders. 
These dividends are then a debt due from the corporation to its 
stockholders. A simultaneous offering of stock to an equal 
amount is made and this stock is purchased by the stockholders, 
their indebtedness therefor being offset by the dividends due 
them.? 

In most of the states, however, no such restriction exists and 
stock dividends are not uncommon, and under proper conditions 
are not legally objectionable. If the directors wish to retain 
the corporate profits to increase the capital of the corporation, 
“it becomes immaterial whether such increase is made by award- 


( jot tie v. W. U. Tel. Co., 93 N. Y. 162 (1883); Soehnlein v. Soehnlein, 146 Wis. 330 

IOQII). 
5 Howell v. Chicago, etc., Ry. Co., 51 Barb. (N. Y.) 368 (1868); Gordon v. Richmond, etc. 

R.R., 78 Va. 501 (1884). ‘ ; 
7 Jones v. Brown, 171 Mass. 318 (1808); Hyde v. Holmes, 198 Mass. 287 (1908), 
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ing the stock to stockholders as dividends in lieu of money, 
retaining the money for the purposes of the company, or by 
paying the stockholders the dividends in cash from the earnings 
of the company and selling the stock in the market to raise 
money for the use of the corporation.”’® Or as stated in a later 
case: 
So long as every dollar of stock issued by a corporation is rep- 
resented by a dollar of property, no harm can result to individuals 
or the public from distributing stock to stockholders. ... All 


that can be required in any case is that there shall be an actual 
capital in property representing the amount of share capital issued.9 


A stock dividend issued against actual corporate property of 
at least equal value is held to be full-paid1» but, if not so issued 
in good faith, is not. 

Where a corporation purchases the stock of another corpora- 
tion out of its surplus earnings and later distributes such shares 
of stock among its stockholders as a dividend, such a dividend is 
not a “stock dividend.’’2 

It will be observed that a stock dividend of the kind here 
considered is entirely different from that derived from “stock 
watering,” in which the new stock does not represent profits at 
all but is merely a dilution of the existing capital and is illegal 
and objectionable. 


§ 491. (2) Bond Dividends 


The corporate bonds may ‘take the place of cash in payment 
of dividends at the discretion of the directors, provided that they 
are issued only against actual profits. The argument for their 
issue is the same as for the issue of stock as dividends. If the 
company has profits available for dividends, it may take these 


8 Howell v. Chicago, etc., Ry. Co., 51 Barb. (N. Y.) 378 (1868). 

9 Williams v. W. U. Tel. be 93 N. Y. 162 (1883); Earl J.; Rose v. Barclay, 191 Pa. St. 504 
(18 

Re Kenton, etc., Co. v. McAlpin, 5 Fed. Rep. 737 (1880); Berwind-White Coal Co. v. 

Ewart, 11 Misc. (N. Y.) 490 (1895). 

ul Shaw v. Gilbert, 111 Wis. 165 (1901 

12 Gray v. Hemenway, 212 Mass. 239 tiaras Union, etc., Trust Co. v. Taintor, 85 Conn. 
452 (1912), 
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profits for the corporate purposes and replace them with the 
bonds and distribute these bonds as dividends. The bond 
dividend is held legal when issued against actually existing 
corporate profits.13 

From the practical standpoint it must, however, be observed 
that bonds carry interest which becomes a fixed charge against 
the company and must be paid thereafter whether profits are 
made or not. Also the bond itself is an absolute obligation of 
the company which must be paid at maturity. Both these 
features may be objectionable, and do not exist in the case of 
stock. 


§ 492. (3) Scrip Dividends 


The favorite method of paying dividends when neither stock 
nor bonds are available or expedient, is by means of scrip. 
This is practically-a deferred dividend, scrip being a certificate 
stating that the owner or holder is entitled to certain rights or 
privileges specified in the certificate—usually a certain amount 
of cash payable at some fixed future date. In the issue of scrip 
dividends the same rule obtains as in the case of any other 
dividends. Profits must exist as a basis for their issue. 

Usually scrip represents existing profits which are not in the 
form of money but which may be realized upon at some future 
date and the money then be used to pay off this scrip. Or there 
may be no intention that the corporate property shall be realized 
upon, the expectation being that at the time the scrip becomes 
due, cash will be on hand for its payment without regard to 
whether the property in question is sold or not. 

Sometimes, however, scrip represents an absolute reservation 
of cash profits, as in a case where the cash is available for divi- 
dends, but the directors determine that it can be used advan- 
tageously to improve the corporation’s plant or equipment. It 
is generally within the discretion of the directors whether a scrip 


13 Wood v. Lary, 124 N. Y 83 (1891); s.c., 47 Hun 550; N. Y.. etc., R. R. v. Ni 
U. S. 296 (1886). 55 ete v. Nickals, r19 
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dividend be declared, or whether the earnings be held merely as 
surplus profits. The effect of the issuance of a scrip dividend is 
to increasé the indebtedness of the corporation by the amount of 
the dividend. 

The payment date on scrip may be made absolute, or it may 
be made contingent, as where it is provided that scrip be payable 
as soon as the company accumulates sufficient surplus funds 
for the purpose or when specific property upon which the scrip 
is based shall be sold, or it may be made “at the pleasure of the 
Company.” In the latter case it has been held that the dividend 
must be paid within a reasonable time.15 

Scrip is issued in many different forms. Sometimes the 
certificates are convertible, being exchangeable at a certain time 
for stock or bonds of the company on demand of the holder. At 
times scrip certificates entitle the holders to dividends as would 
stock to the same value. The scrip then partakes much of the 
nature of stock save that it has no voting power. 

Scrip certificates, though issued as a dividend and in lieu of 
certain property in the possession of the corporation, do not fix 
the ownership of that property in the holders of the certificates. 
They do give the holder a claim against the corporation—not 
the absolute claim which the ordinary declared dividend gives, 
but a conditional claim dependent upon the terms of the scrip 
certificate. 

Provided only that the principal and any interest to be paid 
on corporate scrip are either represented by corporate profits 
actually on hand or are payable only from future profits, or 
profits for such payments actually exist at the time or will exist 
when the demands fall due, the scrip dividend is not illegal. 


$493. (4) Property Dividends 


Dividends may consist of actual property, though, except in 
the case of corporate securities, there are obvious difficulties 


14 Billingham v. Gleason Mfg. Co., 1o1 App. Div. 476 (1905); affd., 185 N. Y. 57 (1906). 
158 Billingham vy. Gleason Mfg. Co., tor App. Div. (N. Y.) 476 (1905). 
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in the way of distribution which make such dividends rare. 
Thus a company whose profits were in land, might divide this 
land among its stockholders as a dividend, if it could do so 
equitably, and no objection could be raised. The more usual 
form of property dividends is, however, that of securities of 
other corporations received, when the corporation sells property 
or rights of some kind to another corporation, taking the stocks 
and bonds of that other corporation in payment. Or securities 
may have been bought outright at some previous time from 
profits. The stock and bonds so received are then divided 
among the stockholders of the receiving company as dividends. 
There are no objections to such dividends provided they repre- 
sent actual profits. 

Usually, however, dividends of this kind are declared only 
when a corporation is liquidated, all its property perhaps having 
been exchanged for stock or bonds, or both, of the purchasing 
corporation.. In this case the distribution is not, strictly speak- 
ing, a payment of dividends but is a distribution of assets, and 
the ordinary rule that dividends may be declared only from 
profits does not apply. 


§ 494. Notice of Dividends 


The directors of a corporation have full power to fix the time 
and place of payment of dividends, if reasonable and in good 
faith, but they must give stockholders due notice.16 

When dividend checks are not mailed, notice must hes given 
the stockholders of the time and place’ at which dividends will 
be paid. These notices are sent out by the treasurer or the 
secretary, according to the regulations of the particular corpora- 
tion. The officer sending the notices must be governed abso- 
lutely by the stock book, unless he has personal knowledge 
or has received formal notice of the fact that some particular 
stockholder of record is not the stockholder in fact. The party 


16 See Book IV, Forms 178-185; also King v. Paterson, etc., R. R. Co., 29 N. J. L. 82 (1860). | 
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to whom the dividend is to be paid is always the proper party 
to notify. If there is doubt in any particular case as to whom 
a dividend is to be paid, responsibility may be avoided by 
sending notices to all the parties interested, leaving the owner- 
ship of the dividend to be settled later. 

In some of the larger corporations, notice of a dividend 
giving its amount, time and place of payment, and the period for 
which the stock books are closed, is usually mailed to every stock- 
holder and is published in the newspapers as well—this latter 
not entirely as a legal requirement but as a general notification 
to the stockholders and to the general public as well that the cor- 
poration is paying dividends. The publication of the dividend 
notice is presumptive proof of notice to the stockholders but is 
not alone conclusive. If the stockholders see the notice, it is 
sufficient, but if any particular stockholder does not happen to 
see the newspaper announcement, he cannot be held to have re- 
ceived notice and the corporation is liable for any resulting loss.17 

At the present time corporations, when paying dividends, 
usually mail checks to the stockholders, and this if properly 
done avoids any possibility of failure of notice. The dividend 
checks are nothing more than orders upon the bank for payment 
of the amount due the stockholder, but the recipient of such a 
check has in the check itself sufficient notice of the time and place 
for the payment of his dividend. Where checks are mailed, a 
newspaper notice of dividends is usually deemed entirely suffi- 
cient. , 

Dividend notices are frequently signed and issued by the 
secretary but more commonly are issued over the signature of 
the treasurer. The legal effect is the same in either case. 


§ 495. To Whom Paid 


A stockholder of record is one whose name appears upon the 
stock books of the corporation as an owner of its stock. Divi- 


17 King v. Paterson, etc., R. R. Co., 29 N. J. L. 82 (1860). 


440 CORPORATE LAW [Bk. I- 


dends are ordinarily payable to those who at the time the divi- 
dend becomes effective are stockholders of record. The stock 
book, therefore, at this time shows to whom the dividend must 
be paid. 

The rule is not, however, invariable. It may be that stock 
is pledged and the pledgee has not had the stock transferred to his 
own name, though dividends are payable to him. Or occasion- 
ally it happens that stock has been sold before the declaration of 
the dividend but the transfer, through neglect or other cause, 
has not been recorded on the books. The equitable ownership 
of the stock and the right to the dividend then vests in the party 
to whom the stock has been assigned, but the ownership of record 
still remains in the former owner. 

The treasurer, in the absence of notice, has no concern as to 
these equitable owners. The stock books of the corporation are 
conclusive for his purposes until their evidence is impeached by 
the presentation of duly assigned certificates, or other satisfac- 
tory evidence of a different ownership or by information that 
would put the corporation “‘on notice.” Therefore, even though 
it proves later that the holder of record is not the rightful owner 
of the dividend, the treasurer and the corporation are protected 
in payments made according to the unimpeached record of the 
stock books. They have used all reasonable care and cannot 
be held for the results of negligence on the part of others.18 

If, however, the treasurer or the corporation receives notice 
of some unrecorded transfer involving the ownership of the 
dividend, i.e., a transfer made before the dividend became effec- 
tive or perhaps thereafter with an assignment of the dividend, 
the treasurer is bound to take notice of the facts and pay the 
dividend to the rightful owner.19 

As the stock books, if unimpeached, control absolutely, the 
production of a stockholder’s certificate of stock is not necessary, 
nor can it be required to prove his ownership either of stock or 


18 Cleveland, etc., R. R. v. Robbins, 35 O. St. 483 (1880). 
19 Rose v. Barclay, 191 Pa. St. 5094 (1899). é 
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of dividends if this ownership is shown by the stock books. Tf 
the true ownership is not so shown, the duly assigned certificate 
is good evidence thereof and sufficient to justify the treasurer in 
paying the dividend to the owner of the certificate, provided 
only that the assignment was made before the effective date of 
the dividend. 

If there is any real doubt as to whom a dividend is properly 
payable, the treasurer’s only safe course is to withhold payment 
until the matter is satisfactorily settled by the parties them- 
selves, or until the ownership of the dividend is determined by 
proper legal procedure. This litigation may involve only the 
disputants but may be directed also against the corporation. 
If in any case the corporation is likely to suffer, it may interplead 
and ask the court to decide to whom the dividend belongs. 

In case stock stands in the name of a married woman, the 
treasurer must pay the dividends declared thereon to the wife, 
unless the husband is empowered as her agent to receive it. 

If stock is pledged, the pledgee is entitled to any dividends 
declared meanwhile even though he is not a stockholder of record, 
provided the corporation has had due notice of the pledge. But 
the pledgee must account for these dividends to the pledger 
when the pledge is redeemed.20 

If a corporation holds stock of other corporations, it is 
entitled to receive dividends on this stock as is any other stock- 
holder. It cannot, however, pay dividends on its own stock 
held in the treasury of the corporation. When dividends are 
payable to a corporation the dividend check may be made 
either in the name of the corporation, or to the treasurer as 
treasurer of the corporation. If stock belongs to an estate, 
payment of dividends should be made to the administrator. If, 
however, the stock passes to a legatee, all dividends declared 
after the date of the testator’s death belong to the legatee, but if 
any dividends have been declared before that date but are not 
yet paid, they will belong to the general estate. 


°° 2 Cook on Corps., § 468. 
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§ 496. Payment of Dividends 


It is customary to close the stock books a certain number of 
days before a dividend is to be paid, in order to give the treasurer 
an undisturbed opportunity to make up his dividend statement 
from the books. The ‘closed’ period usually continues until 
the date of its payment, or, if this period is lengthy, for such 
reasonable time as will enable the treasurer to secure from the 
books the data he requires for his dividend statement. During 
this period no transfers of stock will be made. 

As a rule the closing of the transfer books works no hardship. 
They are not usually closed until the day on which the dividend 
is effective. Transfers of stock made after that date do not, 
therefore, carry the dividend, unless by special agreement 
between the parties, and the fact that the transfer cannot be 
immediately recorded is in most cases immaterial. If transfers 
prior to the declaration of the dividend have not been recorded, 
they are of course shut out, and, to secure the dividend which 
rightfully belongs to such unrecorded stockholders, they must 
take up the matter with the transferrer and secure from him an 
order on the treasurer. 


§ 497. Dividend Checks 


As soon as the stock books are closed, the treasurer is fur- 
nished by the secretary with a list of the stockholders of record 
as they appear on the date of closing, or otherwise the stock 
books are turned over to him and he secures the names and the 
addresses of the stockholders himself. The treasurer then makes 
up his dividend statement, showing the amount of stock held 
by each stockholder and the amount of dividends due him. The 
checks for dividends are made out and on the appointed date 
are mailed to the parties to whom they are due, or if dividend 
checks are not mailed, the stockholders are notified to call and 
receive their dividends in person. 

In the smaller corporations the dividend check is usually 
nothing more than the ordinary check of the corporation, either 
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marked or stamped “Dividend Check,” or accompanied by a 
brief notice stating that the check is in payment of the specified 
dividend. In the larger corporations special checks are usually 
printed, with the words “Dividend Check” or “Dividend 
MORI 3; ” or some other identifying phrase appearing on the 
face of the check. 

Where the stockholders call in person for dividends, they 
are usually required to sign the regular receipt form upon ‘the 
dividend book. If the checks are mailed, receipt forms are 
Sometimes sent with them, to be signed and returned by the 
stockholders. Usually and preferably, however, the check 
itself is deemed an all-sufficient receipt. When stamped “Divi- 
Mende Now 2... 5; ” or with some equivalent identifying phrase, 
as is usually the case, and indorsed by the recipient, as must 
be done before the check can be collected, and stamped or can- 
celed by the drawee bank when paid, the check itself undoubtedly 
does afford the best possible evidence of the payment of the 
dividend. The check is usually accompanied by a notice that a 
receipt either is or is not required, as the case may be. 

The dividend check is in no wise different in its nature from 
any other corporate check. It should be deposited or otherwise 
presented for payment promptly, and if this is not done, the 
recipient must bear any loss due to such delay in presentation. 
The dividend check is also subject to all the usual customs and 
requirements relating to checks. 


§ 498. Illegal Dividends 


The declaration of an illegal dividend or the payment of an 
illegal dividend already declared may be enjoined and stopped 
by proper action of the stockholders. 

Illegal dividends may be of three characters: 


t. Those declared in disregard of the rights of some of the 
stockholders. 

2. Those declared in violation of charter or by-law pro- 
visions of the particular corporation. 
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3. Those which either impair the capital stock or threaten 
the solvency of the corporation. 

1. Dividends which are unequal among stockholders of the 
same class are absolutely in disregard of the rights of the stock- 
holders discriminated against—so much so, that cases directly 
involving the principle but ‘seldom arise. When inequalities are 
attempted it is usually by means of diversions of the profits, such 
as payments of excessive salaries or unnecessary expenditures. 

Another instance of dividends in disregard of the rights of 
stockholders is sometimes found when the directors declare 
dividends on common stock while cumulative dividends due on 
preferred stock have not been paid. In sucha case the court will 
compel a readjustment of the dividends.*! 

2. Dividends declared in violation of charter or by-law pro- 
visions may be perfectly proper in themselves but illegal merely 
because of their prohibition. Thus, the charter or by-laws may 
provide that no dividend shall be declared until after surplus 
funds have been accumulated to some specified amount. Then 
if dividends are declared before this surplus has been reserved, 
they are illegal and payment may be enjoined by proper action 
of the stockholders. 

3. The most common form of illegal dividends is that which 
impairs the capital stock or which endangers the solvency of the 
corporation. Ina case of this kind it is to some extent a matter 
of bookkeeping and judgment as to whether a dividend is such 
as to impair the capital stock or render the company insolvent. 
If the directors declare a dividend in good faith, after a proper 
investigation of the financial condition of the company, the courts 
are not likely to interfere. 


A case of illegal dividends comes within the jurisdiction of | 


courts of equity, and any stockholder may bring suit therein to 
enjoin the declaration of a dividend believed by him to be illegal. 
An illegal dividend may be rescinded by the directors at any time 
before its payment. 


4 Luling v. Atl. Mut. Ins. Co., 45 Barb. (N. Y.) 510 (1865). 
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§ 499. Liability for Illegal Dividends 


In most of the states a liability is imposed upon the directors 
by statute for any violation of the laws regulating dividends. 
In some cases offending directors are made liable for any and 
all debts of the corporation incurred during their term of office. 
In other cases they are liable only for the amount actually paid 
out in these illegal dividends. In some states they are not only 
held liable for the corporate debts, or-for restitution in case of 
dividends illegally declared, but are also guilty of a misde- 
meanor punishable by fine and imprisonment. 

If the directors of a corporation deciare a dividend in violation 
of its charter or by-law provisions, they may be enjoined from | 
its payment, or if not, would undoubtedly be held liable for any 
damage to the corporation which may result from the illegal 
dividend. 

When dividends are declared which impair the capital stock 
or render the corporation insolvent, they not only subject the 
directors to liabilities and in some cases penalties, but such illegal 
dividends may be recovered from the stockholders to whom they 
were paid. 


It is the well determined doctrine of the courts of this country 
that the capital stock is a fund to be preserved for the benefit of 
corporate creditors. Hence the rule has been firmly established 
that where dividends are paid in whole or in part out of the capital 
stock, corporate creditors being such when the dividend was 
declared or becoming such at any subsequent time, may to the 
extent of their claims, if such claims are not otherwise paid, compel 
the shareholders to whom the dividend has been paid to refund 
whatever portion of the dividend was taken out of the capital 
stock.” 


If a dividend has been paid out of the capital stock, the stock- 
holders are conclusively presumed to have known it and are liable 
to an action for repayment. They cannot claim to hold the 
position of innocent or bona fide holders. 


22 2 Cook on Corps., § 548. 
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As already said, in some few states the officers are, together 
with the directors, liable for dividends paid in violation of 
statutory provisions. As a rule, however, the treasurer is not 
personally liable in any way for the payment of dividends 
erdered by the directors unless he knows such dividends to 
be absolutely fraudulent. In a few states, however, liability 
for dividends prohibited by statute has been extended by express 
enactment to the executive officers of the corporation if they 
consent or concur therein. In such states, if the treasurer, 
knowing the dividends to be in violation of the statutory pro- 
vision, nevertheless obeys the instructions of the directors and 
either pays such dividends or permits them to be paid, he is 
liable with the directors. There are, it may be said, but few 
states in which this liability exists. 

The treasurer usually furnishes to the directors the statement 
of the corporate accounts and finances which determines whether 
or not dividends shall be declared. It is his duty to provide an 
accurate statement, and should his presentment be so erroneous 
or so carelessly compiled as to mislead the directors and cause 
the declaration and payment of improper dividends, he would 
have failed in the ‘‘due diligence” and reasonable care exacted 
of the treasurer as an agent of the corporation and would be liable 
for any resulting loss. 5 

Beyond this the treasurer is also responsible for the proper 
payment of dividends, not only as to the actual computation of 
amounts due and the proper drawing of the dividend checks, 
but for their delivery to the proper persons. 


s 
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BONDS! 


§ 500. Nature of a Bond 


When a corporation borrows money, its indebtedness may 
be evidenced by either notes or bonds. If the amount bor- 
rowed is small, or if it is borrowed in a single sum, or from but 
few persons, or for a short time, notes are usually given. If, 
however, the amount is large and obtained from a number of 
people and extends over a period of years, the corporate obliga- 
tion is preferably and usually evidenced by bonds. 

The difference between a corporate note and a bond is not 
always clearly marked. Both are promises to pay money. The 
phrasing of the bond is usually more formal than that of the 
note. Also it must be executed under seal, while the corporate 
note need not. Also payment of bonds is usually, though not 
invariably, secured as to both principal and interest by certain 
specified property held for the purpose under a formal deed of 
trust. 

A bond payable to order, or bearer, or holder is a negotiable 
instrument, and this in spite of the fact that it is executed under 
seal. Hence, if such a bond is in due form and is purchased for 
value and in good faith, the purchaser is protected against any 
defenses set up by the corporation and against any claims of 
previous owners. 

A bond issue consists of a number of bonds which, while they 
may vary as to denomination, and some may be registered and 
some unregistered, are all of like general tenor, and if secured 
are:all secured, and, unless otherwise expressly provided, equally 
secured, under one deed of trust. 


1 See Book II, Part II, ‘‘Corporate Securities’; also Book III, Part IV,‘‘Bonds and Funds.” 
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Bonds are issued in varying denominations but those of the 
larger corporations are usually of $1,000 denomination and 
issued in coupon form. Bonds of the face value of $500 are not 
infrequently issued and $100 bonds are seen occasionally. 

Coupon bonds usually have a space for the recording by the 
company of the name of the bond owner when the latter so 
desires, the company or its fiscal agents keeping a record of all 
such registrations. Such bonds are termed “registered as to 
principal only,” and until registered “to bearer,” negotiability 
by delivery ceases. The interest instalments on such bonds 
continue to be represented by coupons which are payable to 
bearer. 

Coupon bonds can usually be exchanged for “fully regis- 
tered bonds” without coupons, these usually being issued in 
denominations of $1,000, $5,000, $10,000, and even larger. The 
interest on fully registered bonds is paid by check, as in the 
case of dividends on stocks, to the holder of record. 

The advantage of the unregistered coupon bond is found in 
the readiness with which it may be transferred. The advantage 
of a registered bond, whether coupon or otherwise, lies in the 
difficulty of its negotiation in case the bond is lost or stolen. 
If a bond payable to bearer is either lost or stolen, its sale or 
disposal is comparatively easy and, once in the hands of an 
innocent holder for value, the stolen bond is valid. A registered 
bond, on the contrary, should it be lost or stolen, is practically 
non-negotiable. It is payable only to the party named in the 
bond, and a successful negotiation of the bond involves a forgery 
of his signature which would prevent a valid transfer. 

When registered bonds are assigned, the assignee usually 
surrenders the old bond and receives in exchange a bond issued 
in his own name, the new ownership being recorded upon the 
books of the company at the same time. 

Bonds are a direct corporate obligation and do not in any 
way partake of the nature of stock. They may, however, be 
given rights of participation in corporate profits if desired, 
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and, in the absence of statutory prohibition, may be given vot- 

ing rights as well. But even though this last privilege is extended, 

it is rarely exercised if the bonds are in coupon form and widely 
scattered. 


§ 501. Authorization of Bond Issues 


“The power of a corporation to borrow money is implied 
and exists without being expressly granted by charter or stat- 
utes.””? In the absence of restraining laws, a corporation may 
therefore issue corporate notes and bonds to any desired amount. 

In most states, however, constitutional or statutory provi- 
sions are found directly limiting or otherwise affecting the com- 
mon law right of corporations to borrow money or incur debt, 
particularly by the issue of bonds, and in many states statutes 
prohibit the directors from issuing bonds until authorized thereto 
by the stockholders. 

Constitutional provisions affecting the issue of bonds are 
found in many states but as a rule confine themselves to the 
requirement that bonds shall be issued for value only and that 
any fictitious increase of indebtedness is void. 

Statutory provisions limiting the amount of corporate in- 
debtedness are found in many states. Thus in Florida, Ken- 
tucky, Minnesota, and some other states, the maximum cor- 
porate indebtedness that may be incurred must be stated in the 
charter. In Illinois and in some other states, the total aggre- 
gate of the corporate indebtedness must not exceed the total 
amount of the capital stock. In other states, as Nebraska and 
Vermont, the corporate indebtedness must not exceed two-thirds 
of the capital stock. In New Hampshire it may not exceed one- 
halt the value of the company assets. 

Provisions requiring the assent of a specified majority of the 
stockholders before bonds may be issued are also found in 
many states. Thus in California, Nevada, New York, and other 


23 Cook on Corps«, § 760. 
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states, a bond issue must be authorized by a two-thirds vote 
of the stockholders. In Alabama, Missouri, Pennsylvania, and 
a number of other states, it may be authorized by a mere ma- 
jority of the voting stock. In Ohio a three-fourths vote of the 
stockholders is required before convertible bonds may be issued. 
The statutory provisions also frequently specify the notice 
which must be given for stockholders’ meetings to authorize 
bond issues. 

In some states specific provisions exist as to the selling price 
of bonds, as in North Carolina where the statutes provide that 
bonds may be sold below par and commissions may be paid 
upon the sale, or in Wisconsin where the true value of the 
money, labor, or property received for bonds must be at least 
75% of their par value. The Wisconsin provision, it must be 
added, is further weakened by the enactment that, notwith- 
standing its terms, bonds may be sold at the best price obtain- 
able on the stock exchanges of Chicago, New York, Boston, or 
Philadelphia. 

Special provisions as to bond issues are found in some states, 
as in Louisiana, New Mexico, Nevada, Missouri, New Jersey, 
and Ohio, where the statutes expressly authorize the issue— 
under proper procedure—of bonds convertible into stock; or 
in Delaware, where bondholders may be given the same rights 
as stockholders; or in Nevada and Virginia, where by proper 
procedure bondholders may be given the right to vote. It may 
be noted that the Illinois courts hold that bondholders cannot 
be given the right to vote at corporate meetings. 


§ 502. Secured and Unsecured Bonds * 


The payment of corporate bonds may be either secured or 
unsecured. If unsecured, the bonds are usually termed ‘‘de- 
bentures.”’ 

The usual unsecured debenture bond is merely the formal 
corporate promise to pay money. It is an obligation of the 


3 See Book II, Ch. VIII, “Secured Bonds,” and Ch. IX, ‘‘Unsecured Bonds.” 
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Corporation, but as it is unsecured there can be no foreclosure 
in case of default on either interest or principal. In such case 
the holder has no remedy except the ordinary suit at law on an 
unpaid note. It is merely an unsecured debt of the corporation 
and has no precedence over any other unsecured debt. Its 
claim is superior to that of preferred stock, but is inferior to 
that of any secured indebtedness of the corporation. Its value 
depends entirely upon the solvency of the issuing corporation. 

A mortgage bond is one the payment of which is secured by 
a mortgage or deed of trust on part or all of the property of the 
corporation. This deed of trust usually authorizes the trustees, 
in case of default on interest or principal of the secured bonds, 
to take possession of the property and either operate it or sell 
it, as may be provided, for the benefit of the bondholders. 

“Mortgage” bonds are in effect first mortgage, second mort- 
gage, etc., according to the lien of the deed of trust by which 
they are secured. But unfortunately a so-called first mortgage 
bond is not always what its name implies, as it may be preceded 
by a prior lien mortgage securing bonds senior in lien to those 
issued under the so-called first mortgage. A notable instance 
of this is the Toledo, St. Louis and Western $6,500,000 of First 
Gold 4’s, which are actually junior in lien to $9,575,000 Prior 
Lien Gold 334’s; in other words, there is a prior lien before the 
first mortgage. 

A second mortgage bond secured on the same property as 
that already covered by one mortgage is a second lien, i.e., in 
case of foreclosure the first mortgage bonds must be paid in 
full, both principal and interest, before the holders of the second 
mortgage bonds receive anything. Hence, real first mortgage 
bonds are more desirable than those of a junior lien, i.e., those of 
an inferior or later lien, unless the property is of such value as 
to be an absolute and unquestionable security for the entire 
amount of outstanding bonds; but a bondholder must ascertain 
that the so-called.first mortgage bond is actually a first mortgage 
or first lien, and not such in name only, 
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§ 503. Coupon Bonds 


A coupon bond is one to which coupons are attached, each 
coupon requiring payment on its due date of the interest instal- 
ment represented by that particular coupon. Such coupons are 
in effect promissory notes, each calling for the payment of one 
instalment of interest on a bond. The interest on coupon bonds 
is payable to the holders of these coupons and not to the holder 
or owner of the bonds unless he is also the holder of the coupon. 

Interest on bonds is usually payable semiannually, and each 
of the coupons attached to a coupon bond calls for the exact 
amount of one of the semiannual interest payments on that 
bond. Thus a bond running ten years with interest payable 
semiannually would have attached to it twenty coupons. Each 
coupon is numbered to correspond with its bond but also has 
a serial number—running from one to twenty in the instance 
cited—indicating the order in which the coupons come due. 

A coupon is in form a promissory note. It is attached to the 
bond as a convenient method of indicating the amount and the 
due date of interest and for its collection when due. One coupon 
is attached to the bond for each interest instalment. Thus a 
20-year bond with semiannual interest payments would carry 
forty coupons. These coupons are numbered serially and also 
carry the number of the bond to which they are attached. 
Coupon No. 1 represents the interest that will be due at the first 
interest period. As soon as that period arrives the coupon 
matures, and it is then detached from the bond and either pre- 
sented for payment or deposited for collection as would be done 
with any other promissory note. 

When an interest payment on coupon bonds is about to fall 
due, the amount necessary to meet the maturing coupons is 
usually deposited in some designated bank which acts for the 
corporation and pays the coupons as they are presented. The 
coupons are then canceled and are pasted in the coupon register. 


4See Book IV, Form 250. 
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§ 504. Deed of Trust 


Usually a statement of the general conditions of a bond 
issue appears upon the face of each bond and reference is made 
to any features of special importance, such as the existence of 
a sinking fund, the conditions of redemption, the method of 
transfer and exchange when bonds payable to bearer and regis- 
tered bonds are issued under the same deed of trust, etc. 

The language of a bond is usually more formal than that 
of a note, it must be executed under seal, and, if secured, refer- 
ence is made in the bond itself to the deed of trust under which 
it is issued. 

Bonds issued under a deed of trust must usually be certified 
by the trustee before they are issued. The trustee’s certificate 
appears on the back of each bond, and evidences the fact that 
the bond is one of the issue mentioned in the deed of trust.s 
As a rule, the object of this certificate is merely to identify the 
bond and to prevent overissues. If the trustee certifies more 
bonds than are called for by the deed of trust, he may make 
himself personally responsible for the overissue, but otherwise 
he incurs no liability whatsoever by reason of his certification. 

A certification is not part of the bond, though it may be 
required before the bond itself can be considered as issued, nor 
is it in any sense an indorsement of the bond nor a certification 
of its correctness as to form or subject matter. 

A deed of trust is a mortgage on certain specified property 
given to a trustee who acts for the holders of the bonds secured 
thereby. The deed of trust recites at length the terms and con- 
ditions under which the bonds are issued and under which the 
property for their security is held.é 

A modern deed of trust is usually a very comprehensive and 
formidable instrument. A brief form may occupy perhaps from 
Io to 20 pages of printed matter. More extended forms fre- 
quently occupy 100 pages or more. 


5 See Book IV, Form 251. 
6 See Book IV, Form 253. 
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In*the bond itself reference is always made to the deed of 
trust by which it is secured, and in the deed of trust the bond is 
recited in full. The bond by express terms is subjected to the 
conditions of the deed of trust. Accordingly the statements of 
the bond are controlled by the explanations and any non- 
conflicting conditions of the deed of trust. If, however, the terms 
of the bond and of the deed of trust conflict, the bond prevails.’ 

If the deed of trust fails for any reason, the bonds then 
become the unsecured obligation of the corporation and take 
their place on a parity with the other unsecured corporate debts. 


§ 505. Recitals of Deed of Trust 


In the deed of trust usually employed the preamble recites 
the conditions precedent to the issue, the form of bond in full, 
and the form of coupon and trustee’s certificate, also in full; 
followed by the granting clauses, including description of prop- 
erty covered, and by the trust reservation with stipulation for 
equal participation of all the bonds of that issue in the protection 
afforded by the mortgaged property. 

Following this come the “covenants, conditions, uses, and 
trusts” subject to which the bonds are issued and the mortgaged 
property is held. These have a wide range. Some of the more 
usual are as follows: 


1. Procedure for execution, certification, and delivery of 
bonds. 

2. Enjoyment of property by mortgagor until default in 
payment. 

3. Payment of principal and interest without deduction for 
taxes, and in “‘gold coin,” “legal tender,” or otherwise, 
as the case may be. . 

4. Payment of all taxes and assessments on property held 
under the deed of trust and, if the nature of the 
property is such as to require it, maintenance of the 
same in repair, under due insurance and free from liens. 


7 Railway Co. v. Sprague, 103 U.S. 756 (1880). 
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5. Provision for any necessary additional assurances for 
protection of bondholders. 

6. Provision for trustee to enter upon property and conduct 
business without foreclosure under certain conditions. 

7. Sinking fund for retirement of bonds. 

8. Procedure for foreclosure in case of default. 

g- Provision that bonds shall be matured by failure to pay 
interest. ; 

10. Stipulation that loans, advances, or payments made on 
coupons for account of the mortgagee shall not keep 
such coupons alive. 

11. Provision for redemption of bonds. 

12. Provision for discharge of deed of trust. 

13. Provision for substitution or appointment of new trustee. 

14. Disclaimer of responsibility on part of trustee. 

15. Interpretation of terms used in deed of trust. 

16. Provision that deed of trust may be executed in duplicate 
parts. 


In addition to these common provisions, others are often 
dictated by particular conditions. Thus, if both registered and 
coupon bonds are issued, provision must be made for registra- 
tion and for the exchange of one for the other if this is prescribed; 
also provisions may be inserted for the issue of temporary cer- 
tificates, or for replacement of destroyed or mutilated bonds, or 
for discrimination against coupons detached or assigned before 
maturity, or for exemption of the stockholders and officers of 
the issuing company from all liability under the deed of trust 
or for the bonds issued thereunder; or in a mortgage on realty 
it may be provided that upon payment to the trustee of a certain 
specified price, parts of the property may be sold free from the 
encumbrance of the mortgage, or that under prescribed condi- 
tions properties may be, withdrawn from the mortgage and 
new properties substituted in their place. 

The duties of the trustee under a deed of trust are usually 
few but may be onerous. He certifies each bond issued. At 
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times the recording of the deed of trust is made one of his duties. 
In case of default he is usually required either to take possession 
of the property and operate it or sell it, according to the condi- 
tions of the deed of trust, for the benefit of the bondholders. If 
called upon to operate the property, his duties and liabilities 
may be heavy. 


§ 506. Execution and Filing of Deed of Trust 


The deed of trust is executed with the same formality as a 
deed of land. It must be signed and sealed both by the cor- 
poration and by the trustee, and be duly acknowledged before 
a notary public or other duly authorized officer. The corporate 
signature is usually affixed by the president, and the corporate 
seal is affixed and attested by the secretary. The acknowledg- 
ment is also usually made by the president of the corporation, 
but is of equal force if made by the secretary, treasurer, or any 
other duly authorized executive officer. It is immaterial whether 
the deed of trust be executed within the state in which the cor- 
poration was organized or elsewhere. 

If realty is included, the deed of trust must be filed in the 
office of the county clerk in every county in which the real 
estate is situated. 
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CHAPTER LV 
BONDS (CoNTINUED) 


§ 507. Sinking Fund ' 


A sinking fund as applied to bond issues is a fund created for 
the purpose of redeeming the bonds when due, or prior thereto, 
as may be provided by the deed of trust. Thus bonds may be 
retired from time to time as the sinking fund accumulates, or 
the fund may be allowed to remain intact until the maturity 
of the bonds, when, if properly constituted and maintained, it is 
sufficient for the retirement of the issue. 

Sinking fund requirements will vary with the conditions. 
Sometimes a stated annual amount is paid into the fund. At 
other times the income from a certain source will be devoted 
to this purpose. Coal mining companies frequently reserve a 
certain amount for each ton of coal mined. Lumber companies 
sometimes reserve a certain amount on each thousand feet of 
lumber cut. 

In the smaller corporations the sinking fund is usually infor- 
mal and is kept in the custody of the corporation. For the larger 
bond issues, a sinking fund is usually established in the hands of 
a special trustee, subject to the conditions of the deed of trust. 

The wisdom of a sinking fund is, in the case of most bond 
issues, apparent. Reserving as it does a moderate amount each 
year for the payment of the bonds, their final redemption is 
effected with comparative ease. Without such a fund another 
bond issue to retire the maturing bonds, or a default, would 
be the probable result. 

In the case of railroads there is a tendency to dispense with 


1See also Book II, Ch. XI, “Redemption of Bonds—Sinking Funds’; also Book III, 
Ch. XXII, ‘Principles of Fund Accounting. M 
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sinking funds when bonds are issued for permanent additions or 
improvements, the bonds when due being replaced by a second 
issue. This is based upon the principle that the additions or 
improvements being permanent and being maintained out of 
earnings, are as much for the benefit of subsequent as of present 
stockholders and that the present stockholders should not be 
deprived of their dividends merely to provide a more valuable 
property and larger dividends for those who come after. Or it 
may be considered that the bonds are a permanent portion of the 
capitalization on which interest is paid instead of dividends. 


§ 508. Sale of Bonds 


Unless prevented by statutory enactment, bonds may be 
sold at any price that can be obtained. In most of the states 
there are provisions that bonds may be issued only for value 
actually received, but in the absence of some more specific 
limitation, bonds may still be issued below par if in good faith. 
In some few states more specific provisions exist. 

The sale of bonds below par by the issuing corporation may, 
however, constitute an infraction of the laws against usury. 
Thus, if a 5% bond of the face value of $1,000 be sold for $500, 
the rate of interest paid on the money so secured is 10%. Ii, 
then, this exceeds the legal rate of interest in the state in which 
the sale was made, the transaction is usurious and illegal, and 
for this reason the original purchaser, or subsequent purchaser 
knowing the conditions, might be unable to enforce the payment 
of his bond. This could not, however, be the case if the bonds 
were in the hands of an innocent holder for value, nor in states 
in which the statutes are silent as to usury, nor in states where 
bonds may by statute provision be sold below par, nor in states 
where corporations are not allowed the defense of usury. 


§ 509. Vendors and Holders 


The vendor of a bond does not warrant the legality of the 
issue nor in any way guarantee payment of the bond. All he 
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undertakes is that so far as he has knowledge the bond is legally 
issued and is what it purports to be, that it has come into his 
hands in due course and for valuable consideration, and that he is 
legally competent to transfer it to the purchaser. In this the 
bond differs from a note, draft, or check, which the vendor is 
held to guarantee unless assigned “without recourse.” 

A bond as a negotiable or quasi-negotiable instrument is not 
subject to the defenses that might exist between the original 
parties. In practice, “the courts go very far in protecting bona 
fide holders of corporation bonds, and will uphold and enforce 
such bonds under nearly all circumstances. The defense that 
the bond was issued below par does not avail as against a bona 
fide holder.’ 2 

A first mortgage bond does not lose its priority though issued 
after a second mortgage bond. Nor does the number or date of 
issue of a bond in any way affect its rights of payment as regards 
the other bonds of the same issue, unless expressly so provided 
by the bond or the deed of trust. Such provisions are legal but 
unusual, and as a rule every bond of an issue has all the rights 
of any other bond of that issue. 

Bonds cannot be paid by the issuing corporation before they 
are due save by consent of the holders, unless there is express 
provision in the deed of trust for such prior redemption, but this 
does not preclude their purchase in the open market prior to 
maturity by the debtor corporation. If at the maturity of the 
bonds all are not presented for payment, the trustee may 
reserve a sufficient amount of money for the retirement of the 
missing bonds and discharge the deed of trust. 

Suit may be brought on a bond or coupon if not paid at 
maturity, just as suit may be brought on a promissory note, and 
this even though the mortgage is not foreclosed. In case of 
judgment, however, no execution may be had against the mort- 
gaged property. In some few states, as in New Jersey, such 


2 Cook on Corps., § 766; also Dickermann v. Northern Trust Co., 176 U.S. 188 (1900). 
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suit by the individual holders before foreclosure is forbidden by 
statute. 5 

In case of foreclosure, if the property held under the deed 
of trust is not sufficient to pay the bonds secured thereby, the 
bondholders have recourse against the corporation for the 
balance due. 


§ 510. Redemption of Bonds * 


The date of maturity of bonds is stated in the deed of trust 
and also on the face of each bond. ‘The deed of trust also usually 
provides that if any instalment of interest is not paid when due 
and the default continues for some specified length of time, the 
principal of the bond is thereby matured and must be paid. 

In event of default either on principal or interest, it is usually 
provided that foreclosure may follow, or perhaps, preliminary 
thereto or in lieu thereof, the trustee is authorized to take 
possession of the mortgaged property and operate it for the 
benefit of the bondholders. 

When bonds are redeemed in accordance with the terms of 
the deed of trust, they are canceled and cannot be reissued unless 
expressly so provided in the deed of trust. A corporation might, 
however, purchase its bonds in the open market and sell them 
again later. 

In some cases provision is made in the deed of trust for 
redemption of bonds prior to the maturing date. Also, con- 
vertible bonds are at times issued which, if the holder elects, 
may be redeemed in stock of the corporation. Also at times 
it is provided that as the sinking fund accumulates, the funds 
may be used from time to time to redeem the outstanding bonds. 


§ 511. Investment Value of Bonds 


If bonds are purchased at par, the return on the investment 
is the exact interest paid on the bond. If, however, bonds are 


3 See also Book II, Ch. XI, ‘‘Redemption of Bonds—Sinki Funds”; 
Ch. XXIV, ‘‘Redemption of Bonds.”’ COPE, Sey aes pe 
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purchased either above or below par, the determination of the 
actual return on the money invested becomes somewhat difficult. 

Thus, if a $1,000 bond due in ro years and bearing interest 
at the rate of 5%, is purchased at $900, it is obvious that the 
direct interest on the investment is considerably in excess of 
5%, amounting to 5 5/9%-. In addition to this, when the bond 
is paid at maturity, its full face valuezof $1,000 is received, giving 
a further return or profit of $100 on the original investment. 

On the other hand, if the bond is purchased at a premium, 
say at $1,100, the direct interest returns are but 4 6 /11%, and 
on maturity of the bond the purchaser receives but $1,000, 
which is $roo less than the price he paid for his bond: There is 
therefore a double loss—both on interest and principal. 

A rough approximation of the returns on the investment 
when bonds are purchased at a discount or at a premium, may 
easily be made, but if exact results are to be reached—which are 
required when large investments are to be made—the calcula- 
tions are laborious. For use in such cases bond tables may be 
purchased from which the actual investment value of any 
ordinary bond, whether sold at a discount or at a premium, may 
be found at any period of its life, 


§ 512. Kinds of Bonds 


Mani classes of bonds are issued under varying designations, 
usually derived from the more important or distinctive features 
of the particular issue. The bonds most frequently issued are 
briefly discussed in the present section.! 

Bonds. frequently possess the characteristics of several dif- 
ferent classes. Thus, the bonds of the United States Steel 
Corporation, known as “ten-sixty-year five per cent sinking 
fund gold bonds,” are redeemable at any time after ten years 
from date of issue at 110% of their face value. Their payment 
is provided for by a sinking fund, and they are payable in gold 
coin. Also, if not previously redeemed, they must be paid at 


4See also Book II, Ch. VII-X. 
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the end of 60 years and bear 5% annual interest. All this is 
indicated by the name. 

1. Frrst MortcGacE, EtTc., Bonps.—A real first mortgage or 
prior lien bond is one secured on property upon which no other 
bonds or similar obligations are secured. Usually a first mort- 
gage bond is a first lien on the property by which it is secured, 
though this is not invariably the case, as for instance, a builder’s 
lien upon property covered by the deed of trust takes precedence 
over the bonds. 

A number of bonds may be secured by the same property. 
In such case the first issue is, as stated, a first mortgage bond or 
prior lien; the next a second mortgage bond; the next a third 
mortgage bond, etc.; the lien of each of these latter being 
inferior to that of the bond or bonds which precede it, but su- 
perior to that of the bond or bonds which follow. 

As a matter of practice, however, bonds are rarely issued 
under the term of second mortgage, third mortgage, etc. A 
more euphemistic term is usually chosen, as general mortgage, 
refunding mortgage, consolidated mortgage, etc. The par- 
ticular description used has no significance, as in some cases a 
general mortgage precedes a refunding mortgage and in other 
cases the reverse is true. 

2. JUNIOR LIEN, ETC., Bonps.—A junior lien bond is one 
which comes after or is inferior to some other bond or bonds in 
its lien upon the property by which it is secured. Thus the lien 
of a second mortgage bond is a junior lien to that of the first 
mortgage bond. 

When several different issues of bonds are secured by the 
same property, those having the superior lien are sometimes 
styled underlying bonds, the term indicating that they are 
closer to the property and have a superior claim. Thus, if 
first and second mortgage bonds are secured on the same prop- 
erty, the first mortgage bonds are underlying bonds. If third 
mortgage bonds are also issued, both first and second mortgage 
bonds are underlying bonds. 
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3. GOLD, EtC., Bonps.—A bond may in express terms provide 
for payment in gold, silver, legal tender money, etc. Such 
provisions are legal and enforceable. If no medium is specified 
in which payment of a bond must be made, legal tender is always 
understood. 

4. CONVERTIBLE Bonps.—A convertible bond is one which 
under prescribed conditions carries the right cf conversion into 
other securities of the same corporation. The usual form of 
convertible bond is that which may be exchanged for common 
or preferred stock of the issuing corporation at a fixed rate of 
exchange and within a certain period. 

It is obvious that the conversion privilege gives a bond a 
speculative character which adds greatly to its attractiveness 
as an investment. If the stock of the issuing company advances 
materially, the exchange can be made at a profit. If the stock 
does not advance, the bonds themselves are still a good invest- 
ment. In short, the plan combines the safety of a bond invest- 
ment with the profit possibilities of an investment in stock; but 
it must be borne in mind that the conversion privilege is usually 
given to a junior lien bond, the conversion privilege being in- 
tended to offset, in part at least, the bond’s inferior lien. 

5. INcoME Bonps.—Income bonds—to which some prefix 
is frequently added—usually come into existence as a result of 
a reorganization where holders of bonds bearing a fixed rate of 
interest accept in exchange a bond whose interest is contingent 
on earnings. Income bonds vary in their nature materially. 
Usually they are an absolute junior mortgage on the property, 
but rarely a first lien, and occasionally they are mere deben- 
tures. Some carry cumulative interest, others do not. The 
security of the latter is precarious unless secured by an instru- 
ment that clearly defines just what is to be. construed as net 
income applicable to interest payment. In general, the use of 
such bonds is unfortunate and the credit of the issuing company 
lower than if preferred stock were used. 

As a rule income bonds carry no voting power and the bond- 
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holders having acquired their security in exchange for an interest- 
bearing bond feel themselves in the position of creditors eager 
for their interest regardless of the advisability of payment from 
the company’s standpoint, and the latter is equally eager to 
delay payment of interest until the general finances of the com- 
pany are in good shape. Not infrequently the whole matter 
ends in court if the bondholders can find legal ground upon which 
to bring an action. The use of preferred stock would be better 
for all concerned, but bondholders will accept an income bond ina 
reorganization where they refuse preferred stock, hence the use 
of the bond. 

6. COLLATERAL Trust Bonps.—A collateral trust bond is 
one which is secured by collateral—usually stocks and bonds of 
other corporations owned by the issuing corporation. These © 
are deposited with a trustee under an agreement setting forth 
the conditions of the trust. The bond is then in effect a collat- 
eral note and is frequently termed a “collateral trust bond.” 

7. GUARANTEED Bonps.—A guaranteed bond is one the 
payment of which, either as to interest or principal or both, has 
been guaranteed by some other corporation. Such a guarantee 
must be in writing and must either be written on the instrument 
itself or be attached to it to be effective. 

Under proper conditions such guaranteed bonds are legal and 
are frequently issued. Thus the bonds of a subsidiary road 
may be guaranteed by the parent road, or a bond of a compo- 
nent corporation may be guaranteed by the holding company or 
trust of which it forms a part. Guarantees are of doubtful 
value in most cases, and when trouble comes upon a company, 
the bondholders usually have to look to their real security rather 
than the guarantor. 

8. TERMINAL, , ETC., Bonps.—Terminal bonds are those 
issued by and secured on the property of a terminal company 
which is usually subsidiary to the railroad or steamship line using 
the terminal. Such bonds are usually issued for terminal pur- 
chases or improvements. Extension bonds are those issued by 
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a railroad to extend its lines. Equipment bonds are those issued 
for equipment, usually by a railroad company, though they might 
be issued in connection with an industrial corporation. Con- 
struction bonds, as their name indicates, are those issued to 
secure money for the purposes of construction. 

g. CAR Trust Bonps.—Car trust or equipment trust bonds 
or certificates are issued by a trustee who holds for their security 
equipment purchased or leased by a railroad company. The 
money realized from the sale of these bonds goes to the manu- 
facturers or vendors of the equipment, or the bonds may be 
turned over to them direct. The railroad company recelves 
its equipment, subject to the trust agreement, and retires the 
equipment bonds in such amounts and at such periods as are 
fixed by the trust agreement. The title to the equipment does 
not usually vest in the railroad company until all the bonds are 
redeemed. 

Bonds and notes of this character are usually issued in series 
and are redeemable in their serial order as payments are made 
by the railroad company. When the final payment is made by 
the railroad company, the deed of trust by which the property 
is held is released and the equipment becomes the property of the 
purchasing company. . 
to. PurcHasE Money Bonps.—Purchase money bonds are 

those given to secure money for the purchase of the property by 
which they are secured. 


§ 513. Short-Term Notes ~ 


A short-term note is merely a corporation’s promissory note. 
It may be secured or unsecured. If secured, it is usually by the 
deposit of collateral with a trustee under a trust agreement. 
The larger issues are generally in coupon form and differ but 
little from the usual bond, except in their early maturity. 

Short-term notes are issued when the existing conditions 
are unfavorable for a long-time loan, and usually carry either 
a larger rate of interest than a bond issue or are sold at a discount 
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that produces the same practical result. Short-term notes are 
usually floated with the expectation that they will either be 
retired at maturity or will be taken up by a bond issue on more 
favorable terms than would have been possible at the time the 
notes were issued. 


Part XII—Corporate Arrangements 


CHAR LE isalay t 
VOTING TRUSTS 


§ 514. General 


It is frequently necessary or important that the agreed 
management of a corporation be preserved consecutively for a 
term of years. This may be for the protection of minority or 
special interests, or to maintain a control satisfactory to the 
majority as then existing, or in pursuance of organization agree- 
ments, or in accordance with the terms of a reorganization or 
consolidation. In any such case the voting trust—sometimes 
called a “stock pool”—is the usual means by which this is 


secured. 


Shareholders have the right to combine their interests and 
voting powers to secure such control of the corporation and the 
adoption of and adhesion by it to a specific policy and course of 
business. Agreements upon a sufficient consideration between 
them, of such intendment and effect, are valid and binding, if they 
do not contravene any express charter or statutory provision, or 
contemplate any fraud, oppression or wrong against the other 
stockholders or other illegal object. 


The voting trust is an arrangement under which sufficient 
stock to insure the desired ends is placed in the hands of trustees 
for some certain period of time, with definite instructions as to 
the way in which this stock shall be voted. Other features may 
enter in, as provisions to prevent the alienation of the stock held 


1 Mason v. Curtis, 223 N. Y. 320 (1918); Palmbourne v. Magulsky, 217 Mass. 300 (1914). 
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by these trustees, and for special dispositions of the dividends 
thereon, etc., but these are inconsiderable and the designated 
exercise of the voting power of the trusteed stock for the given 
period is the main end sought.? 

It is to be noted that the objects attained by the voting trust 
can be secured more permanently by the formation of a “holding 
corporation,” where this is permissible. 

§ 515. Distinctions 

The voting trust as here considered must be distinguished 
from the trust under which it was formerly attempted to mon- 
opolize certain industries. Under that plan the stock of a num- 
ber of otherwise competing corporations was placed in the hands 
of trustees, who were to manage them so that they did not cut 
prices or otherwise conflict with each other—an arrangement 
that was held illegal and has been abandoned. The voting trust 
here considered affects only the stock of one corporation and 
that usually as to its voting rights, and has nothing to do with 
competition or prices. 

Neither has it any connection with the associations under 
deeds of trust, treated in later chapters, which is an arrange- 
ment designed to effect an organization somewhat similar to 
the corporation but free from the formalities and restrictions 
that hedge about the corporation. 

Nor has the arrangement here discussed any connection with 
restrictions on the sale of stock. Provisions restricting the sale 
of stock for a specified period or to anyone not embraced in the 
agreement may be included, but the voting restrictions are the 
main end of the trust and these others are merely incidental. 

The primary object of the voting trust here outlined, as inti- 
mated, is the continuance and perpetuation of a certain agreed 
management of one corporation. It concerns the stockholders 


* See Knickerbocker Inv. Co. vy. Voorhees, 100 App. Div. (N. Y.) 414 (1905); see also 
Book IV, Form 104. 


3See Ch. LVII, ‘Holding Companies.”’ 


4Ch. LXIII, ‘‘Express Trusts as a Form of Business Organization,” and Ch. LXIV 
“How an Express Trust Is Organized.” 
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of the particular corporation, and does not concern or affect in 
any way other corporations or persons dealing with the corpora- 
tion controlled by the voting trust. 


§ 516. How Formed 


A voting trust is formed by placing in the hands of trustees 
such proportion of the stock of the particular corporation as 
may be necessary to secure the desired control. These trustees 
act under, and their powers are defined by, an agreement styled 
the “voting trust agreement,” subscribed to by all the parties 
entering the trust.’ This agreement specifies the length of time 
for which the stock is to be held and the manner in which it is 
to be voted at the annual election of directors. If the manage- 
ment then in power is to be retained, the trustees would be 
instructed to cast the vote of the trusteed stock in all elections 
of directors for the parties then constituting the board, suitable 
provision being made in case of the possible death of any of the 
directors named. If the object of the trust were to insure 
minority representation on the board, the trustees would be in- 
structed to cast the trustee vote for directors in favor of parties 
named by the designated minority interests up to a specified 
number, the other members of the board being named by the 
majority interests. Or if the object of the trust were, to secure 
an efficient and non-partisan board, the trustees might be in- 
structed merely to cast the vote of the stock held by them for 
such persons as in their judgment would be suitable and accept- 
able to the interests involved. The trust agreement might also 
provide the manner in which the trustees’ stock is to be voted 
in matters of general interest, or it might be forbidden to vote 
on these matters, or its vote under such circumstances might 
be left to the discretion of the trustees. 

Whatever the instructions, the stock must be voted as a 
unit by the trustees, in accordance therewith, and, provided 


5 See Book IV, Form 104, 
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the conditions of the trust be proper, the courts will enforce 
compliance. 


§ 517. The Stock in Trust 


The stock included in a voting trust is actually transferred 
to the trustees and is by them taken out in their own names. 
Trustees’ receipts are given to the parties depositing stock, these 
receipts being negotiable in form and representing the equitable 
ownership of the stock held in the trust. 

The trustees are authorized to collect and receive any divi- 
dends and profits accruing on the stock held by them, but must 
pay over the same in due proportion to the equitable owners of 
the trusteed stock. Often the trustees, for purposes of con- 
venience, direct the corporation to pay the dividends to the 
holders of the trust certificates. 

The trust agreement also provides the method of dissolution 
of the trust upon the expiration of the specified time limit, and 
any other desired features or details. In order to avoid any 
possibly illegal suspension of the rights of alienation in the stock 
held in trust, the agreement may provide that at any time, by 
consent of all the parties in interest, the trust may be terminated.é 

When it is desired to control but a single election, the use of 
proxies is the most convenient method by which this may be 
accomplished. These being revocable and of limited duration, 
are not available for more permanent purposes. 


§ 518. Legal Status 


New York and Maryland are the only states in which the 
voting trust is expressly sanctioned by statute. In New York 
this was done in 1901, when an amendment to the General Cor- 
poration Law was passed, providing: 


A stockholder may by agreement in writing, transfer his stock 
to any person or persons for the purpose of vesting in him, or them 


6 Williams v. Montgomery, 148 N. Y. 519 (1896). 
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the right to vote thereon for a time not exceeding five years upon 
terms and conditions stated, pursuant to which such person or 
persons shall act; every other stockholder, upon his request there- 
for, may, by a like agreement in writing, also transfer his stock to 
the same person or persons and thereupon may participate in the 
terms, conditions and privileges of such agreement; the certificates 
of stock so transferred shall be surrendered and canceled and 
certificates therefor issued to such transferee or transferees. . . .7 


The Maryland statute was passed in 1908 and follows tne 
New York statute.® 

Under these statutes a duplicate of the voting trust agreement 
must be kept on file in the principal business office of the cor- 
poration, open to the inspection of any stockholder during 
business. hours. 

Prior to the passage of the statute, voting trusts existed in 
New York and were regarded favorably by the courts. Since 
its passage the conditions prescribed by the statute would 
probably have to be followed in detail to establish an enforceable 
trust. 

In New Jersey, Massachusetts, California, Alabama, New 
Hampshire, and other states,” although no statutes on this sub- 
ject exist, the courts have rendered decisions favoring similar 
arrangements and intimating that where the trust was for a 
proper purpose and for a reasonable time, and did not contem- 
plate any advantage from which other stockholders of the same 
corporation were excluded, it was not contrary to any principles 
of law or equity. : 

In some courts there seems to be a strong feeling against the 
plan. Ina comparatively recent case the Supreme Court of 
Illinois took the position that the plan was illegal and objection- 
able. The court said: 


The power to vote for directors can be exercised only by stock- 
holders in person or by proxy, and they cannot be deprived or 


1 Gen. Corp. Law (N. Y.), § 25. 

8 Md. Code, Art. 23, § 102. ’ 

9 Chapman v. Bates, 61 N. J. Eq. 658 *(1900); Brightman v. Bates,-175 Mass. 105 (1910); 
Carnegie Trust Co. v. Security Life Ins. Co., 111 Va, I1 (1910). 
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deprive themselves of this power. Stockholders cannot evade the 
duty imposed upon them by law of using their power as stock- 
holders for the welfare of the corporation, and the general interest 
of its stockholders. A stockholder may refuse to exercise his right 
to vote and participate in stockholders’ meetings, but he cannot 
deprive himself of the power to do so.!° 


§ 519. Illegal Voting Trusts 


The primary requisite of a legally defensible and enforceable 
voting trust is an object not illegal in itself, or calculated to 
injure or discriminate against other stockholders of the same 
corporation. The voting trust must also be reasonable as to its 
duration and terms, and its possible advantages should be open to 
all stockholders of the particular corporation. 

Any voting trust formed to promote a monopoly, or to domi- 
nate the corporation in the interests of another corporation, or 
to deprive other stockholders of any of their rightful powers, 
would undoubtedly be held illegal in any jurisdiction. 


§ 520. Restriction of Stock Sales 


The voting trust as a means of restricting the sales of the 
stock held under its provisions is of doubtful efficacy. It un- 
questionably prevents the transfer of the actual stock during 
the life of the trust, and thereby prevents the transfer of any 
of the stockholders’ rights that would accompany delivery of 
the stock. On the other hand, the trustees’ receipts, or certifi- 
cates, are transferable, and if the object of restricting the sale 
is to maintain the market price of the stock, or to give prefer- 
ence to the sale of treasury or other special stock, the sale of 
the trustees’ certificates might interfere with these purposes 
almost as effectually as would the sale of the stock itself. The 
end desired may be effected in other ways." 


10 Luthy v. Ream, 270 Ill. 170 (1915) 
11 See § 553. 


CHAPTER LVII 


HOLDING COMPANIES 


§ 521. General 


A holding company, in the modern sense of the term, is a 
corporation formed for the express purpose of controlling other 
corporations by the ownership of a majority of their stock. ! 


The advantages of a holding company may be enumerated as 
follows: 

r. It furnishes a readily available and effective method of con- 
trolling several corporations for a common object. 

2. It may be employed to perpetuate corporate control. 
Financiers holding the control of corporations may transfer their 
shares to a holding corporation. Death or disagreement will not 
then affect the control. In many cases also a holding corporation 
may take the place of a voting trust, which always is limited as to 
time. 

3. The holding company permits the capitalization of con- 
trolling stock interests. The control of a corporation having a 
capital of twenty million dollars—as an illustration—requires a 
permanent investment of more than ten million dollars, assuming 
the stock worth par. Ifa holding corporation is formed with a 
capital equal to the investment, the shares may be transferred to it 
and forty-nine per cent of its stock sold. The original controlling 
stockholders, by retaining control of the holding corporation, retain 
control of the original corporation.? 

4. It may be used to form an effective organization of ‘Parent 
Company” and subsidiaries, for conducting various enterprises 
that require representatives in many states. 


Under the common law, which did not permit one corporation 


to invest in the stock of another, holding corporations were 


1See Book II, §§ 44-48; also Book III, Ch. XXVII, “Holding Companies.”” 
2 Noyes on Intercorporate Relations, § 285; see also 14 Corpus Juris, p. 284. 
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impossible and any attempt of a corporation to control another 
corporation by holding a majority of its stock would have been 
held ulira vires. 


The charter of a corporation is the measure of its powers. 
It can exercise only such powers as are conferred upon it, either in 
express terms or by necessary implication, in the law of its creation. 

The purchase of stock in another corporation involves a partici- 
pation in a new and distinct enterprise. A corporation can make 
such a purchase only when expressly authorized to do so by the 
statute, or when the power can be implied as incidental to the 
powers specifically granted.? 

But as the powers of corporations, created by legislative act, are 
limited to such as the act expressly confers, and the enumeration of 
these implies the exclusion of all others, it follows that, unless ex- 
press permission be given to do so, it is not within the general 
powers of a corporation to purchase the stock of other corporations 
for the purpose of.controlling their management.‘ 


Corporations have certain incidental powers of acquiring 
and holding stock, as discussed in the section which follows. 
The general right to purchase and hold the stock of other cor- 
porations, under which the holding corporation is possible, is, 
however, derived from legislative enactment, either by virtue of 
statutes expressly conferring on specific corporations the power 
to buy and hold the stocks of other corporations, or in a few 
states under the operation of statutes permitting the formation 
of corporations for any legitimate purpose.5 

In many cases companies are incorporated in those states 
that permit special provisions authorizing the holding of stock of 
other corporations, in order to secure such right definitely. 


§ 522. Incidental Powers to Hold Stock 


In many cases corporations have power to take and hold 
stock in other corporations as a power incidental to their main 


3 Noyes on Intercorporate Relations, §§ 264, 274; People v. Pullman Co., 175 Ill. 125 
(1898); 64 L. R. A. 366; People v. Chicago Gas Trust Co., 130 Ill. 268 (1889); Hyams v. C. & 
H. Mining Co., 221 Fed. 520, 537 (1915). 

4 De La Vergne Co. v. Savings Institution, 175 U. S. 40, 54 (1890). 

5 Dittman v. Distilling Co., 64 N. J. Eq. 537 (1903); Market St. Ry. Co. v. Hellman, 
109 Cal. 571 (1895). 
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purpose. For instance, certain corporations, like the great 
insurance companies which in the regular course of business 
have large sums for investment, are very properly allowed to 
invest these in safe stocks. Also in almost all cases corporations 
are allowed to take corporate stock to save a debt. They may 
also take stock as collateral to secure an obligation, which in the 
usual course of business may bring about their ownership of 
such collateral. 

Where a corporation may lawfully consolidate with another 
corporation, it may acquire the stock of this other corporation 
as a proper step to such consolidation. But a corporation 
authorized to acquire and hold stocks of other corporations 
cannot in this way control companies in states where such 
stockholding is unlawful.s Also in some cases it has been held 
that a corporation may take stock in another corporation when 
this other corporation will promote some of its specified purposes, 
as when a street-car company takes stock in a hotel or amusement 
park on or near its lines, or a manufacturing company takes 
stock in a power development company from which it will obtain 
power. 


§ 523. Authorization to Hold Stock 


New Jersey was the first state to enact statutes specifically 
empowering corporations organized under its laws to hold the 
stock of other corporations. This law was first adopted in the 
year 1888, and read as follows: 


Any corporation may purchase, hold, sell, assign, transfer, 
mortgage, pledge or otherwise dispose of the shares of the capital 
stock of, or any bond, securities, or evidences of indebtedness 
created by any other corporation or corporations of this or any 
other state, and while owner of such stock may exercise all the 
rights, powers and privileges of ownership, including the right to 
vote thereon.’ 


6 Hill v. Nisbet, 100 Ind. 341 (1884); Coler v. Tacoma Ry. and Power Co., 65 N. J. Ea. 
347 (1903). 
7 See Gen. Corp. Law of New Jersey, § 51. 
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The enactment of this law by New Jersey paved the way 
for the great industrial combinations. Theretofore such com- 
binations had been attempted by the appointment of a board of 
trustees in whose hands was placed a majority of the stock of the 
corporation to be controlled, these trustees then electing 
boards of directors which managed their respective corpora- 
tions in the common interest. This arrangement was declared 
illegal and was abandoned for the holding corporation under 
the New Jersey law.s 

In 1913, however, in an effort to check the opportunities for 
monopolistic combination, holding companies were abolished by 
a drastic piece of legislation known as “The Seven Sisters.” 
Later and by degrees all of these acts were repealed or super- 
seded, and now all that is prohibited is the holding of the stock 
of other corporations to restrain competition or to create a 
monopoly. The statute as it now stands insures to corporations 
the usual incidental powers to hold stock of other corporations.9 

The federal decisions declaring certain of these holding cor- 
porations illegal are not directed against the laws under which 
they were formed, but against the purposes of the corporations. 

Delaware and Maine have enacted statutes similar to the 
earlier statute of New Jersey, giving corporations the unlimited 
power to buy, hold, and sell stocks; and in New York these 
privileges may be enjoyed if so provided in the charter. Under 
the Maine statute it has been held that a corporation organized 
under the law regulating the incorporation of general business 
corporations, could not acquire stock in companies organized 
to do insurance business, thus doing indirectly what it could not 
do directly.10 


$524. What Holdings Carry Control 
Contrary to popular opinion, it is rarely necessary to hold 
51% of the outstanding stock of a corporation in order 
8 State v. Standard Oil Co., 49 Ohio St. 137 (1892); People v. North River Sugar Refining 
Co., 121 N. Y. 582 (1890). 


9 Gen. Corp. Law of New Jersey, as amended (1920), § 154. 
10 Central Life Securities Co. v. Smith, 236 Fed. 170 (1916). 
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to elect a majority of the directors, and through them to elect 
the officers and control the corporation. Where all the stock 
is held in a few hands, as in a close corporation, the case is differ- 
ent, but even here anyone holding or controlling half the stock 
can, if he once obtains a majority of the board, hold his control 
indefinitely. A majority against him cannot be obtained, and 
if a deadlock should arise over the election of directors, no new 
directors could be elected without his consent, and his directors, 
already in office, would hold over until some agreement satis- 
factory to him was reached. 

With the usual corporation with scattered holdings, a much 
smaller proportion than half the stock is sufficient to control. 
In an action under the Sherman Anti-Trust Act, the Supreme 
Court held that the purchase of 46% of the stock of a competing 
railroad was ample to control its operations, thereby effecting a 
combination in restraint of trade." 


The president of one of the largest railroad systems in the - 
United States is authority for the statement that 33 per cent of the 
stock which has voting power is sufficient to control any important 
railway, always excepting instances where great blocks of stock are 
centralized in a few hands. He added that those in control of a 
property could always count upon a large proportion of the stock- 
holders supporting them as a matter of course, because such holders 
were too weak or too lazy to engage in any independent movement 
of their own. 

In the case of banks and trust companies, 33 per cent holdings 
are nearly always sufficient to protect an existing management. 
That is the basis usually followed by new interests in attempting to 
buy up properties, and with the trust companies especially such 
holdings have almost invariably been sufficient to force recognition 
from an unwilling management. One bank president of this city 
has been known to own personally 40 per cent of the stock of his 
own bank, which was unusually heavily capitalized. With such 
holdings and those of his friends, the present owners could not pos- 
sibly be dislodged. The president of another bank, following a 
different method, has taken care to see that its stock is distributed 


1 United States v. Union Pac. R. R. Co., 226 U.S, 61, 96 (1912). 
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as widely as possible, so that today, with a comparatively small 
capitalization, the bank is owned by at least two thousand different 
stockholders, who could hardly be combined against the manage- 
ment.” 


It is reported that when the control of the Western Union 
Telegraph Company passed to the Bell Telephone interests, it 
was effected by transfer of but 20% of the outstanding stock. 


§ 525. Its Function in Industrial Combination 


The holding corporation has occupied a position of great 
importance, it being the means by which many of the great 
industrial combinations were effected and controlled. Some- 
times these corporations were confined strictly to the function 
of holding companies, as was the case with the Northern Securi- 
ties Company which was formed for the sole purpose of holding 
sufficient stock of the Great Northern Railway Company and 
the Northern Pacific Railway Company to control the two 
corporations and combine their interests. Usually, however, 
such a corporation was given, in addition, ample powers to carry 
on directly any business or industry in the line of the proposed 
combination. Then it could operate by controlling the majority — 
of the stock of its component corporations, or by buying up the 
manufacturing plants engaged in the particular industry, or by 
initiating new industrial operations. on its own account, or by 
doing all of these things. 

As already suggested, the holding corporation itself could 
be controlled by the ownership of but 50% or 51% of its stock, 
and so long as the parties in control hold this amount, they 
could part with any additional stock without interfering with 
their control of the holding corporation and through it of the 
subsidiary corporations. This device made it possible for those 
who were on the inside to control much capital with a compara- 
tively small investment on their own part.13 

2 Editorial New York Evening Post. 


18 See 1 Cook on Corp., § 317; Noyes on Intercorporate Relations, § 285 et seg.; Robotham 
v. Prudential Insurance Co., 64 N. J. Eq. 673 (1903). 
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§ 526. Limitations on Use of Holding Companies 


The holding corporation is the instrument by which most ot 
the great industrial combinations have been effected, and has 
been generally recognized as the proper legal means to this end. 
Most of these great industrial combinations and many of the 
smaller ones as well have, however, come to grief through the 
enforcement of the Sherman Anti-Trust Law. 

At the present time a holding company organized in one state 
may control corporations organized under the laws of other 
states. It is within the power of any state objecting to this, 
io pass laws to prevent foreign holding corporations from con- 
trolling corporations formed under the laws of such states; or 
the courts may declare such control illegal and therefore impos- 
sible15 With a view to simplifying corporate relations, it is 
probable that such action on the part of the states would be of 
advantage. The same end might be achieved by means of a 
statute denying the right to vote at corporate elections to all 
stock except that owned by natural persons in their own right. 
This would effectually prevent the operation of the holding cor- 
poration. 

In the Northern Securities case, the United States courts held 
the attempt to prevent competition between two opposing 
interstate railways by means of a holding corporation illegal.1 
In the famous cases against the Standard Oil Company and the 
American Tobacco Company the Supreme Court held that the 
use of holding companies as a means of controlling competing 
companies where such control resulted in a violation of the 
Sherman Anti-Trust Law, was illegal.1” 

The Clayton Act of October 15, 1914, makes the law very 
specific as to corporations engaged in interstate commerce, and 
forbids the acquisition by one corporation of the whole or any 


4 Island Heights, etc., Co. v. Brooks & Brooks, 88 N. J. L, 613 (1916). 

18 Central L. S. Co. v. Smith, 236 Fed. 170, 176 (1916). 

16 See Northern Securities Co. v. United States, 193 U.S. 197 (1904). ; 

Standard Oil Co. v. United States, 221 U. S. rt (s911); United States v. American 
Tobacco Co., 221 U.S. 106 (1911). 
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part of cle stock of another corporation, ‘“‘where the effect may 
be to substantially lessen competition between the corporation 
whose stock is so acquired and the corporation making the ac- 
quisition, or to restrain such commerce in any section or com- 
munity, or tend to create a monopoly of any line of commerce.” 

It may be said that at this time any arrangement of holding 
companies, or any other combination of corporations to prevent 
competition, restrain trade, or enhance prices, is illegal and will 
be dissolved by the courts. In a remarkable case in New 
Jersey,!8 minority stockholders sought to enjoin the directors of. 
the Prudential Life Insurance Company from carrying out an 
arrangement by which the Fidelity Trust Company was to con- 
trol the Prudential Company, and the Prudential Company in 
its turn was to control the Fidelity Trust Company. Under this 
plan, at the next.ensuing election which was that of the Trust 
Company, the Prudential directors, voting a majority of its 
stock, would have put themselves in charge of the affairs of the 
Trust Company. Then when the time came for the Prudential 
election, these same directors, exercising the Trust Company 
control, would in like manner have put themselves in charge of 
its affairs, and thereafter the interlocking board thus formed 
would have been self-perpetuating, and the enormous assets of 
the Prudential Insurance would have been controlled by the 
board in perpetuity. 

In the course of his argument, counsel for the directors 
asserted that under the laws of New Jersey the following plan 
would be entirely legal: 


One man controls a company of $10,000,000 capital. He may 
form a new company with a capital of $5,100,000 to hold a majority 
of the stock. He may then sell all but $2,600,000 of the stock in 
company No. 2 and transfer his remaining stock to a new company 
with a capital of $2,600,000. He may then sell to company No. 3 
all but $1,400,000 and transfer that to a new company. This 
process may go on until the power of the whole chain of corpora- 


8 Robotham y. Prudential Insurance Co., 64 N. J. Eq. 673 (1903). 
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tions is vested in the holder of a few thousand dollars of stock in the 
ultimate company, and the same chain can be used for an unlimited 
number of companies. 


Vice-Chancellor Stevenson, before whom the case was heard, 
apparently did not sympathize with this view of the possibilities 
of holding companies under the New Jersey law, and expressed 
his views with some emphasis. The court also granted the 
injunction asked for, thereby indicating that the mutual control 
of each other by two corporations is not under existing laws a legal 
possibility. 

In any case of abuse of power by means of a holding cor- 
poration, the courts would undoubtedly afford relief.19 


§ 527. Parent Companies 


A useful variant of the holding company is frequently em- 
ployed with advantage in the exploitation of inventions. A 
parent corporation, in which the patent rights for such inventions 
are vested, is formed in some selected state where the power to 
hold the stock of other corporations may be had. Subordinate 
companies are then formed in the several states or other terri- 
torial districts, and to these companies rights in the invention 
are assigned for their respective districts, the parent company 
usually reserving or acquiring a controlling interest in each 
subordinate company. The patent rights may be sold to the 
subcompanies absolutely, or with reservation of royalties, or 
perhaps a mere license may be issued. The subordinate com- 
pany then operates in its own territory as an independent com- 
pany but under the general direction of the parent company, this 
- direction becoming immediate and absolute in case of necessity. 

Under this plan the parent corporation makes certain the 
proper fulfilment of its contracts with the subordinate companies, 
and insures the harmonious conduct of the general business.?° 
49 See Farmers’ Loan & Trust Co. v. N. Y., ete., R. Co., 150 N.Y. 410 (1896); Niles v. 


N.Y. C. & H.R. R. Co., 69 App. Div. (N. Y.) 144 (1902); contra, Windmuller v. Distilling Co., 


114 Fed. 491 (1902). 
él 20 For further discussion of this subject, see Book II, § 48; also People v. Am. Bell Tele- 


phone Co., 117 N. Y. 241 (1889). 
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§ 528. Powers of a Corporate Stockholder 


Where a corporation has the right to hold the stock of other 
corporations, it has all the rights and privileges that an indi- 
vidual would have. Such stock is personal property of the 
corporation, is liable to taxation as such, and all its corporate 
rights and privileges are maintained in full vigor. It participates 
to the full in any dividends declared by the corporation from 
which it issued, and is entitled to full representation and voting 
rights at any stockholders’ meeting of that corporation. Such 
stock would be voted, either in person or by proxy, by the 
trustee or official in whose name it was held, or, if held in the 
name of the corporation, by such person as was formally desig- 
nated thereto by the corporation. Such vote would be cast 
under the general instructions of the board of directors of the 
holding corporation, but unless matters of much importance 
were to be considered, no detailed instructions would be given, 


all this being left to the discretion of the person who represented ' 


the corporation.. If matters of much importance were to be 
considered, the representative might be instructed with pre- 
cision as to his position and his vote. 


CHAPLERZLVIL 


PROTECTION OF MINORITY STOCKHOLDERS 


§ 529. General 


The corporate rights of minority stockholders are at the 
best much circumscribed, and those that do exist are frequently 
disregarded and are then difficult of enforcement. Not infre- 
quently, actions of the directors infringing minority rights are 
not discovered by the minority until too late for prevention or 
protective action, and legal redress is as a rule slow, costly, 
and inadequate. Such protection as may be secured to the 
minority in the organization of the corporation is therefore a 
matter of importance. 

When the parties in control of an incorporation are willing 
to recognize the rights of the minority stockholders, or are 
compelled thereto by the conditions, it is quite possible for the 
minority to secure efficient protection for such rights as are 
properly theirs. Unfortunately the interests which control at 
the time a corporation is organized are too often indifferent or 
actually inimical to the rights of the minority stockholders, and 
these then receive no consideration, save such as is compelled 
by statute law or by respect for the sensibilities of the investing 
public. 


§ 530. Rights of Minority at Common Law 


Under the common law—which still prevails save where 
and as superseded or modified by statute law—the rights of 
minority stockholders were not extensive. They were entitled 
to be present and participate at stockholders’ meetings. They 
were entitled to inspect the corporate stock books during the 
usual hours of business and copy the names therein if they so 
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desired. They also had the right under reasonable conditions 
to inspect the books of account. Also under the common law 
a few important matters, such as amendment of the charter 
and the sale of the entire corporate assets, required authoriza- 
tion by unanimous vote of the stockholders, and this require- 
ment gave the minority a certain veto power in such matters. 
At stockholders’ meetings the minority might assist in the de- 
liberations, but the majority had absolute power to adopt by- 
laws and to elect the entire board of directors. The minority 
might not even have a representative present at board meetings 
save by grace of the majority. 


§ 531. Modern Abridgments of Minority Rights 


As already intimated, minority rights under the common 
law were, at the best, somewhat slender. At common law the 
minority had the right at reasonable times to inspect the books 
and accounts of the corporation. This right has been so narrowed 
down by latter-day statutes and decisions that it is in many 
states negligible. In New Jersey it is customary to limit this 
privilege ‘still further to such inspection as the directors may 
prescribe. Even the stock and transfer books may be seen only 
under restrictions. 

As to books of account, this change of custom is probably 
necessary. If it were otherwise, business competitors might 
avail themselves of the formerly easily acquired right of inspec- 
tion of the books to obtain information and trade secrets to the 
injury of the corporation.t Also, with the many stockholders 
and the complex accounts of modern corporations, the right if 
freely exercised would interfere with the regular transaction of 
business. 

While this is true, some substitute for the stockholders’ in- 
spection of the books of account should be provided that, 
without injury to the corporation, would give to the stockholders 
proper information as to the status of the corporate business. 

1 In re De Vengoechea, 86 N. J. L. 35 (1914). 
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To deny it entirely is a flagrant and unjustifiable disregard of 
the rights of those whose property is at stake. 

The abridgment of the stockholders’ right to inspect the 
stock and transfer books is to be viewed with distrust. There 
would seem to be no proper reason for concealing from a stock- 
holder the identity of his fellow stockholders. The right to 
make a list of these stockholders is properly denied him if such 
list is for stock-selling purposes, for sale to other parties, for 
general circularization, or for similar purposes, but should not 
be refused if the list is desired for proper purposes. 

Again, the right to make by-laws was formerly a prerogative 
of the stockholders alone, and these by-laws usually imposed 
certain proper restraints and limitations upon the directors. 
Now, in New Jersey and a few other states, by charter pro- 
vision it is possible and not uncommon to give the directors 
absolute power to repeal by-laws passed by the stockholders, 
and to substitute, if they so desire, by-laws of their own of 
exactly opposite effect. This was a concession to the needs of 
the “trusts” with their centralization of power and their entire 
subordination of the individual stockholder, and is perhaps the 
most dangerous of all the innovations upon the old rules, as it 
virtually releases the directors from all necessity for compliance 
with the wishes of the stockholders, and leaves in their hands 
the unrestrained management of the corporate affairs. 

It will be understood without discussion that any change in 
the law acting to increase the powers of the directors, or to 
remove or prevent limitations thereon, distinctly augments the 
power of the majority. The board is elected by the majority, 
and any restraining influences that exist upon the power of this 
board which represents the majority must be found in the 
charter, by-laws, and statutes. If, then, the statutes are re- 
laxed, charter limitations omitted, and the board itself given 
the power to make and amend by-laws, the power of the board 
as the representative of the majority is greatly increased, and 
the minority interests become in effect a negligible quantity. 
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Also the charter may be more easily amended than formerly. 
In New Jersey such amendment may be accomplished by a 
two-thirds vote of the stockholders, in New York by a three- 
fifths vote, and in Delaware by a bare majority in interest. 
This latter is a somewhat remarkable relaxation of the former 
rule, and apparently permits a mere majority to change the 
entire nature of the corporate business, as for example, to divert 
capital invested for the purpose of developing a publishing 
business into the exploitation of a mining claim. It is doubtful 
whether material change in the charter should be allowed under 
any circumstances, unless by the practically unanimous vote of 
all concerned. 

In consequence of these tendencies the present condition of 
the minority stockholder, unless special provision is made for 
his protection, is even less satisfactory than it formerly was 
under the common law, 


§ 532. Measures to Protect the Minority 


The legitimate ends sought by the minority are honesty, 
efficiency, and reasonable publicity of management—a manage- 
ment for the good of all and not one primarily in the interests 
of the majority. 

The means that may be employed to secure these ends are 
of two general classes, the one consisting of such arrangements, 
modifications, or restrictions of the voting power as to secure 
to the minority at least a reasonable representation on the 
board of directors; the other consisting of provisions in charter 
or by-laws restraining and regulating the powers of the board 
and prescribing safe rules for the conduct of the business. 

The first-mentioned method is the most effectual for the 
protection of the minority interests. The usual cases of oppres- 
sion or fraud on the part of the majority occur in the absence 
of minority representation on the board. If the minority have 
one or more directors on the board, the majority will still, as a 
matter of course, control, but it is in the highest degree improb- 
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able that this control will be exercised to the injury of minority 
interests. If any such attempts are made, the minority stock- 
holders through their representatives on the board will be fully 
cognizant of the proposed action, may enter such immediate 
protests and make such representations as they see fit, and, if 
such prejudicial action is persisted in, may take prompt legal 
action to protect their interests. 

Without this board representation, charter and by-law pro- 
visions for the protection of the minority are apt to be of but 
little effect. With board action free from supervision and with 
the assistance of counsel skilled in evasion of the law, such un- 
supported provisions may be easily overcome or avoided. With 
an intelligent minority representation on the board, such in- 
fringements of minority rights would not usually even be 
contemplated. 

The usual measures for the protection of minority interests 
are considered in the following sections of the present chapter. 


‘ 


§ 533. Cumulative Voting 


Cumulative voting is one of the most effectual means of 
securing minority representation on the board of directors. So 
highly are the results of this system esteemed that its use in cor- 
porate elections is prescribed by constitutional provisions in 
Pennsylvania, Illinois, California, and a number of other states. 
In New York, New Jersey, and some other states it may be 
used if so provided in the corporate charter. The Constitution 
of the state of Pennsylvania outlines the system with much 
conciseness, as follows: 

In all elections for directors or managers of a corporation, each 
member or shareholder may cast the whole number of his votes for 


one candidate or distribute them upon two or more candjdates as 
he may prefer. 


The New York statutes go into the matter more fully: 


The certificate of incorporation of any stock corporation may 
provide that at all elections of directors of such corporation each 
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stockholder shall be entitled to as many votes as shall equal the 
number of his shares of stock multiplied by the number of directors 
to be elected, and that he may cast all of such votes for a single 
director or may distribute them among the number to be voted for, 
or any two or more of them as he may see fit, which right, when 
exercised, shall be termed cumulative voting.? 


Under this system the majority control and manage the 
corporation absolutely, but the minority stockholders, if their 
holdings are at all material, can always elect one or more direc- 
tors to represent them. If they elect capable men, there is but 
little danger that the minority interests will suffer. 

To obtain the best results from cumulative voting, the 
minority must be organized to some extent at the time of the 
annual election, and should delegate by proxy to some few 
trusted representatives the casting of their ballots. 

To cast these aggregated votes to the best advantage some- 
times requires nice calculation. For instance, in a corporation 
with a board of five directors and too shares of voting stock, 
each share will have the right to cast 5 votes, or a total for all 
the voting stock of 500 votes. In such case any person or per- 
sons controlling 17 shares can cast 85 votes, and if this total 
vote is cast for a single candidate this candidate would infallibly 
be elected. The aggregate of the other votes cast would be 415, 
but no matter how they were divided among the other candi- 
dates, the candidate with 85 votes could not be defeated. If 
evenly divided among the five aspirants for board membership, 
each would receive 83 votes, but the minority candidate with 
85 votes would have a plurality of the votes cast, and would 
under any circumstances have enough votes to insure his elec- 
tion. Some preliminary calculation is always advisable. 

There are no material objections to the system of cumulative 
voting, and it should be adopted wherever possible. Its in- 
creasing use is a practical testimonial to its value. It must, 
however, be used with intelligence, or the results are sometimes 


2 Gen. Corp. Law, N. Y., § 24. 
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surprising. On occasion an unsuspecting majority have so scat- 
tered their votes that a compact, well-handled minority have 
actually gained control of the board. In other words, the 
majority threw themselves into a minority by scattering. For 
instance, in the example given above, if the minority, instead 
of controlling but 17 shares, controlled 45 shares of stock, they 
would be able to cast 225 votes as against 275 votes cast by the 
majority. The minority might then very safely divide their 
votes among three candidates, with the assurance that they 
would elect at least two directors and might elect the third. 
The majority would have votes enough to elect three directors, 
but if they thoughtlessly scattered those votes among four or 
five candidates, the three minority candidates, with over 70 
votes each, would be elected and would control the board. 
Such an election, though somewhat unexpected in its results, is 
legal and would be upheld wherever cumulative voting is prop- 
erly employed.’ 


§ 534. Classification of Stock 


Where definite divisions of interest exist among the stock- 
holders, or intending stockholders, at the beginning of the cor- 
porate organization, classification of stock, where allowable, 
may be employed with entire confidence that each class will 
receive due representation on the board. Such classification is 
permitted in most states, and should be secured by charter pro- 
vision where possible; elsewhere by by-laws adopted before 
stock is issued. By-laws of this nature, so adopted, become in 
effect a contract with those purchasing stock and hence are not 
susceptible of repeal save by consent of all interests.‘ 

Under such an arrangement stock may be divided into any 
classes desired, equal or unequal in amount. To each of these 
classes may be assigned one or more directors, and so long as 

the corporate organization exists unchanged, each of these 


3 See § 237. 
4 Kent v. Quicksilver Mining Co., 78 N. Y. 159, 178 (1879); Loewenthal v. Rubber Rec. 
Co., 52 N. J. Eq. 440 (1804). 
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classes will elect its own directors to the board. This arrange- 
ment is very effective.® 


§ 535. Voting Trusts 


The general subject of voting trusts has already been con- 
sidered.6 It is referred to here only as a method of protecting 
minority rights where these interests are in a position to demand 
such protection before entering the corporation. This may 
occur where stock in a corporation is offered for property, or 
where a partnership is to be incorporated with some of the 
partners holding comparatively small interests. 

In such event the proposed investment or arrangement may 
be acceptable to the parties concerned, even though it places 
them in a hopeless minority, if they can be assured of represen- 
tation on the board, or that an acceptable management will be 
elected and retained for at least a reasonable length of time. 
In any such case the desired end may be effectually secured by 
means of the voting trust. 

In this connection it may be noted that a mere agreement 
between parties holding stock, that such stock shall be voted 
for certain persons or in a prescribed manner, will not be enforced 
by the courts even though this agreement be embodied in a 
formal contract. Under some circumstances damages might be 
obtained for breach of such a contract, but the contract itself 
could not be enforced and damages would usually be very 
difficult to prove.? 


§ 536. Special Arrangements 


Many other arrangements for the protection of the minority 
or of particular interests are possible, depending upon the cir- 
cumstances, the statutory provisions of the state of incorpora- 
tion, and the decisions of its courts. 


; 5See § 221; also § 547, which explains how the plan may be used when a partnership is 
incorporated. 


6 See Ch. LVI, “Voting Trusts.’ 
7 Gage v. Fisher, 5 N. D. 297 (1895). 


Ch. 58] PROTECTION OF MINORITY 491 


In those states where special provisions may be inserted in 
the charter, it is entirely possible, in the absence of express 
constitutional and statutory prohibitions, to decrease the pro- 
portionate vote of the stockholder as his holding increases, or to 
deny the voting right absolutely after a certain maximum vote 
has been reached. For instance, it may be provided that each 
stockholder shall cast one vote for each share of stock held by 
him up to a total of 10 shares; that on stock in excess of this 
amount up to too shares, he shall have one vote for each 5 
shares; that on all stock in excess of 100 shares he shall have 
one vote for each ro shares. This is the voting provision of the 
English Companies Act which has some merits. Any other 
apportionment of the voting power may be made, or it may be 
provided that after some maximum vote has been reached, as 
for instance 10 votes for ro shares held, no further vote shail 
be cast by such stockholder no matter what his holding. 

It is also possible to place the number of votes necessary to 
elect a director so high that under any ordinary circumstances 
directors cannot be elected save by agreement. For instance, if 
a three-fourths vote of the outstanding voting stock were neces- 
sary to elect, it would be but seldom that the majority could 
elect without minority assistance. Then they must either allow 
the management to remain without change, as will be the case 
if there is no election, or unite with the minority to elect. If 
this were necessary they would hardly propose anyone objec- 
tionable to the minority element. This plan presupposes an 
existing management acceptable to all the stockholders, 


§ 537. Annual Audits 


In the larger corporations the auditing of the books of 
account is a very important feature of the corporate operations 
‘and, if properly conducted, may be made to eliminate any neces- 
sity for the inspection of such books by the rank and file of the 
stockholders. Such auditing may be annual, quarterly, or held 
at irregular intervals, and, if made by proper parties, serves 
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both as a check on the management and a verification of their 
accounts. The results of these audits give the stockholders the 
general information in regard to the business that they have a 
right to demand, and, as intimated, thereby remove the necessity 
for examination of the accounts by these latter. It is, of course, 
imperative that the professional accountants employed as audi- 
tors be absolutely reliable and thoroughly qualified for their 
work. 


§ 538. Charter Limitations 


In New York, New Jersey, and some other states, limitations 
on the power of the majority may be inserted in the charter. 
At the inception of the enterprise the minority are not infre- 
quently in a position to demand the inclusion of such limitations 
as a condition precedent to their participation in the corpora- 
tion. Even if otherwise, an era of good feeling generally exists 
at this stage of the enterprise, and reasonable concessions may 
then be obtained which later would not be possible. The 
minority have a right to ask safeguards as a condition of their 
investing. 

An instance is afforded by the charter of one of the prominent 
industrial trusts in which the following provision is found: “It 
is hereby provided that it shall require a majority of seventy- 
five per cent of the outstanding voting stock to amend the 
charter, to amend the by-laws, or to elect directors in this 
company.” 

Such a provision is directly in the interests of the minority. 
In this case it may have been conceded voluntarily, but prob- 
ably its adoption was demanded by some of the smaller but 
necessary component corporations as one of the conditions of 
their entrance into the combination. Under such a provision 
no changes could be made in charter, by-laws, or the board of - 
directors against the wishes of a minority controlling 26% 
of the voting stock. Under such circumstances a minority 


judiciously handled could always protect its interests. This 
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arrangement cannot be had in New York as the statute specifies 
that directors shall be elected “by a plurality of the votes at 
such election.” 

As damage to minority interests or the wrecking of cor- 
porations is almost invariably caused by improvident contracts, 
unwarrantable salaries, or excessive indebtedness, charter limi- 
tations upon the power of the board in these directions are of 
frequent occurrence. Some flexibility is usually given to these 
restrictions by provision that their limits may be exceeded by 
a unanimous vote of the board, or by a two-thirds or three- 
fourths vote of the outstanding voting stock, or by some similar 
provision. 

Where these limitations exist, it is important that some such 
flexibility be provided, as otherwise the interests of the corpora- 
tion might on occasion suffer severely. The limits of charter 
provisions cannot be legally exceeded by the corporation, either 
by action of the directors or stockholders, except as specifically 
allowed by the charter itself, and business opportunities of 
obvious advantage to the corporation might be lost for lack of 
the power to meet their terms or conditions. 

It is also possible to provide in the charter that the minority 
may have reasonable access to the books and records of the 
corporation, and any other desired privileges not in conflict 
with the statutes may be so secured. 


§ 539. Legal Remedies 


Prevention of wrong is better than any remedy, but a knowl- 
edge of their rights and the remedies that the law gives for in- 
fringement of their rights is sometimes of much advantage to 
minority stockholders. The usual methods of wronging minority 
stockholders, such as paying inordinate salaries, withholding 
dividends, selling or leasing corporate property below its worth, 
running the corporation into debts which it cannot meet, and 
similar fraudulent and oppressive transactions, are all illegal 


8 See Ch. XXVI, “‘Charter —Special Provisions.” 
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and tortuous. For all of these wrongs the law will give redress 
if those who suffer will seek it. 

When salaries are wrongfully increased the courts will com- 
pel restitution, and in such case the whole of the inordinie 
salary must be returned, not merely the excess. Directors are 
trustees and cannot use their power as such to enrich them- 
selves. Neither can this just rule be evaded by each director’s 
not voting on his own salary but letting it be fixed by “sis brother 
directors.? Directors, like promoters, will be compelled to ac- 
count for any secret profit which they may make in any trans- 
action in which the corporation is interested.!9 

The directors control the declaration of dividends. ‘When 
a corporation has a surplus, whether a dividend shall be made, 
and if made, how much it shall be, and when and where it shall 
be payable, rest in the fair and honest discretion of the directors 
uncontrollable by the courts.’ But if this discretion is not 
honest and fair, and dividends are withheld to discourage minor- 
ity stockholders and induce them to sell their stock at low 
prices, the courts will interfere on behalf of the minority.!? 

In a New York case the court said: 


This is one of those cases where a majority of stockholders have 
entered into a combination to control the affairs of the corporation 
for their own benefit and in fraud of the rights of the minority. 
Such a combination will always be rebuked by a court of 
equitys eae 

Directors of a corporation have no right to vote salaries to one 
another as mere incidents of their office, as was done here.' 


Another device for robbing minority stockholders is to make 
improvident contracts, usually with some other organization 
with which the offending directors are connected. Many such 


9 Davids v. Davids, 135 App. Div. (N. Y.) 206 (1909); Jacobson v. Brooklyn Lumber Co., 
184 N. Y. 152 (1906); Luthy v. Ream, 270 Ill. 170 (1915). 

10 Billings v. Shaw, 209 N. Y. 265 (1913). 

11 Williams v. W. U. Telegraph Co., 93 N. Y. 162, ror (1883). 

” Hiscock v. Lacey, 9 Misc. Rep. (N. Y.) 578 (1894); Belfast, etc., Co., v. R. R. Co., 77, 
Me. 445 (1885). : 

8 Fitchett v. Murphy, 46 App. Div. (N. Y.) 181 (1899); Bixler v. Summerfield, 195 
Ill. 147 (1902). 


Ch. 58] PROTECTION OF MINORITY 495 


cases have come under the condemnation of the courts.14 In 
such a case the Supreme Court of the United States said: 


All arrangements by directors of a railroad company, to secure 
an undue advantage to themselves at its expense, by the formation 
of a new company as an auxiliary to the original one, with an under- 
standing that they, or some of them, shall take stock in it, and, that 
valuable contracts shall be given to it, in the profits of which, they 
as stockholders in the new company, are to share, are so many 
unlawful devices to enrich themselves to the detriment of the stock- 
holders and creditors of the original company, and will be con- 
demned whenever properly brought before the courts for 
consideration.!® 


Such transactions being fraudulent cannot be authorized or 
ratified by a majority of the stockholders.16 

When the corporation is wrecked by purposely running it 
into debt, necessitating a receivership and subsequent reorgan- 
ization, out of which the wreckers 'n some form profit, it is 
usually difficult to prove the wrongdoing. Bad management in 
good faith is so common that it is not easy to draw the line and 
show in any particular case that the mismanagement was 
intentional. e 

Where the directors do not use ordinary care and diligence 
in the discharge of their duties, they are liable for the damage 
caused by their negligence.!7 In practice, however, it may be 
very difficult to prove such negligence as will entitle the com- 
plaining stockholders to damages. In one notable ‘case the 
‘United States Supreme Court ‘evidently allowed its sympathies 
to warp its judgment.!8 

The minority stockholders may also, under certain condi- 
tions, obtain redress against the majority stockholders. As the 
directors are the managers of the corporate business, they are 


4 Sage v. Culver, 147 N. Y. 241 (1895); Schwab v. Potter Co., 194 N. Y. 409 (1909). 

18 Wardell v. The Railroad Co., 103 U. S. 651 (1880). 

16 Dana v. Morgan, 219 Fed. 313 (1914); Pollitz v. Wabash R. R. Co., 207 N. Vor, 127 
(1912). 
17 3 Cook on Corp., § 702, and cases cited; Chick v. Fuller, 114 Fed. 22 (1902). 
18 Briggs v. Spaulding, 141 U.S. 132 (1S90r), 
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usually the persons responsible for the infringement of the 
minority stockholders’ rights. However, it is not infrequently 
the case that another corporation or group of men obtain con- 
trol of the corporation and proceed to employ it to further their 
own interests. In such cases it has been held that those who 
control the majority of the stock occupy a fiduciary relation 
towards the minority, and that acts in their own interest to the 
detriment of the minority stockholders are wrongs for which 
the court will give relief.19 

The practical difficulty is that the archaic and clumsy pro- 
cedure of our courts makes litigation so slow and so expensive 
that the ordinary citizen cannot afford, in most cases, to seek 
the redress to which he is entitled. By the theory of the law 
he may right his wrong, but in practice the cost and delay of 
litigation make it impossible. 


19 Boyd v. N. Y. & H. R. Co., 220 Fed. 174 (1915); Hyams v. Calumet & Hecla Mining 
Co., 221 Fed. 529 (1915); Union Pac. R. Co, v, Frank, 226 Fed. 906 (1915); McManus v. 
Durant, 168 App. Div. (N. Y.) 643 (1915). 
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INCORPORATING A PARTNERSHIP’ 
§ 540. General 


The incorporation of a partnership involves problems differ- 
ing from those of the incorporation of a new enterprise. These 
problems vary with the conditions and requirements of the par- 
ticular partnership. 

If the partners are willing to adopt the simplest and most 
obvious corporate arrangements; if they will capitalize at the 
actual values; issue all the capital stock in payment for the 
values transferred to the corporation; allot this full-paid stock 
to the various partners in the proportion of their partnership 
interests, and thereafter let matters take their natural corporate 
course, the duties of the incorporating counsel are not onerous. 
Usually, however, the parties to such an incorporation are not 
willing to commit themselves so irrevocably to the operations of 
the unmodified corporate system. They are accustomed to 
the conditions of the partnership, and they wish these approxi- 
mated as nearly as may be under the new regime. 

Possibly all the partners, without regard to investment, may 
be participating equally in the management, or one partner, 
with a relatively small investment, may be the leading spirit 
and practically in control; or a silent partner, taking no active 
part in the management, may have a preponderant investment. 
In any of these cases, the ordinary operations of the corporate 
system would work a radical change, and it is not to be supposed 
that the partners would agree to the entire abolition of the con- 
ditions under which perhaps they have achieved success. On 
the contrary, they usually desire to continue the existing condi- 

1See also Book III, Ch. XVII, “Incorporation of a Partnership.” 
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tions. This may be done with much precision, for nowhere does 
the flexibility of the corporate system appear to better advantage 
than in its ready adjustment to the varying needs of partnership 
incorporations. 


$541. Name 


The partnership name should in itself represent a consider- 
able trade value that would be lost if it were dropped on incor- 
poration. To avoid this, the name of the partnership is usually 
adopted, as nearly as may be, as the name of the new corpora- 
tion. In those states where it is permissible, the partnership 
name is not infrequently taken without modification as the 
corporate designation. This practice is, however, open to 
objection, as there is then nothing in the corporate name to 
indicate that the.concern is a corporation, and parties doing 
business with it might, unless informed of its corporate nature, 
be able to hold the stockholders as partners. 

Such a possibility largely eliminates the most advantageous 
single feature of incorporation—its limited liability—and to 
retain this feature, while still preserving the actual form of the 
partnership name, the word “Incorporated” or the abbreviation 
“Inc.” is frequently added. This usually appears in small 
letters after the name, sometimes in parentheses, and effectually 
prevents any danger of partnership liability. 

In some states the word “Company” must form part of every 
corporate name, and in these states the usual practice when a 
partnership is incorporated is to adopt the partnership name 
with the prescribed word following—‘“‘Smith & Jones” becoming 
on incorporation “Smith & Jones Company.” This practice 
is very common in all the states, whether required by law or 
otherwise, and is generally preferable to the use of the unmodi- 
fied firm name, or its use in connection with the word ‘Incor- 
porated.” In New York and a few other states, the word 
“Tncorporated,” its abbreviation “Inc.,”’ or other words indicat- 
ing incorporation must be used in the name to distinguish clearly 
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the corporation from an individual or partnership business, and 
the word ‘‘Company”’ cannot be used. 

Another common modification of the firm name is to sub- 
stitute a hyphen for the connecting word and add “Company” — 
“Smith & Jones” then becoming the ‘Smith-Jones Company.” 
In most of the states the prefix “The” either may or may not 
be made part of the corporate name, though in a few states its 
use is obligatory. Owing to the additional length given the 
corporate name by its use, and its exceeding awkwardness in 
certain legal constructions, the word “The” is better omitted 
unless there are special reasons for its retention. 


§542. Capitalization 


If after incorporation the partnership business is to go on 
under the corporate form with only the former partners inter- 
ested, no stock being sold to outsiders, the simplest and possibly 
most satisfactory basis of capitalization is the actual value of 
the assets turned into the new corporation, without allowance 
for good-will, trade-name, or any other intangible assets. Then, 
on incorporation each partner will participate in the stock by 
which this capitalization is represented, dollar for dollar, to 
the amount of his existing partnership investment. 

Under this plan the capital stock of the new company is 
kept at a comparatively low figure, taxation is to some extent 
avoided, while the respective proportionate interests of the 
different partners are accurately preserved. As will be readily 
seen, no very exact estimate of the value of the business is nec- 
essary under this arrangement. The capital stock merely serves 
as a convenient method of adjusting the proportionate interests 
of the partners, and, no matter what its amount, these interests 
are still represented in proper proportion. 

If, however, new members are to be taken into the incor- 
porated business, or any of the partners expect to sell stock, or 
it is anticipated that at any time in the near future stock will 
change hands, the proper valuation and capitalization of the 
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business become matters of great importance. Then the value 
of the good-will should be added to the property values; also 
any other intangible assets, such as trade-names, trade-marks, 
and copyrights, should be included at a fair figure. All of these 
are valuable assets and are legitimately represented in the 
capitalization of the business. Contemplated profits are not a 
proper basis for capitalization;2 but a valuation of a plant 
based upon the earnings for the previous year, capitalized at 6% 
interest, has been held proper.’ 

Any desired property may, of course, be reserved to the 
partnership. If the partners wish to retain a portion of the 
cash on hand, or certain portions of the firm realty or other 
property, or think certain accounts better in their own hands, 
the whole matter is in their discretion. They may retain what 
they will and transfer what they will. 

The form of capitalization is also a matter of conditions and 
discretion. It may be all common stock, or preferred stock 
and bonds may be added. The matter rests entirely with 
the partners. If it is decided to issue bonds, the stock capi- 
talization will naturally be reduced by just that amount. If 
preferred stock is issued, the common stock will be reduced 
by that amount, but the total capitalization will remain 
the same. 

In the incorporation of a partnership, no-par-value stock 
may at times be used to great advantage. Thus preferred stock 
may be used to give the actual investors of capital proper com- 
pensation for the use of their money, and no-par-value stock be 
used to represent their contingent interest, or to represent their 
equal or proportionate interest in profits. Other methods of 
using this modern device will suggest themselves.‘ 

If additional capital is needed for the business of the new 
corporation and stock must be sold to secure it, the amount of 
capitalization determined by the total value of the partnership 


2 See v. Heppenheimer, 69 N. J. Eq. 36 (1905). 
3 Railway Review v. G. D. & M. Tool Co., 84 N. J. Eq. 321 (1014). 
4See Chs. XIV, XV, and XVI, treating of no-par-value stock and its use, 
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assets—including good-will—would naturally be increased by 
the amount of stock to be sold. 


§ 543. Incorporation and the Income Tax 


It is necessary to consider carefully what effect incorporation 
is likely to have on the taxes to be paid the federal government. 
The excess profits tax in former years at times penalized the 
corporate form, and in its amended form still discriminates be- 
tween partnerships and corporations. Of the excess profits tax 
and its effects in this direction, David F. Houston, ex-Secretary 
of the Treasury, says: 


This tax attaches to business transacted only on the one form 
of organization—the corporate form. It applies only to corpora- 
tions and gets its name from the fact that the law exempts corporate 
incomes equal to 8 per cent of the invested capital plus $3,000. 
The net income above these deductions and not in excess of 20 per 
cent of the invested capital is taxed 20 per cent and the net income 
over and above this is taxed 40 per cent. Such is the excess 
profits tax. The corporation also pays a normal income tax of 
ro per cent and its stockholders pay supertaxes on its distributed 
profits. Businesses not conducted on corporate form, but com- 
petitive in many cases with corporations, such as sole proprietors 
and partnerships, which are more numerous than corporations, do 
not pay the excess profits tax. They pay the normal income 
taxes and surtaxes on their entire profits, whether distributed or 
undistributed. The excess profits tax was intended to be an 
equivalent for the surtax levied upon the undistributed or re- 
invested profits of sole proprietors and partnerships. But in reality 
it does not work out this way. It has proved to be inequitable as 
between corporations and other forms of business. 

In 1918 members of a well-known partnership paid nearly 
$1,125,000 more in taxes than they would have paid as a corpora- 
tion, and all their competitors were corporations. 

As a rule, however, corporations pay a heavier tax. In 19174 
partner in a small business entered the government service, and for 
convenience, the business was incorporated. It paid nearly 4% 
times as much on its earnings in 1918 as it would have paid if it 
had not been incorporated. This tax also works inequitably as 
among corporations. A conservatively managed corporation is 
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penalized. If, however, it is generously capitalized, its exemption 
based on the 8 per cent of its capital will be large and it may escape 
with little or no excess profits. 


The tax is complex and difficult of administration. In any 
particular case, it would not be safe to incorporate without 
taking expert advice in regard to the effect on taxations of the 
proposed capitalization.5 


$544. Exchange of Property for Stock 


The value of the partnership business and property having 
been determined, and the capitalization of the corporation fixed 
at this total value, the business as a going concern will be offered 
to the new corporation in exchange and full payment for all its 
capital stock. This offer should be by formal written proposi- 
tion, usually signed by one of the partners with the firm name, 
but sometimes signed by all the partners. 

This proposition is usually accepted without demur, the new 
corporation authorizing the issue of its capital stock in payment 
for the property. The capital stock will then be issued in 
accordance with the terms of the proposition, and the partner- 
ship business and property as tendered will be transferred to the 
corporation, usually by formal bill of sale, though sometimes by 
mere delivery of possession. The partnership books of account 
will be closed by proper entries showing the transfer to the 
corporation, and proper corporate books will be opened. This 
completes the transaction as between the partnership and the 
corporation. 

The corporation then owns the business as transferred to it, 
but the partnership still exists with the stock as its sole asset, 
unless some of the partnership property has been reserved from 
the sale to the corporation. The distribution of this stock among 
the partners in accordance with previous agreements, or usually 
in proportion to their respective firm interests, completes the 


_5 To appreciate the intricacy of the problem, the reader should study an article on this 
subject in Administralion for October, 1921, by H. H. Baily of the Univesity of Tinos. y' 
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usefulness of the partnership. It may then be continued in a 
quiescent condition, be dissolved by formal agreement, or 
merely be allowed to lapse. If no partnership property was 
reserved and the stock received by the firm is distributed, and 
there are no special reasons for its continuation, dissolution by 
formal agreement is the better practice, avoiding any possibility 
of subsequent entanglements or liabilities. If it is desired to 
avoid any possibility of future liability under the old firm, formal 
notice should be given, by mail or publication, of the incorpora- 
tion of the business and the dissolution of the partnership. 


§ 545. Stock Adjustments 


In an ordinary partnership, when the investments are equal 
or nearly so, the stock received in exchange for the partnership 
property is usually all common stock, with or without par value, 
and is distributed among the partners in proportion to their 
respective investments in the old partnership. If, however, 
special conditions are to be met, this arrangement may be varied 
almost indefinitely. 

At times preferred stock is desired by the partners to repre- 
sent a portion, at least, of the property transferred by them to 
the corporation. Such stock has the advantage of its fixed 
preferential dividend that must be paid if any profits are made, 
and, so far as permitted by the state laws, it may be given any 
other powers or privileges deemed necessary. 

At other times the partners will perhaps prefer to have a 
portion of the payment for property transferred to the corpora- 
tion in the form of bonds. Corporate taxation is usually thereby 
avoided, though personal taxation may be proportionately 
increased. Beyond this, bonds are a safe and very convenient 
form of corporate security to hold if the incorporated business is, 
in whole or in part, going into new hands. 

By the use of common stock, with or without par value, 
preferred stock of varying powers and privileges, and bonds, 
almost any requirements of a partnership to be incorporated 
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may be satisfactorily met. For instance, a silent partner’s 
interest might be properly provided for by a preferred stock, 
drawing a preferential dividend equal to the rate of interest 
theretofore paid upon this partner’s investment, or participating 
otherwise in profits to the same extent as the investment did 
before. This preferred stock might be allowed to vote, or if it 
were not desirable’ that the silent partner should participate in 
the management, the voting right might be denied, or his entire 
interest might be provided for by an issue of bonds which would 
draw a fixed interest without regard to profits, but could not vote. 

Or if one partner’s investment were much larger than that 
of other partners’, but equality in management were desired in 
the new corporation, the excess interest of the one partner might 
be provided for by non-voting preferred stock, by a bond issue, 
or perhaps by an issue of common stock without the voting 
right. In the latter case such partner would participate in all 
profits on the basis of the full amount of stock held by him, but 
would not vote on the excess portion. If his excess investment 
were in bonds, he would vote and participate in dividends on 
the basis of the amount of stock actually received by him, but 
would receive in addition the fixed amount of interest called for 
by his bonds. Also, at some specified date he would receive 
payment of the face of his bonds, his excess investment under 
these conditions constituting a preferred claim against the cor- 
porate property. Under the preferred stock plan, he would 
participate in profits to the full on his quota of common or no- 
par-value stock, but on this preferred stock would, as usually 
arranged, participate in profits only to the extent of his preferred 
dividend. The final redemption of such preferred stock might 
or might not, according to the arrangement, take precedence 
over any liquidation of the common stock or no-par-value stock. 


§ 546. Board of Directors 


If the partners take the amount of stock in the new corpora- 
tion to which their respective partnership interests entitle them, 
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and let the selection of the board take its natural course there- 
after, the matter is simple. Usually, however, the partners wish 
an equality of power in the board, or a specified representation, 
or a Classification, or some other special arrangement, and the 
composition and method of electing the board of directors fre- 
quently becomes the most difficult question arising in the incor- 
poration of a vartnership. 

Where equality of power is desired, each partner will usually 
designate one or more directors, so that the completed board will 
contain an equal number of representatives for each partner, 
Where the partnership consists of three or more, the usual 
practice is to make the number of directors equal to the number 
of partners, elect all the partners, or the chosen representatives 
of any partners not wishing to appear on the board, and then 
make provision for the maintenance of the board so constituted. 

Where there are two partners the matter is less easily ar- 
ranged. Three is the minimum number of directors usually 


- allowed, and the necessity of having a third director who really 


he 


has the deciding vote in any point of difference makes the situa- 
tion difficult. Sometimes a confidential clerk, or a mutual 
friend, or the wife of one of the partners is chosen, but in event 
of any difference the result is apt to be very unsatisfactory. If 


possible, a mutual friend of character and standing may be 


elected, with the understanding that he is not to be involved or 
troubled in any way unless serious differences arise, when he will 
virtually act as an arbitrator. Another plan is to have some 
indifferent person accept the office and immediately resign, 
leaving the third position vacant with the two partners in con- 
trol to fight out any differences, just as they would have done 


_ in the days of the partnership. If this plan were objectionable 


on account of the incomplete condition of the board, the mem- 
bership of the directorate might be fixed at four, each partner 
being elected to the board and designating an additional member. 
In such case it may be wise to provide for arbitration in case of 
a deadlock. 
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§ 547. Maintenance of Agreed Management 


When the composition and manner of election of the board 
of directors has once been decided, some means of securing the 
permanency of the agreed arrangement is usually desirable. If 
mere representation of the minority interest on the board is 
desired, this may usually be secured by the adoption of cumula- 
tive voting. In some states, however, cumulative voting is not 
permissible and in many cases more than minority representa- 
tion is desired. Other means must then be adopted. Some of 
these are as follows: 

t. By Vorrnc Trust.—The voting trust is often the most 
satisfactory means of preserving the agreed status of corporate 
management, the members of the old partnership usually con- 
stituting the membership of the trust. 

The objections-to the voting trust for such a purpose are its 
limited duration, and the fact that the stock owned by the part- 
ners is itself locked up in the trust and, for purposes of sale or 
other use, must be represented by trustees’ certificates instead 
of the usual stock certificates. 

In New York and Maryland the life of a voting trust is by 
- statute expressly limited to five years, and it is doubtful whether 
the arrangement could be enforced or continued, save by mutual 
consent, for a longer period. In states where there is no legis- 
lative provision in regard to the voting trust, it is probable that 
a trust for the purpose of maintaining an agreed management 
would be sustained for any reasonable period, as ten or even 
more years. 

In case of the formation of a voting trust, the actual assign- 
ment of the stock to the trustees cannot be avoided, as irre- 
vocable proxies would be practically impossible under the usual | 
conditions. The owners of the stock must therefore content 
themselves with trustees’ certificates. For holding and for 
some other purposes these certificates would not be objec- 
tionable. For selling or for use as collateral they would not 
be so available as the stock itself. 
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2. By VotTiInGc REQUIREMENTs.—In most states where 
special charter provisions are allowed, it may be provided that 
any desired majority shall be necessary for the election of direc- 
tors, and this majority may be made so large—even up to the 
unanimous vote of all the outstanding voting stock—that the 
agreed status of the board can be disturbed only by the active 
consent of all interested parties. Deadlocks may occur at times 
under such a provision, but their only effect would be to leave 
the board in statu quo, thus maintaining the agreed arrangement 
but dispensing with the election. 

It would be but rarely advisable or wise to require unanimous 
consent to the election of directors. The same ends may be 
_ practically secured by a two-thirds or three-fourths majority, 
and the danger of factious opposition by holders of a small 
number of shares is thereby avoided. 

It is to be noted that under this arrangement, in event of 
the death or resignation of a director, the interests for which such 

director stood would not be represented on the board and could 
regain such representation only by consent of sufficient stock 
to make up an electing majority. This objection to the plan is 
under some conditions fatal. 
3. By CrassIFICATION OF Stock.—The classification of stock 
offers a very permanent method of maintaining a representative 
directorate. Each partner’s stock may be constituted a class 
with some convenient arbitrary designation, as “Class A;” 
“Class B,” or “Class 1,” “Class 2,” etc., and each one of these 
classes be endowed with the right to elect one or more directors. 
If desired, one class may be allotted a greater number of directors 
than others, though usually each class is allowed equal power as 
to the election of directors. 

For instance, in the incorporation of a partnership with 
property and other assets of the estimated value of $100,000, 
of which $50,c00 belongs to one partner, $30,000 to a second, 
and $20,000 to a third, it might be desired that the same equal 
participation in the management that characterized the partner: 
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ship should be continued in the corporation. This might be 
effected with absolute certainty by capitalizing at the esti- 
mated value and dividing this stock into three classes, $50,000 
in the first, $30,000 in the second, and $20,000 in the third; 
giving to each class the right to elect one-third of the membership 
of the board, and issuing to each partner the class of stock which 
represents his partnership interests. Then, notwithstanding 
their very unequal interests in the business, each would elect 
one-third the total number of directors. If it were not desired 
to secure this absolute equality in the management of the 
business but merely to insure representation to the two minority 
partners, this stock might be classified as before on any appor- 
tionment deemed expedient, the first class being given, say, 
three directors of a board of five, and the second and third classes, 
one each. 

Under this system the interests holding any one class are 
absolutely sure that, so long as they hold their stock intact, 
or hold a clear majority of it,they can elect their allotted member- 
ship of the board, and that in no other way than by the purchase 
of at least a majority of their stock can this representation be 
wrested from them. It is obvious that the plan is capable 
of considerable variation to fit special cases. 

A modification of this plan where equal representation is 
desired, is to divide the voting stock of the corporation equally 
among the partners, and then issue preferred stock without the 
voting power to cover the excess investment of any particular 
partner. Also, where more capital is desired, such non-voting 
preferred stock may be sold without interfering with the original 
division of power.® 


§ 548. Officers 


In the conversion of a partnership into a corporation, little 
difficulty is experienced in the selection of officers, as the partners 
usually take these positions; their previous habits, duties, and 


& See §§ 221, 534. 
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positions in the firm designating with more or less precision the 
official position for which each is best fitted. 

It may be noted, however, if there is difficulty in the assign- 
ment of the official positions, that outside of a few matters 
specified or implied by the statutes of some states, the powers 
and duties of officers may be fixed absolutely by charter or 
by-laws. The power of the president may be restricted in 
any way the conditions seem to demand, any desired limita- 
tions may be placed upon the power of the treasurer, the 
secretary may be assigned any powers or duties within or without 
the usual range, and any or all of these officers may be made as 
dependent upon, or as independent of, the board and of their 
fellow officers as may be deemed expedient. 

Usually it is not the part of wisdom to vary the customary 
powers and relations of the corporate officers, but occasionally 
in the adjustment of partnership relations under the corporate 
form such changes may be made to advantage. 


CHAPTER E. 


THE MANAGEMENT OF CLOSE CORPORATIONS 


§ 549. Close Corporations and Their Conduct 


As a rule, when partnerships are incorporated all the stock 
is issued to, and held by, the former partners, who are also 
officers and directors of the new corporation. The corporation 
is then owned by, and in fact composed of, these few persons. 
Such a corporation in which all the stock is held by a few per- 
sons who are also officers and directors of the corporation, is a 
typical ‘“‘close” corporation. 

The conduct of .a close corporation can be, and usually is, 
more informal than that of the ordinary corporation with a 
number of stockholders. Especially is this the case with incor- 
porated partnerships where the members of the new corporation 
are friends and associates of long standing and are accustomed 
to working together.! 

The business of a close corporation of this nature is conducted 
with the same informality as that of an ordinary partnership. 
The directors and officers are chosen at the time of organization, 
and it is usually understood that this organization is to be per- 
manent. If owing to death or withdrawal a vacancy occurs, a 
special meeting of the board is very easily called to elect a suc- 
cessor. The various duties are assigned to the different officers 
on the basis of their duties under the partnership. About some 
matters all will confer; other matters will be decided by special 
officers who have them particularly in hand. Frequently some 
one man dominates everything and directs the business just as 
he did before in the partnership. 


1 See preceding chapter, “Incorporating a Partnership.” 
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§ 550. The Apportionment of Profits 


The profits of a close corporation may be apportioned with 
the same absence of formality. Usually by agreement certain 
salaries are attached to the various official positions, and most 
of the profits are taken out in this manner. As the amount paid 
in salaries diminishes by that much the income of the corpora- 
tion and thus avoids the payment of state and federal income 
taxes, there is in every close corporation a strong temptation to 
raise the salaries of the principal officers to the maximum figure. 
As the profits of a close corporation are usually largely the re- 
turns for personal ability and business skill, there is often good 
ground for the payment of liberal salaries. The tax officials will, 
however, properly interfere if the salaries exceed fair payment 
for the services rendered and are obviously being used to evade 
the payment of taxes. At some future time it is likely that 
there may be more definite rules on this subject than exist at 
present. Now it is hard to decide in each case what is legally 
and ethically justifiable. 

From the practical standpoint, the free and easy conduct 
of the ordinary close corporation is not open to serious criticism. 
Nor, so long as all goes well and no stockholder objects, and no 
creditors remain unpaid, is there any legal objection. 


§ 551. Judicial Approval of Informal Management 


How far,the courts sustain this informal conduct of close 
corporations is shown by the following cases: 

In Hall v. Herter Brothers,? a partnership had incorporated 
with five incorporators, consisting of the two partners, the father 
of one partner, the brother of the other, and a salesman who 
had been with the partnership for some time—a typical close 
corporation. Judge Alton B. Parker, in discussing the very 
informal procedure of the corporation, said: “Now, when there 
are so few interested in} the management of a corporation, 
ordinary business may be transacted without the formality of 


283 Hun (N. Y.) 19, 22 (1894) 
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resolutions. It may be done by conversation without formal 
votes.” . 

In the Massachusetts case of Melledge v. Boston Iron Com- 
pany,? the court said: ‘Where a corporation consists of a small 
number of persons, like a partnership, they may transact all 
their business by conversation without formal votes.” 

In Little v. Garrabrant,‘ a corporation consisted of Richard 
Worthington holding 10 shares, his wife holding 139 shares, her 
housekeeper holding 50 shares, and a nephew holding 1 share. 
“From the beginning to the end all of the family expenses, rent, 
fire insurance, taxes, together with their contributions to charity 
and church and missionary societies, were paid out of moneys 
of the Worthington Company by checks drawn against its 
account in the bank or from the proceeds of checks thus drawn.” 
Nevertheless the court held that there was no illegality in this 
exceedingly loose method of doing business, and that creditors 
who became such after the time of this distribution could not 
complain. Creditors who were such at the time might have 
objected to the very irregular disbursement of the corporate 
iunds, but creditors who became such later could not. 

In the case of Groh Sons v. Groh,’ where a brewery ownea 
by the Groh family had become incorporated, the court said: 


As between the owners and holders of all the stock of a corpora- 
tion, it must in principle follow that the members of such corpora- 
tion entitled to receive dividends may agree among themselves, 
either by conversation or otherwise, to appropriate of the funds of 
the corporation a specified sum, as agreed upon, and distribute the 
same, and the stockholders, upon receipt of it, will acquire good 
title thereto as against the other members of the corporation. It 
amounts toa mere division of the property by agreement of all 
the parties in interest, and as between them it is perfectly good 
and may not be attacked where the act does not impair the rights of 
third parties. 


35 Cush. 158, 179 (1849). 

490 Hun (N. Y.) 404; affd., 153 N. Y. 661 (1897). 

5 80 App. Div. (N. Y.) 85 (1903); see also Eureka Iron Works v. Bresnahan, 60 Mich. 
332 (1886); Lemars Shoe Store Co. v. Manufacturing Co., 89 Ill. App. 245 (1800). 
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The decision in this case was afterward reversed; not, how- 
ever, because of this very informal method of declaring divi- 
dends, but on other grounds. 


$552. Minimum Number of Stockholders in a Corporation 


In the consideration of close corporations, the minimum num- 
ber of stockholders required to form a legal corporation is a 
matter of importance. The minimum of incorporators in most 
of the states is three and this fixes the original number of stock- 
holders, but there is usually no statutory requirement that this 
number of stockholders shall be maintained. It is but seldom 
that a corporation has less than three stockholders, but there is 
no legal objection to one person owning all the stock of a cor- 
poration, save in those states where directors must be stock- 
holders. There would, however, be practical difficulties in the 
conduct of a corporation with but one stockholder, and in any 
such case it would be expedient to put at least the nominal 
ownership of one or more shares of the stock in the names of 
other parties. This would qualify these others for board posi- 
tions and would also enable them to assist in holding meetings. 
In England it has been held that one stockholder cannot con- 
duct a meeting by himself, but in this country the reverse has 
been held.¢ 

In most of the states three directors are prescribed by the 
statutes, and if the directors must also be stockholders, this in 
itself necessitates at least three stockholders. It is always 
possible to comply with any legal or practical requirements for 
additional stockholders by placing the nominal or actual owner- 
ship of one or more shares of stock in the names of suitable 
parties. 


$553. Restricting the Sale of Stock s 


The stock of a close corporation is usually not for sale. On 
the other hand, a stranger would not usually desire to buy 


6Sharp v. Dawes, 2 Q. B. Div. 26 (1876); In re Sanitary Carbon Co., 12 W. N. 223 
(1877); contra, Morrill v. Little Falls Mfg. Co,, 53 Minn, 371 (1803). 


514 CORPORATE LAW [Bk. L- 


stock in a close corporation, as the stockholders in control, if 
they were disposed to resent the intrusion of the newcomer, 
could combine in many ways to make his holding unsatisfactory. 
To make assurance doubly sure, however, special arrangements 
are often made to prevent the sale of stock in close corporations 
to strangers.? 

The most common method of attempting this is the passage ~ 
of a by-law prohibiting the sale of stock to anyone not already 
a stockholder, or prohibiting the sale of stock unless with the 
consent of the directors, or unless it has first been offered to the 
directors at a price not greater than that at which it is subse- 
quently offered or sold to outsiders. Such by-law provisions 
are usually illegal and incapable of enforcement, as the policy 
of the law is opposed to any restrictions upon the free transfer 
of stock. If a stockholder, in defiance of the terms of such a 
by-law, should sell his stock, the purchaser could force the cor- 
poration to recognize him as a stockholder and to issue him 
certificates in his own name. 

If, however, any such restriction were printed on the stock 
certificate, it would, regardless of its legal force, make the stock 
extremely difficult to sell and would thus indirectly accomplish 
the desired end. Few people care to purchase rights which may 
require tedious and expensive process of law for their en- 
forcement. 

In one case a by-law was framed providing that no transfer 
would be recognized by the corporation unless the written con- 
sent thereto of the three directors of the corporation was in- 
dorsed on the certificate. This by-law was embodied in the cer- 
tificate, and a blank form of directors’ consent was printed on 
the back with places for the signatures of the three directors. 
In practice this effectually prevented the sale of the stock; but 
if anyone had in defiance of the provision purchased the stock 
without the consent of the directors, he could have forced the 
corporation to recognize his rights as a stockholder. 

"See Book IT, § 56. 
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Stockholders may, however, mutually agree to give each 
other an option to purchase their stock at a specified price, or 
at an appraised price, or at a price not greater than that at 
which it afterwards might be sold. In any such case the con- 
tract is legal as between the stockholders; but if in violation of 
his agreement a stockholder sold his stock, the purchaser would 
take it unaffected by this fact. The seller might be held liable 
in damages to the other parties but the sale would stand. 

In a New York case four parties, wishing to perpetuate the 
successful management of a valuable business, agreed that in 
event of the death of any of the parties, or in event of any party 
wishing to sell, the other parties should have a thirty-day option 
on his stock at $125 per share. When one of the parties died, his 
executor refused to carry out the contract. Suit was brought 
to compel specific performance and the contract was upheld. 

There is a line of cases in Massachusetts and New Hampshire 
in which by-laws restricting the alienation of stock have been 
sustained as between the parties to the contract—i.e., the stock- 
holders who purchased stock knowing of and agreeing to the 
by-law restrictions—on the general ground that, while such a 
by-law might be contrary to public policy as it applied to the 
rights of outsiders, it was valid as a contract between the 
stockholders.» 


8 Scruggs v. Cotterill, 67 A. D. (N. Y.) 583 (1902); Costello v. Brewing Co., 60 N. H. 


405 (1808). ‘ pee b, ; 
9 Trust Co. v. Abbott, 162 Mass. ae (1894). This case is discussed in 27 L. R. A. 271; 


Blue Mt., etc., Assn. v. Bosrnise, 71 N. H. 69 (1901), 


CHAPLER Ex] 


CONSOLIDATION, REORGANIZATION AND 
DISSOLUTION! 


§ 554. Forms of Consolidation 


The methods by which corporations may be practically uni- 
fied are as follows: 


1. Consolidation of one or more corporations by statutory 
procedure. 

2. Purchase by a corporation of the entire assets of one or 
more other corporations. 

3. Lease by a corporation of the entire property of one or 
more other corporations, usually for a specified amount 
or a guaranteed dividend. 

4. Purchase by a corporation of a stock control in one or 
more other corporations. 

5. Combination, usually by means of a holding company.? 


The terms consolidation, combination, merger, and amalga- 
mation are loosely applied to any of the foregoing plans for 
joining the interests of two or. more corporations. Strictly 
speaking, a consolidation is the combination or merging, by 
procedure prescribed by the statutes, of two or more corpora- 
tions into a single new organization embracing the respective 
interests and property of the merged corporations. Such con- 
solidation without statutory authority is wlira vires, i.e., beyond 
the corporate powers, and hence void, unless authorized by 
unanimous vote of all the stockholders. 


1 See Book II, Ch. XVIII, ‘‘Combinations,"’ Ch. XL, ‘‘Reorganizations’’; also Book III, 
Part VI, ‘‘Reorganization, Receivership and Dissolution.” 

2 Noyes’ Intercorporate Relations, § 1. 

3’ Green's Brice’s Ultra Vires (2nd Edition), § 631. 
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In any case where it is desired to unify corporate businesses, 
careful study of all the circumstances and local statutes should 
be made before deciding on the method to be followed, in order 
on the one hand to avoid violation of existing law, and on the 
other hand to secure the most effective possible combination. 
The assistance of skilled counsel is always necessary to accom- 
plish this. 


§ 555. Statutory Consolidation 


In nearly all the states laws are provided for the consolida- 
tion of non-competing railroads. Not so many have statutes 
authorizing consolidation of business corporations. Such stat- 
utes, when they exist, are usually made to apply only to cor- 
porations engaged in the same or similar business. Under such 
provisions a gas company and an electric light company have 
been held competent to consolidate. 

Where there are statutes providing for consolidation, it is 
usually specified that a majority or two-thirds or three-fourths 
of the stockholders of each railroad must vote in favor of such 
action; and in many of the states dissenting stockholders may 
require the corporation to purchase their stock at an appraised 
valuation. If there is no statutory form for consolidation, it 
may, unless in some way prohibited, always be authorized by 
the unanimous vote of all the stockholders. 

The usual procedure for statutory consolidation is as follows: 


1. Agreement as to terms by directors of the consolidating 
corporations. 

>. Submission of directors’ agreement to the stockholders 
of each company at a duly assembled meeting. 

3. Assent of the stockholders to the directors’ agreement by 
a required vote. 

4. Filing of certified copies of the agreement and the vote 
in its favor in the same offices in which the original 
certificate of incorporation of each of the consolidated 
corporations was filed. 
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Ordinary business corporations rarely combine under the 
statutory provisions, as it is usually simpler to unite by some 
other method. 


§ 556. Consolidation by Purchase of Assets 


When all the stockholders consent, a business corporation— 
as distinguished from a public utilities corporation—may sell 
its entire assets for the stock of another corporation. The first 
corporation may then dissolve and divide its assets—which con- 
sist of the stock of the other corporation—among its stockhold- 
ers. The purchasing corporation then continues both its own 
business and the business of the dissolved corporation, the 
stockholders of the defunct corporation now holding their pro- 
portionate interest in the operating corporation. 

This is the simplest and best method of effecting a consolida- 
tion. The only obstacle to its use is found in the fact that one 
dissenting stockholder can interpose and prevent the consum- 
mation of the plan. In such case it is often possible to buy out 
any dissenters and carry out the consolidation as proposed. 

A public utilities corporation having a franchise derived from 
the public is not free to sell it at pleasure. In such cases con- 
solidation must be effected in some other way. 


$557. Consolidation by Lease of Property 


A lease of the entire property of a prosperous corporation 
may be made only by unanimous consent of all its stockholders, 
and consolidation by means of a lease contract is therefore 
available only where consolidation could be effected by sale of 
the corporate assets as already discussed. 

A corporation that is in a failing condition may, however, 
lease its property by action of its directors, or of a majority of 
its stockholders when such lease is for the best interests of the 
creditors and stockholders,‘ and in this case a practical consoli- 
dation by means of a lease is possible. 


; Pener v. Smith, 134 N. Y. 240 (1892); Bartholomew v. Derby Rubber Co., 69 Conn. 
521 (1897). 
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In many cases railroads are empowered to lease their prop- 
erties, and such action may be authorized by majority vote of the 
stockholders. A practical consolidation by means of a lease 1s 
then possible.® 

Where a valid lease of a corporation’s entire property is made, 
the lessor corporation’s only active business operations are then 
the reception of its rentals and the apportionment of these 
among its stockholders as dividends. In some cases property is 
leased on the basis of a guaranty of a certain dividend on the 
stock of the lessor corporation. 


§ 558. Consolidation by Purchase of Controlling Interest 


When it is desired to unify the operations of two or more 
corporations, it may be done by the common ownership of a 
controlling interest in each corporation. This controlling inter- 
est may be in the hands of an individual, a syndicate, or a hold- 
ing corporation. 

The approved form is by means of a holding corporation, 
formed under the laws of New Jersey, New York, Maine, Dela- 
ware, or some other state where corporations are empowered to 
hold the stock of other corporations. This “holding company” 
buys up a majority of the stock of the companies which it is 
desired to unite. At the next annual elections of these controlled 
corporations boards of dummy directors are elected, who man- 
age the different combined corporations along common and 
non-conflicting lines in accordance with the instructions of the 
holding corporation.* The plan was for a time a very effective 
method of forming a trust.’ 


‘ 


§ 559. Combinations 


This is a very general term embracing pooling agreements, 
trusts, the different forms of holding companies, and general 


5 Dady v. Georgia, etc., Ry., 112 Fed. 838 (1900). 
6 See Ch. LVII, “Holding Companies.” 
7 For present status, see § 526. 
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associations to prevent competition, maintain prices, and limit 
production. The original plan of a board of trustees holding 
controlling interests in the corporations to be combined was held 
illegal.s Partnership agreements between corporations have like- 
wise been held illegal. 

The federal statutes and the statutes of almost every state 
prohibit and provide for punishment of combinations in restraint 
of trade or for purposes of preventing competition. It is diff- 
cult or impossible at the present time to form any legal com- 
bination to regulate prices. 


§ 560. Trade Associations 


Since it has become legally impossible to form any sort of a 
combination to maintain prices or limit competition, many lines 
of business have united in trade associations. These associations 
are based on the theory that: 


Knowledge regarding bids and prices actually made is all that 
is necessary to keep prices at reasonably stable and normal levels.? 


Their operation is thus described: 


In order that they might know as definitely as possible what 
the supply and demand of the market would be, they decided to 
have their secretary compile, at regular intervals, statistics that 
would show exactly how the market stood. The members severally 
agreed to furnish to the secretary confidentially the information 
about production, orders, and shipments that was necessary in 
order to compose these reports. The secretary was not to make 
public the private information received from members but was to 
issue all statistics in summaries.!° : 


There are, it is said, over 1,000 of these associations in 
operation to-day. So long as they confine their activities to 
merely keeping their members informed as to trade conditions 
and happenings, they violate no law, but in some cases it is 


® State v. Standard Oil, 49 Ohio 137 (1892); People v. North River Sugar Refining Co., 
t21 N. Y. 582 (1890). 


® The New Competition, by Arthur Jerome Eddy (rors), p. 126, 
10 Trade Associations, by Emmett Hay Naylor (1921), p. 10. 
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probable they have gone beyond this and have laid themselves 
open to the charge of restraining competition and maintaining 
prices. Some form of trade association is inevitable and these 
associations doubtless have a future before them. 

Since the foregoing was written, the United States Supreme 
Court has rendered a decision adverse to the open price com- 
petition plan of the American Hardwood Manufacturers’ Asso- 
ciation. This is the first case that has come before the Supreme 
Court in which the legal questions as to the practices of organ- 
izations known as ‘open price associations” have been consid- 
ered. In it the Supreme Court sustained the permanent injunc- 
tion granted by the lower courts restraining 329 hardwood 
manufacturers from compiling, exchanging, and discussing prices, 
production, stocks, and market conditions. 

The court in its decision held that the plan ‘‘constituted a 
joint conspiracy to restrict lumber production in the country 
and keep prices up.” The decision seems to be far-reaching and 
will probably make it absolutely impossible for industrial groups © 
to study their economical problems, and pool their information 
through market letters. It is probable that all of the trade 
associations in the country at the present time are doing things 
condemned by this decision. 

It is to be noted that in this case both Justice Brandeis and 
Justice Holmes delivered carefully written dissenting opinions. 
Justice Holmes stated that in his opinion the decision prohibited 
the distribution of information as to stocks, production, or the 
discussion of prices, and even the exchange of opinions as to 
prices in the future. It would seem that the decision was un- 
fortunate in that it places the smaller manufacturers and pro- 
ducers at a disadvantage as compared with their larger rivals. 
In the case of the United States Steel Corporation the courts 
were of the opinion that it was not unlawful to vest in a single 
corporation the control of 50% of the steel industry of the 
country, but now it is held that the smaller steel corporations 
which exchange statistical information to equalize their com- 
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petitive disadvantage are doing that which is illegal. This would 
seem directly to encourage the formation of large corporate 
combinations. 


§ 561. A Possible Solution 


It would seem possible for experts in each line, possibly the 
officers of existing trade associations, to form their own indi- 
vidually conducted bureaus of information, to collect and dis- 
tr bute trade information along particular lines to those willing 
to pay them for their services. Such bureaus of information 
exist in many directions already, and it would not seem that 
there could be any legal objection to such an arrangement. In 
so far as trade associations are operated to collect and dissemi- 
nate trade information, to record past transactions and give 
accounts of the trend of trade activities in various parts of the 
country, these private bureaus could probably take their place. 


- § 562.. Reorganization 


Reorganization is generally employed as a means of rehabili- 
tating a corporation that has failed or become financially em- 
barrassed or entangled, when its name, property, franchises, 
trade-marks, or good-will are still worth saving. The term is 
loosely applied to various forms of consolidation, new incorpora- 
tions, and similar arrangements. 

Reorganization is not uncommon in the case of railroads and 
other public service corporations. The franchises of these cor- 
porations must usually be operated or they are lost, and stock- 
holders and creditors are as a rule better satisfied to have the 
corporation continue in some reorganized form under which they 
still have an interest or recognized claim, even though reduced, 
than to permit the corporate assets to be sold for the inade- 
quate prices of a forced sale, or the franchise to lapse for non- 
user. 

Reorganization is also not infrequent in the case of insolvent 
or embarrassed business corporations when the creditors consent 
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to some adjustment or arrangement of their claims that will 
permit the corporate business to continue. The reorganization 
in such case may be limited to a mere issue of additional stock 
or bonds, or may extend so far as to be in effect a new in- 
corporation. 

If such reorganization is not possible and the business of the 
embarrassed corporation is of sufficient value, the usual plan 
pursued is for all or the principal stockholders of the old cor- 
poration to form a new and entirely distinct corporation. The 
property and business of the embarrassed corporation are then 
allowed to go to forced sale and are bought in as nearly in their 
entirety as possible by the new corporation. This latter then 
takes a clear title to these assets and conducts the business 
thereafter free from all claims of creditors or stockholders of 
the old corporation. A similar procedure is sometimes improp- 
erly employed in order to “freeze out” small or objectionable 
stockholders. the corporation being deliberately involved or 
allowed to be involved for the purpose. 


§ 563. Dissolution 


A corporation may be dissolved by the expiration of the 
term for which the charter was granted. This does not, how- 
ever, often happen. If the corporation is active and prosperous, 
some form of reorganization or extension of the corporate exis- 
tence is effected before the expiration of its charter period. If 
it is not profitable, it is usually dissolved or allowed to lapse 

long before its charter term expires. 

A corporation may also be dissolved by insolvency. In such 

“case a receiver may be appointed to dispose of its assets and 
divide the proceeds among its creditors, or the corporation may 
be allowed to go into bankruptcy and its affairs be wound up by 
a trustee. Even though a corporation is insolvent, it may be 

rescued from dissolution by an abatement of the creditors’ 
claims, or by the contribution of additional capital by stock- 
holders or others. 
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A corporation may always be dissolved and its affairs be 
wound up by proper procedure if all its stockholders consent. 
In many states a majority of the stockholders—and in some 
states less than a majority—may dissolve the corporation under 
some circumstances by prescribed statutory procedure. 

Corporations destitute of assets are sometimes practically 
dissolved, or allowed to lapse by simply ceasing to transact 
business. Such corporations are not technically out of existence 
and in some cases their officers are still subject to liabilities. 
The procedure is, however, easy and inexpensive and many 
corporations end in this manner regardless of the possible lia- 
bilities of their officials. 


Part XIII—Allied Forms of Organization 


CHAPTER LXII 


JOINT-STOCK COMPANIES AND PARTNERSHIP 
ASSOCIATIONS 


§ 564. Joint-Stock Companies 

In the United States an unincorporated joint-stock company 
with its capital divided into transferable shares may be formed 
in the same manner as an ordinary partnership, merely by 
agreement of the parties. Except in the state of New ‘York, no 
license is necessary, no public registry is prescribed, nor are 
formalities of any kind required. Such an association may issue 
transferable certificates of stock, and may provide against ter- 
mination by reason of the death, withdrawal, or insolvency of 
one or more of its members. The association may designate 
agents to attend to its business and then only these authorized 
agents can do business for it. The members cannot act for it 
and bind it as in an ordinary partnership. The members of such 
a common law joint-stock company are, however, subject to full 
partnership liability.1 

In New York any joint-stock association doing business in 
the state must, within 60 days after its formation, and thereafter 
in each January, file with the secretary of state and with the 
county clerk a written certificate giving its name, date of organ- 
© i Bates on Partnership, § 72; Farnum v. Patch, 60 N. H. 204 (1880); Carter v. McClure, 
98 Tenn. 109 (1897); Hoadley v. Commissioners, 105 Mass. 519 (1870); Bank v. Dean, 124 
Mass 81 (878); Bowers vs Wer Frost vy, Walker, and, Trustee: Caray; Wadgwarth ¥. 


Duncan, 164 Ill. 360 (1897); Phillips v. Blatchford, 137 Mass. 510 (1884); Roberts v. Anderson, 
226 Fed. 7 (1915). 
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ization, number of stockholders, names and residences of its 
officers, and its place of business. The statutes empower it 
under certain circumstances to hold real property in the name of 
its president, and it may mortgage such real estate by the same 
procedure as is required of a corporation. These organizations 
have come up before the courts of New York from time to time 
and it has been repeatedly held that ‘‘a joint-stock company is 
a partnership with some of the powers of a corporation.’ 

The Court of Appeals said of the National Express Company: 


The company was formed as a joint-stock company or associa- 
tion in 1853 by a written agreement of eight individuals with each 
other, the whole force and effect of which, in constituting and 
creating the organization, rested upon the common law rights of 
the individuals and their power to contract with each other. The 
relation they assumed was wholly the product of their mutual 
agreement, and dependent in no respect upon the grant or authority 
of the state. It was entered into under no statutory license or 
permission, neither accepting nor designed to accept any franchise 
from the sovereign, but founded wholly upon the individual rights 
of the associates to join their capital in an enterprise in a relation 
similar to that of a partnership.3 


§ 565. Disadvantages of the Form 


The joint-stock company form, while advantageous in many 
respects, is not extensively used, for the following reasons: 


1. The members of the company are individually liable for 
its entire obligations. 

2. While the company can do business under its company 
name, it cannot hold real property or convey the same by its 
collective name, the conditions requiring any deed or encum- 
brance of real property to be executed by every member of the 
company, unless such real property is taken and held by some 
agent or officer as trustee for the company, when conveyances or 
encumbrances must be executed by this trustee. 

3. The joint-stock company must bring suit in the names of 


2 Hibbs v. Brown, 190 N. Y. 167 (1907); Matter of Jones, 172 N. Y. 
3 People v. Coleman, 133 N. Y. 279 (18092). : shi obit 
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the individuals composing it and, if it is sued, only those mem- 
bers who are served with process can be held. 


In New Vork it is provided that any joint-stock company or 
association may sue or be sued in the name of the president or 
treasurer, and individual members shall not be sued until exe- 
cution against the company has been returned unsatisfied. This 
provision seems to apply to all New York copartnerships of seven 
or more. It is not found in other states.‘ 

Several of the leading express companies of the country are 
organized as joint-stock companies and the arrangement seems 
to have worked well. These companies have been before 
the court many times and the cases will be found instructive.® 


§ 566. When the Form Can Be Used 


The common law joint-stock company has advantages over 
the ordinary partnership that should commend it in some cases 
at least, and particularly where the publicity and liability to 
taxation of the corporate form are objectionable. In many 
businesses the danger of partnership liability is too remote to 
trouble the members, and in such cases the joint-stock organiza- 
tion secures the same transferability and divisibility of interests 
as does the corporation, and also avoids the interruption often 
caused by the death of a partner. The joint-stock company 
could not usually be employed where stock is to be sold to 
investors, as these would not risk the partnership liability 
involved. It could, however, be used in many cases as a sub- 
stitute for the close corporation. In such case the articles of 
association should be carefully prepared, as—‘“The articles of 
association of an unincorporated joint-stock company bear the 
same relation to it that the charter bears to an incorporated 
company. They regulate the duties of the officers and the 
duties and obligations of the members of such a company among 
themselves.’ 

4 Tat vy. Ward, 106 Mass. 518 (1871). In the report of this case a full outline of the 
articles of association of the New England Express Co. is given. 


5 Chapman v. Barney, 129 U. S. 677 (1888); Express Co. v. State, 55 O. St. 69 (1896). 
6 Bray v. Farwell, 81 N. Y. 600 (1880). 
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§ 567. Partnership Associations 


In Pennsylvania and Michigan the statutes provide for the 
organization of what are termed “partnership associations.” 
These have nothing in common with the voluntary associations 
of Massachusetts. They differ from a corporation only in the 
following particulars: 


1. Interests in a partnership association may be transferred 
as provided by the rules and regulations of each association— 
in most cases, the association adopts the plan of stock certificates 
—but in case of a transfer the transferee must be elected a mem- 
ber of the association before he can vote or participate in the 
management. If he is not elected, the interest already trans- 
ferred to him must be bought out at an agreed price, or in default 
of such an agreement an appraiser appointed by the court will 
appraise the same. 

2. Originally no special fees or taxes were imposed upon these 
associations in the state where they were formed; but now in 
both Pennsylvania and Michigan organization fees similar to 
organization fees of corporations are prescribed. 


In Pennsylvania, when a partnership association is to be 
formed, a statement answering in a general way to a certificate 
of incorporation must be made by three or more persons and filed 
with the recorder of deeds for the county. The filing fees are 
nominal, but a bonus of 44 of 1% upon the amount of the capi- 
tal stock must be paid to the state treasurer. 

In Michigan partnership associations were first authorized in 
1877, and the provisions were as simple as in Pennsylvania. 

In 1903 the legislature amended the law, and now the pro- 
cedure for the formation of a voluntary association is similar to 
that for the organization of a corporation. As stated by the 
statute, three or more persons desiring to secure limited lia- 
bility must sign and acknowledge a statement or articles of 
association giving their full names and the amount of capital 
subscribed by each; the total capital and when and where to 
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be paid; the character of the business; its location; the name 
of the association followed by the word “limited”; its duration, 
not exceeding 20 years; and the names of the officers. This 
statement is to be recorded in the offices of the secretary of 
state and of the county clerk and a fee of 1 /20 of 1% is to be 
paid on organization. Thereafter annual reports are to be 
made. In Michigan, for the protection of the minority, cumu- 
ative voting has been provided for in the election of managers. 


$ 568. Opinions of the Courts on Partnership Associations 


In Pennsylvania the court characterized associations of this 
nature as “quasi-corporations,” stating that “technically they 
were not corporations but had many of the features of a cor- 
poration,”’ and held that in ascertaining their legal status both 
the law of corporations and the law of partnerships should be 
resorted to according to the particular feature under con- 
sideration.? 

In Michigan partnership associations are governed by the 
law of corporations rather than by the law of limited partner- 
ships.® 

In a case in one of the federal courts it was held that they 
were in effect corporations. The court said: 


But these associations authorized by the Pennsylvania act of 
1874 possess every attribute deemed essential to the existence of a 
corporation. ... When organized, they constitute a new ar 
tificial person, endowed with the power of suing and being sued, 
and of acquiring, holding and conveying property in its artificial 
character. Created by compliance with the constating law, they 
can be dissolved only in the way pointed out by that law. In- 
dividual liability for corporate debts, beyond unpaid subscription 
to the capital stock, does not exist.® 


This decision was later overruled by the Supreme Court of 


7 Carter v. Producers’ Oil Co., 182 Pa. St. 551, 563 (1897). r 

8 Rouse, etc., Co. v. Detroit, etc., Co., 111 Mich. 251 (1896); s. ¢., 38 L. R. A. 794; Wood 
y. Sloman, 150 Mich. 177 (1907); Armstrong v. Stearns, 156 Mich. 597 (1009). 

9 Andrews Bros. v. Youngstown Coke Co., Ltd.. 86 Fed. 585, 590 (1898). 
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the United States, which refused to consider a partnership 
association under Pennsylvania laws. as being anything more 
than a joint-stock company.! 

In Massachusetts also, the Supreme Court refused to 
treat these partnership associations otherwise than as ordinary 
joint-stock companies and held that a Pennsylvania partnership 
association could not be sued under its associate name in the 
courts of Massachusetts, and approved the doctrine that “at 
common law a joint-stock company formed for business pur- 
poses, is considered in this commonwealth merely as a partner- 
ship.” 

Partnership associations may be useful in the respective 
states which provide for their formation, but their legal status 
elsewhere is too uncertain for their use by businesses operating 
in other states. If the states of Pennsylvania and Michigan 
had lowered their-corporate fees and taxes, and thus made the 
corporation form more generally available and attractive, they 
would have served all practical ends better than by the creation 
of a new form of nondescript business organization. 


§ 569. Syndicates and Joint Adventures 


A syndicate is defined as an association of individuals formed 
for the purpose of conducting and carrying out some par- 
ticular business transaction, ordinarily of a financial character, 
in which the members are mutually interested. It is, as respect- 
ing the persons composing it, a partnership, and the legal obliga- 
tions assumed by the members are, as between themselves, sub- 
stantially the same as those. of an ordinary partnership. 

A joint adventure is simply a partnership limited in scope 
and duration by the fact that it applies to but a single business 
transaction. The liability of the co-adventurers is equal, and 
as to third parties is entirely independent of the amount ad- 


10 Great So. Hotel Co. v. Jones, 177 U. S. 449 (1890). 

1 Edwards v. Warren Linoline, etc., Works and Trustee, 168 Mass. 564 (1897). 

2 37 Cyc., p. 661; Hambleton v. Rhind, 84 Md. 456 (1897); Hossack v. Ottawa Develop- 
ment Assn., 244 Ill. 274 (1910). 
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vanced. The members of such a partnership may, of course, 
make any agreement between themselves they choose as to their 
respective investments, interests, and liabilities, but this does 
not affect their liability to third parties. 

The members of a syndicate would undoubtedly be held 
liable to third parties as partners if the enterprise became abso- 
lutely insolvent. As most syndicates are formed for financial 
investments or underwritings, and either involve no obligations 
in excess of the amounts contributed, or, if otherwise, have 
well-defined and well-understood liability as to the syndicate 
transactions, and as the members of such syndicates are usually 
men or concerns of wealth and standing, the question of part- 
nership liability rarely arises. If there were any danger of such 
liability it could probably be avoided by organization under a 
deciaration of trust with express exclusion of individual liability. 


CHAPTER LXIII 


EXPRESS TRUSTS AS A FORM OF BUSINESS 
ORGANIZATION 


§ 570. What a ‘‘Trust” Is 


In law a trust is created whenever property is placed in the 
possession of one or more persons 7 trust, to hold it and pay 
over the profits to designated beneficiaries. It originated in 
the desire of men to set aside property for the benefit of their 
wives or children, in such shape that the principal would be 
preserved intact and the income only would be used for the 
beneficiaries. Those who held the property thus set aside, were 
designated as trustees. 

A trust of this kind could be created by deed or by will. The 
rights of the beneficiaries, the duties of the trustees, and the 
tules for safeguarding the estate held in trust were gradually 
worked out by the courts of equity into a fair, well-balanced 
system. ‘Trust estates were frequently created for the benefit 
of charitable and educational institutions. At times when money 
was loaned, the property by which it was secured was trans- 
ferred by a deed of trust to trustees, who in case of default sold 
the property and divided the receipts among the creditors. 
Where railroads and large corporations issue bonds secured in 
this way by deed of trust, the functions of the trustee or trus- 
tees become in some cases very extensive and of vital importance 
to the holders of bonds. In cases of bankruptcy, if the business 
needed care, trustees were appointed to conduct it, wind it up, 
and divide the surplus. In some of these cases it was sought to 
hold the trustees who were running a bankrupt business and the 
creditors for whose benefit it was being run, liable as partners. 
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This the English courts refused to do.! The courts in this 
country have followed the English courts in their decisions.? 


§ 571. What an ‘‘Express Trust” Is 


A trust is, as just stated, an arrangement by which a person 
known as the “‘trustee” holds property for the benefit and ad- 
vantage of another, known as the “beneficiary” or, in legal 
phrase, as the cestui que trust. 

An express trust is a trust created by an instrument in 
writing called a “declaration of trust,” “trust agreement,”’ or 
“deed of trust”; or it may be created by will. 

The parties to a trust are: (1) the creator, (2) the trustee, 
and (3) the beneficiary or cestui que trust. 

The property or subject matter may be real estate or money, 
goods, chattels, or choses in action. Anything may be the sub- 
ject of a trust that can be held legally. 

Wherever the legal estate or interest is in one person and 
the equitable interest is in another, a trust exists. It is called 
a “trust” because it is founded on trust and confidence in the 
trustee, that he will carry out the wishes of the creator of the 
trust as expressed in the will or trust instrument. 

A trust is not a contract, but in a court of equity a trust can 
be enforced, and hence all litigation concerning trusts is con- 
ducted in the courts of equity or chancery. 


$572. Legal and Equitable Title to the Property 


An essential feature of a-trust is the vesting of the legal title 
to the property involved in the trustee. If it is real estate, 
every feature of ownership, title on public records, actual pos- 
session, liability for taxes, right to sue for trespass, etc., is in 
the trustee. No one else has power to sell, mortgage, or lease. 


1 Cox v. Hickman, 8 H. of L. Cases 268 (1860) ;[Smith v. Anderson, DUR, 15/ Chuib247, 
284 (1879). 

2 Hox v. Seymour, 147 Ill. 598 (1893); Mallory v. Russell, 71 Iowa 63 (1887); Mason v. 
Pomeroy, 151 Mass. 164 (1890); Mayo v. Moritz, 151 Mass. 481 (1890); Johnson _v. Lewis, 
6 Fed. 27 (1881); Taylor v. Davis, 110 U. S. 330 (1884); Lackett v. Rumbaugh, 45 Fed. 23-29 
(1891); Wells-Stone Mercantile Co. v. Grover, 7 N. D. 460 (1898); 41 L. R. A. 252; Spotswood 
vy. Morris, 12 Idaho 360 (1906); s. c., 6 L. R. A. (N. S.) 665. 
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Every element of legal possession is in him. If there are several 
trustees, and one dies, the title passes to the survivors. 

As the legal title is in the trustee, so is the beneficial interest 
entirely in the one for whose benefit the trust was created. 
Being an equitable title, any dispute concerning its terms or 
interference with the rights of the beneficiary will have to be 
settled in a court of equity instead of in a court of law. 


§ 573. _Who May Create a Trust 


It may be broadly said that everyone who is competent to 
make a will or to enter into a contract is competent to create a 
trust. Ownership of property and power to transfer it are all 
that is required to make a trust. If any solvent person has full 
title to property and has capacity to contract, he can transfer 
the legal title to a trustee to hold in trust. 

A person who is insolvent could not create a trust that would 
put his assets out of reach of his creditors. A person incompe- 
tent to contract by reason of minority, lunacy, or some other 
incapacity, could not as a rule create a trust that would bind 
him. ‘The trust so created would be voidable. 

Married women are practically under no disabilities in this 
country and may create trusts at their discretion. 


§ 574. Who May Be a Trustee © 


The following statement from an English work sums up the 
qualifications necessary for a trustee: ‘A person to be appointed 
trustee should be (1) a person capable of taking and holding the 
legal estate, and (2) possessed of legal capacity and natural 
ability to execute the trust, and (3) domiciled within the juris- 
diction of the court.” The last item is a statement of the gen- 
eral requirement that trustees must be citizens of the state in 
which the trust estate is situated. 

The selection of a person to hold property in trust involves 


3’ Lewin on Trusts, p. 27. 
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putting faith and confidence in his integrity: literally, the 
creator trusts him with the property. Because of this he is termed 
the “trustee” and the arrangement is called “‘a trust,” meaning 
thereby the obligation resting on a person to whom property 
has been given for a particular purpose, to apply the property 
for that purpose. 


§ 575. Use of Express Trusts in Restraint of Trade 


When the large industries first undertook to combine and 
control their respective businesses, they organized under the 
form of an express trust. A controlling stock interest in each 
corporation was transferred to a board of trustees, who elected 
directors subservient to them, and in this way the trustees 
dominated the industries. The first great monopolies, the Stand- 
ard Oil Trust, the Sugar Trust, and the Bay State Gas Company, 
were each organized as an express trust, in which a board of 
trustees took over the stocks of the constituent companies and 
issued trust certificates to the owners. Thereafter, until the 
courts declared such organizations illegal, these boards of trus- 
tees were in control of their respective industries. The courts 
decided that trusts of this nature were illegal, not because of 
any objection to their form of organization, but because their 
objects were illegal. 

When the trust form was forbidden to these monopolies, 
holding corporations or large owning corporations were resorted 
to, but the name “trust” persisted and is still used to designate 
the great monopolistic corporations. This is as illogical as it 
would be to call large partnerships “corporations,” and has 
accordingly resulted in much confusion of popular thought. 

By reason of this illegal use of the trust form, the word 
“trust” has incurred a certain enduring but entirely undeserved 
odium. It is necessary that its actual and legal meaning should 
be realized, if we are to understand how it may be used asa 
useful form of organization for the conduct of ordinary and 
entirely lawful businesses. 
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§ 576. Modern Use of Express Trusts in Business 


In Massachusetts prior to 1912, the corporation laws made 
no provision for the organization of real estate companies. To 
secure the advantages of the corporate organization so far as 
might be possible, those desiring to handle real estate created 
an express trust, by executing a written declaration of trust. 
The parcels of real estate or funds to purchase the property 
desired were placed in the possession of the trustees, who were 
given full powers to hold and deal with the trust estate so 
created. Those who executed the declaration of trust were 
named as beneficiaries, and their interests were represented by 
transferable trust certificates. Any profits were to be appor- 
tioned among the beneficiaries according to their interests. It 
was provided that neither the trustees nor the beneficiaries were 
to be liable for any debts or obligations of the estate. The 
trustees took the places of the directors in an ordinary corpora- 
tion, and the beneficiaries took the places of the stockholders. 

It seemed to work well in Massachusetts in handling real 
estate, and its use was gradually extended to other lines of busi- 
ness. Later it was taken up in other parts of the country and 
employed for various kinds of business enterprises. To what 
extent this has been done is not possible to ascertain, because, 
as it is a private arrangement between the parties, no public 
record is required save in a few of the states. Unless such an 
association gets into legal difficulties there is usually no data 
concerning it available to the public. 


§ 577. Associations Organized as Express Trusts 


The following list shows some of the better known concerns 
organized.under the trust form: 


The Mackay Companies (Postal Telegraph) 
Great Northern Iron Ore Properties 

Texas Pacific Land Trust 

Amoskeag Manufacturing Company 
Ludlow Manufacturing Associates 
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Massachusetts Gas Companies 

Chicago City and Connecting Railways Collateral Trust 
Chicago Elevated Railways Collateral Trust 

North American Pulp and Paper Company 

Masonic Temple Trust (Chicago) 

Montgomery Ward Warehouse Associates 

Pepperell Manufacturing Company 

Massachusetts Lighting Companies 

New Hampshire Electric Railways 


Within the last few years this form of organization has been 
used extensively in Texas, Oklahoma, and the other oil regions 
of the South and Middle West for the purpose of exploiting oil 
properties. Most of these enterprises, being purely speculative, 
come to grief and those who have invested in them lose their 
money. This tends to bring the express trust into disrepute. 
It is obvious that these failures should not be attributed to the 
form of organization, as the investors would have fared no 
better had they bought shares in a corporation engaged in the 
same risky business. 


§ 578. Varied Nomenclature Applied to These Associations 


The fact that the express trust as a form of business organiza- 
tion is yet new is shown by the different names under which 
it is known. The latest and most complete work as yet pub- 
lished on the subject is entitled “Trust Estates as Business 
Companies.”’4 The objection to this is that the word “estate” 
is so generally used to designate the property accumulated by 
an individual, that it gives a false impression of the express 
trust. 

In Massachusetts such associations have always been called 
“voluntary associations,” which is an unsatisfactory descrip- 
tion in that it fails to differentiate them from joint-stock com- 
panies or incorporations. 

In some parts of the country they are termed “common law 


companies,” to distinguish them from statutory corporations 


4 By Sears. 
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and joint-stock companies. This, though, is objectionable be- 
cause the common law has never recognized “trusts,” which 
have been and are entirely the creatures of the courts of equity. 

The description of them as “associations under deeds of 
trust” is accurate but cumbrous. It is incorrect to call them 
partnerships, for they have no legal element of a partnership. 


§ 579. Misuse of Trust Form by Incompetent Parties 


Another thing that has tended to bring this form of business 
organization into disrepute is the fact that lawyers and others 
of little business or professional standing have advertised to 
organize such associations for small fees, and with little trouble 
to the promoters. Such organizations have been made with 
little concern as to the laws o1 the state in which they were to 
operate, or to the needs of the enterprise for which they wele 
to be used. Such careless and slovenly organization is apt to 
be disappointing and in some cases disastrous to the members. 
A recent and very competent writer on this subject says: 


The trust idea herein discussed has, in a few instances, been 
commercialized by so-called organizing companies in much the 
same way as the corporation laws of certain liberal charter granting 
states are advertised and exploited. Forms are furnished with 
apparently little regard to the particular purposes in view or the 
laws of the state wherein the trust is either established or will carry 
on its operations—no warning whatsoever is given as to the 
methods to be followed and the strict rules of equity to which 
trustees are subjected are unnoticed. Those in search of a “form 
method,” the avoidance of attorneys’ fees, or “cheapness” in or- 
ganization, will generally be disappointed in the results which they 
secure. The author here ventures the prediction that this class of 
organizers will fare better under a corporate charter than they will 
as atrust. Incorporation at least has the check of state officials, 
and, proper steps once having been taken, corporate existence is 
presumed to continue; but a trust must always be a trust in fact as 
well as in name, and must be operated as such; no mere ipse dixit of 
the trust instrument will create this result. No one but a competent 
legal advisor skilled in the laws of the state in question, and supplied 
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with full knowledge of his client's affairs, can be relied upon to deter- 
mine that a trust should be created, to draft the trust instrument 
properly to effectuate the objects of its creation, and to advise and 
instruct the trustees in safe management of the trust estate.° 


§ 580. Present Status of the Express Trust 


The arrangements by which property is placed in the pos- 
session of trustees is termed in law, as already stated, “a trust,” 
and because in these organizations this trust is created by ex- 
plicit words, it is called an “express trust.” The result is that 
a new and peculiar form of business organization, without in- 
corporation, formed by mere agreement of the parties, has 
come into use. 

In a report of the Massachusetts Commissioner of Corpora- 
tions made to the legislature of that state, he says:° 


The transferable nature of these shares gives to these associa- 
tions a continuity of duration usually limited by express provisions 
to the lives of the subscribers and 20 years thereafter. This pro- 
vision differentiates the form of association from an ordinary 
partnership, where the death of a partner dissolves the partnership 
and makes it, to a limited extent, similar to a corporation which 
may or may not have perpetual duration. 


The report also states in further characterization of the 
voluntary association, that a shareholder has no right to an 
accounting, as in a partnership, nor any right to examine the 
books as in a corporation; that a shareholder is not a tenant in 
common and has no interest in the property of the trust; that 
a shareholder is not responsible for the debts of the association; 
and that a provision is frequently inserted to be made part of 
every contract that neither shareholders nor trustees are to be 
liable. 

In closing his report the Commissioner of Corporations sum- 
marizes the advantages afforded by these voluntary associations, 
as follows: 


5 Sears on Trust Estates as Bus. Cos. (1921), § 8. 
6 Report of Mass. Tax Com. upon Voluntary Assn., Jan. 17, 1912, 
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1. The experience of 25 years shows that they furnish a con- 


venient, safe,and unobjectionable form of co-operation, ownership, 
and management. 


2. Their form of management is more flexible, more economical, 


and more convenient than that of a corporation. Trustees can do 
business with more ease and rapidity than a board of directors. 


3. In particular they afford a convenient form for combining 


capital for the development and improvement of real estate, as the 
form of organization insures a continuity of management and 
control that specially appeals to investors in real estate, and which 
cannot be secured by a corporation on account of the change of 
officers each year. Trustees are not changed as frequently as are 
directors of a corporation. 


The Commissioner stated that where such associations sought 
capital in the open market they should be subjected to the same 
publicity requirements as corporations. 


§ 581. 


Common Advantages of Express Trusts and Corporations 


The use of the express trust as a form of business organiza- 
tion gives the following advantages which are also common to 
the corporate form: 


qr. 


Neither shareholders nor trustees are liable in excess of 
their personal interest in the trust property. 


2. The shares are transferable as are corporate shares. 


. Trustees can do business and manage the trust property 


as directors do with the corporate business and prop- 
erty. 


. For all practical purposes an express trust can be made 


as permanent as a business corporation. In most 
states a trust can be created for one or more lives and 
21 years more. 
It is dissolved by agreement as readily as a corporation. 
An express trust can sue and be sued as readily as a 
corporation can. 


. Shareholders have a right to accountings and to all such 


information as is proper. 
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§ 582. Advantages of the Express Trust Over the Corporate Form 


In the following particulars, it is claimed that the transaction 
of business under an express trust has advantages over the 
corporate form: 


1. It can do business in any part of the country as freely as 
an individual or a partnership. In some states, how- 
ever, the members may be held as partners. 

2. It is not required to make out the reports, to take out 
licenses, and to pay taxes to the extent thatcis. re- 
quired of a corporation. 

3. Under some conditions the permanence of management 
secured by a continued board of trustees is better than 
the plan of annual elections. 

4. The trustees may ask for court guidance in cases where 
the rights or powers of the trust are unadjudicated 
or not clear. 


§ 583. Statutory Regulations 


The only legislation concerning express trusts is at this time 
found in Massachusetts and Oklahoma. The Massachusetts 
legislation is in substance as follows :7 

1. “Association” means a voluntary association under a 
written instrument or declaration of trust with the 
beneficial interest divided into shares. 

>. The trustees of a voluntary association under a written 
instrument shall file this declaration of trust with the 
commissioner of- corporations, and with the clerk af 
every city or town where the association has a place 
of business. Any amendment of the declaration of 
trust shall likewise be filed with the commissioner and 
the town clerks. 

3. The commissioner of corporations shall each year send 
copies of all instruments so filed to the secretary of 
state, who shall print the same. 


7 Cons. Laws of Mass., Ch. 182; Voluntary Assn. 
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4. Such associations may be sued and service of process on 
any one trustee is sufficient. 


The laws in Oklahoma are in substance as follows:8 


1. Express trusts may be created in real or personal prop- 
erty. The trustees have power to carry on or conduct 
any lawful business and to do anything in respect 
thereto that an individual might do. 

2. Such an express trust must be created by written instru- 
ment subscribed by the grantors and duly acknowl- 
edged. It must then be recorded with the county 
clerk of the county where the property is situated or 
the business is conducted. 

3. A successor must be provided for any trustee of an ex- 
press trust, to take his place in case of his death, 
resignation, removal, or incapacity. 

4. Liability for all trust obligations extends to the whole 
of the trust property, but no liability affects the trus- 
tees or beneficiaries personally. 


§ 584. Liability to State Taxation 


Whatever property is held by the trustees of a business is 
taxable as other property held by individuals, firms, and cor- 
porations, neither more or less. An attempt in Massachusetts 
to tax the shares of voluntary associations was held unconsti- 
tutional. It is one of the advantages of such trusts that they 
are as yet not liable to the reports and taxes and licenses required 
of corporations. 

Such associations are subject to the federal income tax if 
the trustees are elected annually by the beneficiaries, but in 
Massachusetts under the income tax law enacted in 1916, the 
legislature has tried to equalize the taxation somewhat. Under 
this law, dividends or shares in associations and trusts having 
transferable shares are taxable, except in certain cases where 


8 Session Laws of Oklahoma, 1921, Ch. 16 
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the income of the association in trust would be exempt if re- 
ceived by an individual, or where the trustees or managers agiee 
to pay the tax. Where the dividends on transferable shares are 
not taxable, the income of associations or trusts is taxable if 
derived from annuities, professions, employments, trade, or busi- 
ness. 

Where there is a state income tax law, its terms and its 
construction by the state courts must be consulted, to ascertain 
whether the tax imposed is to be paid by the beneficiaries or by 
the trustees. 


§ 585. The Federal Income Tax 


When the federal income tax was first enacted it was held 
that such associations were not subject to its provisions. This 
has been changed, and the present ruling is as follows: 


Where beneficiaries holding certificates evidencing their interest 
under a so-called ‘Massachusetts trust” agreement annually elect 
persons delegated to conduct the affairs of the trusts, thus retain- 
ing a voice in the business, the trust is an association and is subject 
to the normal tax upon its income under the Acts of 1913, 1916, 
and 1918; the excess profits tax under the Acts of 1917 and 1918; 
the capital stock tax under the Acts of 1916 and 1918; and the cer- 
tificates issued by the trust to the beneficiaries are subject to the 
stamp tax under the acts of rgr7 and 1918. 

Where the trustees originally appointed were to hold office 
during the entire period of the trust, the right of the shareholders 
being limited to filling vacancies, the beneficiaries not retaining any 
substantial control over the affairs of the trust, such a trust is not 
an association or taxable as such under section 230 of the act of 
1918, but under section 219 relating to trusts. They are not 
subject to the excess profits tax nor the capital stock tax, nor are 
the certificates issued by the trustees subject to stamp tax.? 


The distinction is between an ordinary tiust, which is sub- 
ject to the rules governing trusts and trust estates, and an asso- 
ciation, wherein trustees are elected and where the beneficiaries 


9 Montgomery on Income Tax Proc. (1922), D. 94. 
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thus retain a certain control of and voice in, the management 
of the business. Where such management is exercised by the 
beneficiaries, the organization is held to be a business associa- 
tion, and is subject both to income tax and capital stock tax. 

In his edition of 1922, Mr. Montgomery sets forth the situa- 


tion as follows: 


In practice, there are all kinds of Massachusetts trusts. In 
some the beneficiaries have little or no control over the manage- 
ment of the trust; others have practically all the characteristics 
of corporations (except the actual corporate existence and the 
limited liability of a stockholder in a corporation), and are governed 
by elaborate by-laws providing for annual meetings of certificate 
holders, and for the election of trustees for relatively short periods 
of time, thus vesting a large measure of control in certificate 
holders. 

From a tax standpoint the question is: Is a Massachusetts 
trust an ordinary trust or an association? If the latter, it is 
taxable as a corporation. If the former, the income, if distributa- 
ble, is taxable to the beneficiaries.° 


10 Montgomery on Inc. Tax Proc. (1922), p. 93. 


CHAPTER LXIV 


HOW AN EXPRESS TRUST IS ORGANIZED 


§ 586. Essential Provisions of a Trust for Business Purposes 


The essential provisions of any express trust organized for 
business purposes are as follows: 


1. A deed or declaration of trust, drawn up to define the 
rights and powers of trustees and shareholders. 

2. Two or more trustees who are authorized to take over 
and manage the capital, business, or other property 
supplied by the shareholders. 

3. Shareholders who are beneficiaries and who receive 
transferable certificates representing their respective 
interests in the profits and in the property on dissolu- 
tion. 

4. Provisions for division of profits, appointment of trustees 
to fill vacancies, and for dissolution at termination of 
the trust. 

5. Provisions that no liability is to attach to either trustees 
or shareholders, but only to the trust estate.! 


§ 587. The Declaration of Trust 

When an express trust is to be formed, if the object of the 
trust were only to hold real property and pay the rentals to the 
beneficiaries, it might be attained by simply turning over the 
property to the trustees by a simple deed of trust. If cash, 
or cash and property, as is usually the case, is to be transferred 
to the trustees for the establishment and conduct of some busi- 


1 Hussey y, Arnold, 185 Mass. 202 (1904); Bank of Topeka v. Eaton, 100 Fed. Rep. 8 
(1900). 
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ness enterprise, the purposes of the organization, the assets it is 
to operate with, the duties of the trustees, the rights of the bene- 
ficiaries, and many other details of the trust are set forth in 
appropriate legal phraseology in a formal instrument, termed a 
“declaration of trust,” or sometimes a “trust agreement.”’ 

In such case the declaration of trust must include all the de- 
tails that are usually set out in the charter and by-laws of a 
corporation. The shareholders of the trust as beneficiaries have 
no voice in the management, they can pass no by-laws, there is 
no annual election, they cannot remove or recall any of the 
trustees; hence the great importance of the declaration of trust, 
and the reason for its elaborate form. 

The deed of trust should plainly set out the following essential 
information: 


1. The trustees and the immediate beneficiaries must be 
designated, and provision must be made so that others 
desiring to be beneficiaries can come in and assist in 
making up the required amount of capital. 

2. If any property is to be transferred to the trustees, or if 
they are to purchase any particular business or prop. 
erty, it must be designated and described. 

3. The capital, if any, that is to be raised and paid over to 
the trustees must be specified, and its division into 
shares and the value thereof must be set forth. Both 
preferred and common shares may be prescribed. 

4. The declaration must also state that the property ac- 
quired by the trustees is held in trust, and subject to 
the powers, limitations, and liabilities set forth in the 
instrument by which the trust is created. 


$588. Detailed Provisions of Declaration of Trust 


The declaration of trust or trust agreement, in addition to 
these more general matters, must specifically prescribe and set 
forth the following details: 
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. The duties of the trustees. 
. The powers of the trustees. 
- What consent on the part of the shareholders is required 


for the exercise of any special powers by the trustees. 


. Any special limitations or authorizations of the trustees. 
_ The remuneration of the trustees for their services. 

. Any directions for the financial management of the trust. 
- How and under what circumstances payments of profits 


or of the trust funds are to be made to the holders of 
common and preferred shares. 


_ Directions, if any, as to the sale or transfer of any of the 


trusteed property. 


_ The continuance of the trust for such term as may be 


allowed by law. 

Provisions as to registry of shareholders, the issuance of 
certificates, and the transfer of shares. 

That the trustees shall have no authority to bind any 
shareholder by contract or to call for any assessment 
from them. 

That all persons dealing with the trustees shall look 
only to the trust funds and not to either trustees or 
shareholders for payment, and that every order, con- 
tract, or obligation entered into shall stipulate that 
neither trustees nor shareholders are liable thereunder. 

Provisions for annual meetings, reports and audits, and 
for filling vacancies among the trustees, with rules for 
voting. 

How special meetings may be called and how notice 
of them is to be given. 

The name of the trust and how the trustees shall be 
known. 

Provisions for any other details of the trust business and 
organization not already prescribed. . 


The declaration of trust must be signed by the parties inter- 
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ested, and in most cases will be acknowledged before a notary 
or other official. Care must be taken in preparing a trust that 
the power of alienation is not suspended, especially if any part 
of the trust estate consists of real property.2 


§ 589. The Creators of the Trust 


Those who create the trust, who take the place of incorpo- 
rators in an ordinary company, must be competent to contract. 
No specific number is required. Many members or beneficiaries 
are not needed as original parties to the instrument of trust; in 
fact, a single person could create a trust. The trust being once 
created, anyone who came within the description of a beneficiary, 
or who subscribed according to the terms of the agreement, would 
have his money added to the trust fund, and would thereafter 
share in the rights and profits of the trust on the same basis as 
the other beneficiaries. 


§ 590. The Trustees 


The trustees are the permanent managers of the enterprise. 
They should be selected with care, for they are not, as directors 
are, elected annually. It is possible to remove a trustee for 
negligence or for malfeasance, but it is not usual, nor is it an 
easy thing to do. A trustee may also be a beneficiary in the 
trust and own shares as do other beneficiaries— usually they do. 
None of the trustees need be signers of the declaration of trust. 
They may join in its execution, or they may formally accept the 
appointment by letter, but if they act as trustees under the 
declaration, that in itself would be a practical and sufficient 
acceptance of the trust. The original trust instrument should 
provide that as vacancies occur in the board of trustees by death, 
resignation, removal, or incapacity, the beneficiaries shall fill 
them. Or, if desired, the trustees themselves might be em- 
powered to fill vacancies on the board. 


2 Howe v. Morse, 174 Mass. 491 (1809); Hart v. Seymour, 147 Ill. 508 ' 
v. Russell, 71 Iowa 63 (1887). Hs Se Soe 393): biolery 
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Because of the continuance of the trustees in office, and of the 
stability of management that this gives, the express trust is an 
excellent substitute for the ordinary “close” corporation. It 
would be satisfactory also in many cases where an agreed manage- 
ment is desired, as often happens when a partnership is incor- 
porated or a minority interest demands protection. In such 
cases the trustees would hold the stock of the corporation and 
vote it as a block. 


§ 591. How the Board of Trustees Acts 


The board of trustees of a trust has abundant precedent for 
its operation in the usual procedure of a corporate board of 
directors, and in those directors of educational and charitable 
foundations that have existed for so many years as trusts. A 
business trust has no by-laws. All that ordinarily goes into a 
set of corporate by-laws is supposed to be set out in the declara- 
tion of trust, which can be made as compendious as may be 
required. In addition, such a board would have power to 
arrange its own details of procedure and methods of operation. 

That which usually is done by any corporate board of di- 
rectors is followed in most cases. A presiding officer, a recording 
officer, and a treasurer are chosen, and these officers are given 
authority to perform the duties of their particular offices. The 
trustees, or officers, if so provided, could appoint managers, 
superintendents, auditors, salesmen, and such other employees as 
might be necessary in the carrying on of the trust. In all of this 
they would be merely following the precedents laid down for 
them by an ordinary corporate board of directors. 


§ 592. Individual Liability under Trust Associations 

The most important question in relation to this form of 
business association is whether the individuals concerned, both 
the trustees and the beneficiaries, are likely to be held to in- 
dividual liability as in the partnership. It is a general condition 


3See Ch. LVI, “Voting Trusts.” 
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of the law that those who are associated in business with others 
are personally liable for all obligations incurred in the operations 
of the business. 

The corporation as sanctioned by the laws of most civilized 
countries is an exception to this rule. The vital question as to 
the trust associations is whether business can also be done by 
trustees under a declaration of trust with equal freedom from 
individual liability. 

Under the common law a trustee was held to be a principal, 
not an agent, and when he contracted as trustee, he bound him- 
self personally. He had a right to be indemnified from the 
estate if he became liable without negligence on his part. If he 
wished to avoid all this, he could do so only by expressly stipulat- 
ing that only the estate and not himself was to be bound. 

The Supreme Court long ago laid down the general rule that, 
“Tf a trustee wants to protect himself from liability on a contract, 
he must stipulate that he is not to be personally responsible, but 
that the other party is to look solely to the estate.’ 

In later Maryland cases the courts have explicitly stated the 
rule that the trustee must stipulate that he is not to be personally 
liable, or he will be so held. 

In Massachusetts it has been held that where trustees signed 
a note ‘We as trustees, but not individually, promise to pay,” 
they were not personally liable.¢ 

As a matter of precaution, most of the well-conducted trusts 
that are in active business are particular to have printed on all 
of their stationery and in particular on all bills, orders, invoices, 
and any other instrument that may involve or partake of a con- 
tract liability, a full disclaimer of all individual liability. The 
following disclaimer is of this nature: 


The Hampton Company is the designation of a Board of 
Trustees acting under a declaration of trust dated December 30, 


4 Taylor v. Davis, 110 U. S. 331 (1884). 

Janne Y: ceky, ive Me a6n (igs); Pople v. poe 136 Md. 285 (1920). 

: oe Leather Nat. Bank v. Dix, 120 Mass. 148 (1877); Adam v. Swig, ; 
(1920); Rand v. Farquhar, 226 Mass. 91 (1917). Ma muly Suleipsq Nga 584 
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1900, and filed with the Northampton National Bank of Northamp- 
ton, Massachusetts. Any contract made or liability incurred by 
them binds only the trust property in their hands, and neither 
themselves nor the shareholders, beneficiaries of the trust, shall be 
held to any personal liability under or by reason thereof. 


Where this has been done, neither trustees nor shareholders 
have been held liable for anything beyond the money already 
invested in the trust. It is to be remembered, however, that 
trustees cannot avoid personal liability for torts or negligence. 

The declaration must not prescribe any control of the trustees 
by the shareholders. If the shareholders are in any way to 
manage the business, they will make themselves liable as part- 
ners. On this account the beneficiaries must not by means of 
annual elections appoint the trustees. This would be manage- 
ment by the beneficiaries and they would be held personaliy 
liable as in a joint-stock company. 
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Part I—The Corporation 


CIAL (ick T 
PRINCIPLES OF FINANCE 


§ 1. Problems of Financing 


The subject of this part of the present volume is the 
securing and handling of money and credit for incorporated 
business enterprises. If the terms money and credit were used 
with strict accuracy, the statement might be shortened by leav- 
ing out the reference to money; for, after all, credit in one form 
or another is almost the only element involved. But it is not 
necessary to enlarge upon limitations such as these which are 
purely technical. | 

Corporate financing deals, first, with the methods of raising 
the initial capital needed for the enterprise, considering what 
securities to issue, how and to whom they should be sold, how 
best to utilize the funds thus secured, together with their proper 
apportionment for plant, equipment, and working capital; and 
second, with the accurate determination of any losses and profits 
and their allocation to dividends, surplus, sinking fund, and 
special reserves, and the enlargement of capital permanently 
invested. 

Financing is also concerned with the forecasting of business 
development and resulting financial needs and with provision for 
the business equivalent of a “rainy day,” and in addition must 
take thought for the difficult problems that arise when a business 
enterprise becomes embarrassed or involved and is threatened 
with or overtaken by insolvency. 


535 
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§ 2. Results of Unskilful Financing 


Financing is perhaps the least understood subject in the whole 
field of business. A great many men have proved themselves 
able and successful as producers, organizers, and sellers, but have 
failed utterly in handling their financial problems. A conspicu- 
ous example of this was George Westinghouse, the brilliant in- 
ventor, organizer, and salesman, who founded the Westinghouse 
Electric and Manufacturing Company, the Westinghouse Air 
Brake Company, and other enterprises. Westinghouse made a 
success of every business enterprise he touched except in so far as 
its financing was concerned. He was too eager to grasp the 
brilliant future he saw ahead of him to give the present the care 
and attention it required. More specifically, he did not possess 
the foresight to keep his enterprises properly provided with cash 
as they progressed. Consequently, the Westinghouse Electric 
and Manufacturing-Company, of which he was the largest single 
stockholder and the active head, was twice faced with serious 
embarrassment, and in the end its too ambitious founder was 
compelled to relinquish its management. 

This case is not an uncommon one. In fact, it is generally 
true that men of an optimistic, emotional turn of mind who make 
good as promoters, producers, and salesmen, are just the ones 
who are prone to deceive themselves as to their own affairs and 
too often wreck a promising business on some financial reef that 
should have been easily avoided. 

It is surprising to find how often directors of important cor- 
porations give insufficient attention to the basic financial prob- 
lems of corporate business. Frequently, embarrassment or in- 
solvency which should have been clearly foreseen comes upon 
a board of directors when—as in the case of the Westinghouse 
Electric and Manufacturing Company—the members fancy 
themselves at the height of prosperity. 

Among smaller concerns the amount of ignorance regarding 
financial management is even greater. Every experienced busi- 
ness man has observed instances where enterprises that should 
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have been profitable were half developed and then abandoned 
for lack of funds, when in nine cases out of ten the whole financial 
process might have been figured out in advance and the necessary 
funds raised with little difficulty. Instead, the enterprise too 
often drags out a painful existence for a few months or a few 
years, eats up the owner’s capital, and at the end leaves him a 
poorer, but not always a wiser man. 


§ 3. Financing and Accounting 


Poor financing is apt to be combined with poor accounting; 
and in that case the unfortunate owner cannot enjoy even the 
empty satisfaction of a post-mortem diagnosis. 

This brings up a question on which there has been much con- 
fusion of thought—the question as to the dividing line between 
the subject of financing and the subject of accounting. It is not 
purely an academic question, for in many business concerns the 
head of the accounting department and the head of the financial 
department are continually treading on each other’s toes. 

There is undoubtedly a “No man’s land” between the two 
subjects. When rates of depreciation, sinking fund requirements, 
valuation of good-will, budgets, quotas, and the like, are under 
discussion, there is constant danger of trespassing into account- 
ing territory; while, on the other hand, the accountants, espe- 
cially public accountants, have not hesitated to make many bold 
forays into financial fields. Frequently they are called upon to 
advise their clients as to the securing of bank loans, the proper 
types of bonds and shares to issue, the investment of capital 
funds, the declaration of dividends, and so on. 

We need not enter into the technicalities of the friendly con- 
troversy. A broad distinction, however, between the two fields 
of work and study may be easily made. Accounting, properly 
speaking, deals with recording and analyzing results that have 
been achieved; and the high and increasing esteem in which it 
is now held is due to the general recognition that the conclusions 
drawn by skilled accountants afford a safe, and indeed an essen- 
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tial basis, on which to predicate the financing and other impor- 
tant actions upon which the success of the business will 
largely depend. 

Financing, on the other hand, deals not with recording and 
analyzing, but with securing positive results; the best methods 
of raising money; what securities to issue; to whom they 
should be sold; and how the proceeds may be used to best ad- 
vantage for the promotion of the business. These are some of 
the typical problems which are clearly outside the scope of 
accounting. 


§ 4. Analogy between Business and Individual Financing 


A condition that has deterred many from the study of busi- 
ness finance is the popular supposition that many difficulties are 
to be encountered in solving its problems. One writer has even 
defined the science of business finance as “the modern black 
art,” as if it were something mysterious and uncanny. Yet, 
whatever may be said of the difficulties pertaining to actual prac- 
tice, the essential principles of business finance are simple 
and readily understood by any one. There is, in fact, a close 
analogy between the financial problems of the business enterprise 
and the financial problems encountered by the ordinary indi- 
vidual in his daily life. 

The individual possesses both tangible and intangible assets. 
He has money, tools, land, and other tangible things. Also, he 
possesses health, skill, knowledge, and other assets that are in- 
tangible. Business divides its assets into things tangible and in- 
tangible in the same way; its plant, equipment, stock, and cash 
being tangible assets; while its good-will, trade-name, patents, 
and copyrights are intangible assets. 

The individual has his capital and his income, and from these 
he must make the necessary expenditures; first, to maintain him- 
self in condition to do business; second, to increase his produc- 
tive and consequently his earning power. He must also reserve 
a portion of his income against the coming of old age or some 


Ch. 1] PRINCIPLES OF FINANCE 5590 


prior time of need. He knows the laws of thrift and prudence, 
and knows that if he will obey them he will prosper. 

It will be shown that precisely the same kind of wisdom and 
foresight is required to invest properly the capital and income of 
a great business so that it shall continue to grow and prosper 
and shall not be short of funds and credit should an evil day un- 
fortunately come. The business, great or small, that does not 
keep its expenditures within its income is as certain to come to 
grief as the individual who spends more than he earns. 

An individual should, from time to time, take an inventory 
of his resources and liabilities, physical, intellectual, and spirit- 
ual, as well as material, and thus determine whether he is be- 
coming richer or poorer. In like manner every business should 
at regular intervals take an inventory, balance all accounts, sub- 
tract losses and add gains, and thus ascertain whether it is gain- 
ing ground or falling behind. 


$5. The Use of Credit 

All our greater businesses are conducted largely with bor- 
rowed money, and in this matter we may carry our analogy with 
the individual yet further. It is well to remember, however, that 
in such borrowing we are not engaged in that shiftless borrowing 
so severely and properly condemned by sages and moralists. 
Their strictures had no reference to borrowing or lending money 
for proper business purposes. 

For instance, when a young man makes a long-term loan and 
pays interest on it in order that he may take a college course or 
prepare for a profession, he is not acting foolishly but with the 
Sreatest wisdom; for the money so expended will bring him a 
wealth of skill and knowledge that will enable him to repay both 
loan and interest, and during his whole life the transaction will 
increase both his usefulness to society and his earning power. In 
the same way, when a business concern can borrow money to 
enlarge or improve its plant, to develop the enterprise, and gen- 
erally to increase its profits, such borrowing is not only permis- 
sible but commendable. 
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There are, however, some obvious limitations which will at 
once be recognized. No individual or business should borrow 
money unless it can be used to advantage and be properly cared 
for when it falls due. For this reason short-term borrowing is 
usually poor policy for either an individual or a business, unless 
it is to tide over a brief stringency or to “‘swing”’ some profitable 
transaction that can be completed quickly. 


§ 6. Fixed and Working Assets 


We can carry our analogy still further. All business invest- 
ments belong in one or the other of two classes: those that are 
fixed and permanent, and those that are temporary and designed 
to be converted into cash in a short time; the first class is known 
as ‘‘fixed assets,” and the second as ‘“‘working assets.” In every 
business there should be a proper proportion between the amount 
invested in fixed assets and the amount reserved for working 
capital. 

Both the individual and the business concern often fail to 
observe the necessary proportions. Not infrequeatly an agri- 
culturist buys more land than he can work profitably and we 
have a “land poor” farmer. Many country merchants buy more 
stock than they can sell immediately, and thus become “‘over- 
stocked.” The less salable portion becomes shopworn and, as a 
consequence of this injudicious tying up of money, the merchant 
is without funds to replace the more salable articles. Many busi- 
nesses, both great and small, have met disaster because the neces- 
sary amount of working capital was not correctly estimated, too 
much being invested in plant and equipment or tied up in stock, 
while an insufficient amount was left to conduct the operations 
of the business. Sometimes a shortage of working capital is the 
result of changing conditions, as when at the close of the Great 
War many concerns found themselves, in the face of a falling de- 
mand, heavily overstocked with high-priced goods and materials. 
Usually, though, a shortage of working capital is the result of 
bad or mistaken judgment. 
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It is always advisable for both the individual and the business 
to possess an emergency fund—something in the nature of quickly 
convertible assets. From time to time, opportunities offer which 
can be taken advantage of only by the possessor of ready cash, 
and then the forehanded man or business, with cash or readily 
salable securities in hand, can act quickly and profitably. 


§ 7. The Budget Plan 


Both the individual and the business concern possess a certain 
income from which living or maintenance expenses must be 
drawn. If the income exceeds the amount required for support 
and the establishment of a prudent reserve or surplus, the balance 
is available for non-paying purposes; therefore, to both the indi- 
vidual and the business concern comes the question of how much 
of the income is required for operating and prudential purposes 
and how much, if any, may be properly utilized for the less essen- 
tial purposes, such as pleasure in the case of the individual, and 
dividends in the case of the business concern. 

To answer this question, the individual should, at the begin- 
ning of each year, estimate his income and his expenditures, as 
nearly as he can, so that the proper relations may be preserved 
between that which comes in and that which goes out. The 
business establishment should in like manner determine whether 
an increase, a maintenance, or a curtailment of income may be 
expected, and in the light of this information arrange its budget 
deciding what amount of earnings shall be set aside for a reserve, 
what shall be applied to each department for up-keep, how much 
is needed for depreciation, what shall be expended for general 
operation, expansion, etc. Item by item this estimate should 
be scrutinized to learn where an outlay may be curtailed to ad- 
vantage, or where an outlay may be profitably increased, or 
where some new outlay may be made for the ultimate benefit of 
the business. Such a proceeding is a practical method of planning 
a financial policy; the plan as laid down can be, and should be, 
consistently followed. 
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§ 8. Fundamental Rules of Finance 


The following elementary rules of business finance apply alike 
to individuals and to the largest enterprises; the present work 
consists practically of the application of these general rules to 
various business problems. 


1. Study and utilize all sources of capital, including earning 
power and credit. 

2. Do not hesitate to borrow for legitimate business pur- 
poses when profits can be earned or losses avoided 
thereby, provided the loans can be repaid when due. 

| 3. Do not dissipate capital on side lines and outside invest- 
ments. 

4. Systematically accumulate assets, both tangible and in- 
tangible. 

5. Always keep available sufficient cash and readily con- 
vertible assets to meet emergencies and to seize special 
opportunities. 

6. Use income sparingly for living expenses and pleasure, 
but freely for business maintenance and development. 

7. Use foresight—which is the cardinal virtue in all financial 
operations; make budgets to govern all expenditures. 


These are the prudent, homely, indisputable rules for sensible 
financing. They have been preached and proven over and over 
again for many centuries past. The wisdom which they embody 
applies just as truly to the business of the United States Steel 
Corporation or to that conducted by Henry Ford, as to the affairs 
of John Smith. A man who can grasp these principles, hold them 
continually before his eyes, and apply them intelligently, is 
bound to handle his finances wisely both in his business and in 
his private life. 

However, simple as they are, to apply these fundamental 
principles to all the complex situations which arise in modern 
business is no easy task. Sound financing calls for clear thinking 
and a wide range of knowledge. 


CHAPTER II 


ORGANIZATION FOR BUSINESS 


§ 9. Forms of Business Organization | 


Wherever business is carried on, there are to be found three 
basic forms of business organization: 


1. The sole proprietorship, i.e., an individual owning out- 
right his own business and usually managing it himself 
without much co-operation or assistance. 

2. The partnership, in which a group of owners work to- 
gether under some form of partnership agreement. 

3. The corporation, the impersonal owner, standing between 
the business and the individuals composing the cor- 
poration who have various kinds and degrees of claims 
upon the business. 


The first two of these basic forms—sole proprietorship and 
partnership—involve the personal relationship of a man or a 
group of men to the business; but the third form, which is a com- 
paratively modern invention, separates the owner or owners 
from the business and brings into being an impersonal, intangible 
thing—a corporation—in which the nominal or legal ownership 
is vested. 

The three basic forms of business organization are combined 
and recombined in many different ways under the laws and cus- 
toms of the various commercial countries, but analysis always 
reveals one or the other of the three forms predominating. 

This is shown by the short description, found later in the 
chapter, of three other forms of business organization not often 
used, but of interest here, as showing how difficult it is to get 


1See Book I, Ch. II, “Business Organization.” 
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away from the basic types. These are the limited partnership, 
the joint-stock company, and the association under deed of trust. 


§ 10. Capital, Management, and Income 


It has been pointed out by writers on economics that, no 
matter what the business or the form of organization under which 
it is conducted, capital is required for its operation and this 
involves more or less risk; also that management must be pro- 
vided, and that, arising from the operation of the business, there 
should be income. Capital may be contributed directly or it 
may be secured by means of credit. 

In an individual proprietorship, one man supplies the capital, 
assumes all the risk, undertakes the management, and receives 
all the income. 

Under the partnership form, the partners as a body supply 
the capital, undertake the risk and the management, and receive 
the income; but among themselves there may be an infinite 
number of combinations. One partner, for instance, may supply 
all of the capital and assume the risk; another may supply the 
management; and they divide the income as may be agreed. 

Under the corporate form the risk is taken by the share- 
holders who supply capital under conditions that have been 
agreed upon. These shareholders divide the income, if there 
are different classes of stock, in rough proportion to their 
risk. The management, however, is not usually retained in the 
hands of the people who contribute the capital, but is turned over 
to directors and officers who may not personally be large 
shareholders. The tendency plainly has been to separate the 
supplying of capital for the business and the management of 
this capital so that these two need not be joined in one man or 
even in a small group of men, 


§ 11. Sole Proprietorship 


The first of the three basic forms of business organization— 
the sole proprietorship—is the simplest and is even yet the most 
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numerous. Small shops, farms, professional activities, and the 
like, are usually conducted as sole proprietorships. The owner 
does not separate his ownership of the business from his manage- 
ment of it; frequently he does not even separate the ordinary 
management of his business affairs and the management of his 
personal affairs. He himself is the business and the business is 
a part of him. 

The simplicity of this form does not necessarily imply, how- 
ever, that it is applicable only to a small business. Many men 
of great wealth could properly regard the investment and man- 
agement of their funds as in itself a business, for this work some- 
times requires the services of a force of assistants, bookkeepers, 
and clerks. Then, again, an individual may embark upon a busi- 
ness enterprise which grows rapidly from year to year and 
becomes very extensive; yet the original proprietor may con- 
tinue to own and direct it all. This was the case, for instance, 
until a comparatively recent period, with the great department 
stores in Philadelphia and New York which were personally 
owned and managed by John Wanamaker. However, it usually 
happens, for reasons given below, that a business which is 
becoming large and prosperous finds the single proprietorship 
undesirable. 


$12. Disadvantages of the Sole Proprietorship 


On the other hand, advantageous as the sole proprietorship 
frequently is for the first years of business activity, it is not 
desirable for the permanent conduct of a business that is capable 
of much expansion. The more serious objections to the sole 
proprietorship for such a business are three in number. 

First, the capital of the business is limited to whatever the 
owner possesses, earns, or can borrow. Some kinds of businesses, 
if they grow at all, finance themselves, so that there is never need 
of any more capital than the amount with which the business was 
started; but the great majority of business concerns which are 
expanding require additional capital, 
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A second and even more serious disadvantage is the strict 
limitation on the management of the business. The owner 
must depend upon employees for all executive work outside his 
own efforts, and it is difficult to retain men of real executive 
ability upon a salary. Ordinarily they prefer to go with con- 
cerns in which they themselves have or can secure an interest. 
If the individual owner wishes the services of such men, he must 
pay them exceptionally high salaries. To refer again to the case 
of John Wanamaker, it is stated that in the early history of the 
Philadelphia store there were at least a dozen employees who 
were drawing much larger incomes from the business than was 
Wanamaker himself. 

The third disadvantage is the ever present liability of the 
owner for all the debts of his business. He cannot legally dis- 
criminate between the property he has reserved for other pur- 
poses and that invested in his business. Everything he has is 
liable for the indebtedness of his business. 


§ 13. The Partnership 


Fundamentally there is no essential difference between the 
sole proprietorship and the partnership, except that in the 
partnership a group of owners take the piace of the individual 
owner. There may be any number of partners and there are 
many different forms of partnership agreement. Partners are 
not necessarily equal, by any means, in respect to their invest- 
ments of capital and ability, or as to their division of the income. 
Sometimes one partner receives a larger proportion of the income 
than corresponds to his investment of capital in order to compen- 
sate him for a special contribution to the business, such as valu- 
able experience or connections, or unusual business ability. A 
partner coming in may not desire to be known as being in any way 
interested in the business, in which case he may by agreement 
become a “dormant” or “sleeping” partner. Again, he may 
desire to lim.t his own liability to the amount which he invests, 
in which case he may become a “limited” partner. 
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$14. Advantages of the Partnership 


There are some lines of business in which it is desired to avoid 
the legal regulation or the taxation to which the corporation is 
liable, and for this reason the partnership form is preferred. 
Also, because of the personal element involved, the partnership 
ts regarded as the proper form in which to organize such pro- 
fessional activities as those of lawyers, accountants, and engi- 
neers when two or more are to be associated in the business. In 
cases such as these it may be necessary to bring together in one 
organization considerable capital and the talents of many differ- 
ent men. The product of this form of organization, however, is 
not some material thing, but a direct personal service ; hence 
the personal liability and the personal relationship, which are 
characteristic of the partnership form, are desirable and should 
be retained. ; 

For this same reason most concerns engaged in private bank- 
ing, in buying and selling securities, in underwriting, and the like, 
are not incorporated, but are organized as partnerships. Among 
the better known of these are the great international banking 
houses of J. P. Morgan and Company, Kuhn, Loeb and Com- 
pany, and Brown Brothers and Company. There are now but 
few, if any, of the large trading and manufacturing enterprises 
still in the partnership form. Arbuckle Brothers, the Baldwin 
Locomotive Works, and the Endicott-Johnson Company were 
among the last, having been conducted as partnerships until 
comparatively recent years. 


§15. Partnership Handicaps in Securing New Capital 


Of the three serious disadvantages of the individual pro- 
prietorship for general business purposes, only one is not found 
in the partnership. There is but little difficulty under the part- 
nership form in attracting high-priced business talent; in this 
one respect the partnership is probably superior to both the sole 
proprietorship and the corporation. The two other disadvan- 
tages of individual proprietorship—the limitation on command o! 
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capital and the personal liability for all business obligations— 
are, however, shared by the partnership. 

This is so as to the command of capital for several reasons. 
First, because of the personal character of the relationship 
between each of the owners and the business. This renders it 
highly undesirable that anyone should be included in a partner- 
ship unless he is personally acceptable to the other partners. 
Then, as all of the partners, except dormant or limited partners, 
have equal rights in the control of the business, and as any one 
of them may bind the entire firm by his acts or contracts, the 
consequences of bringing in an incompetent or unreliable partner 
may be disastrous. As compared with a corporation, all this 
introduces a serious handicap in searching for fresh capital with 
which to develop the business. It is necessary not merely to 
find a man with capital, but to find a man who has the integrity 
and the business ability to make him a safe associate, and beyond 
this a personality that will make him acceptable and insure har- 
monious relations with the existing partners. The quest is 
usually a difficult one. 


§ 16. Partnership Liability 


The other disadvantage, namely, the complete personal 
liability of each part owner, is even more serious in the partner- 
ship than in the sole proprietorship. The individual proprietor 
can suffer only through his own misfortunes or errors; the 
partner, however, may suddenly find himself face to face with 
heavy loss due to the bad fortune or errors of any of his partners. 
His own personal property—except under one of the special 
forms of agreement above referred to—is pledged to the creditors 
of the business until the last debt has been paid. If one of his 
partners proves dishonest or treacherous, he may be called upon 
to pay the bill—not merely to the extent of his previous invest- 
ment in the business, but to the extent of all his personal holdings. 
It is this reason above all others that makes the formation of a 
partnership so weighty a matter, and one calling for such careful 
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consideration. Beyond this, however, on the death or the with- 
drawal of any of the partners, if an agreement cannot be reached 
with the retiring partner or with the estate, it may be necessary 
to wind up the business and possibly to go through all the 
trouble of a suit in equity for an accounting. 

In the face of all these disadvantages, it is not surprising that 
very few business concerns have retained the partnership form. 
Outside of the special classes of business mentioned, it is becom- 
ing every year relatively of less and less consequence. 


§ 17. The Corporation ’—_Capital Stock 


The corporation is quite distinct from the sole proprietorship 
and the partnership. The capital is supplied by a group of per- 
sons called shareholders, or stockholders. The business is man- 
aged by officers and directors elected by the shareholders. In 
most states the shareholders have no liability for the debts of the 
corporation beyond the amount which they have contributed as 
capital. 

One of the distinctive features of the corporate form is the 
division of the capital into parts or shares, usually of compara- 
tively small amount. Because of this and because of the man- 
agement by officers and directors and the freedom from ability 
of the shareholders for the debts of the business, funds may be 
raised from the general public by putting these shares on the 
market; and it is much easier to finance a business of great mag- 
nitude in this way than through either individual ownership or 
the partnership, 


§ 18. The Corporation—Management 


Under the corporate form the business is usually managed by 
only a part of the persons who supply the capital. Indeed, the 
active management may be in the hands of people who are not 
shareholders and who have supplied no capital. The corporation 


2 For extended discussion of the corporate form, see Book I, “Corporate Law.” 
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itself is regarded as having a distinct and separate entity from 
its stockholders. It is, from the legal standpoint, an individual— 
capable of doing business by itself. It may sue, may be sued 
by, and may contract with its own members, as well as with 
outsiders. The officers and directors conduct its operations in 
the corporate name. 


§ 19. Limited Partnerships 


A limited partnership may be formed only under special laws. 
It differs from an ordinary partnership in that one or more of 
its partners are inactive, sharing thé profits but taking no part 
in the management of the business. The liability of these part- 
ners is limited to the amount actually invested by them in the 
business, and they are called ‘“‘special’’ partners in contradistinc- 
tion to the others, who are called “general” partners. 

To secure the restricted liability of the limited partnership 
it is necessary to comply closely with the statutory requirements 
of the state in which the partnership is formed. In fact, the 
procedure necessary to form a limited partnership is almost as 
formal as the incorporation of a stock company, and failure to 
observe the required formalities may result in making the special 
partners liable as general partners. 


§ 20. Joint-Stock Companies * 


A joint-stock company is a partnership with its capital 
divided into transferable shares. Except in the state of New 
York, such a company may be formed simply by agreement. In 
New York special statutes provide for an organization known as | 
a joint-stock company, which is similar to a corporation, and the 
formation of such associations is prohibited except as provided 
by the statutes. The courts in New York define these organi- 
zations as being partnerships with some of the powers of a cor- 
poration. In New York these joint-stock companies may sue 


3 See Book I, Ch. LXII, ‘‘Joint-Stock Companies and Partnership Associations.’’ 
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or be sued in the name of the president or the treasurer, and the 
individual members may not be sued until it is shown that the 
claim cannot be collected from the company. Several of the 
leading express companies were organized under the New York 
Joint-Stock Company Law; also some industrial and commercial] 
businesses, as Robert H. Ingersoll and Brother. In all these 
cases the arrangement seemed to work very satisfactorily... In 
other states the joint-stock company is not considered a desirable 
form of business organization and is rarely used. 


§ 21. Associations under Deeds of Trust * 


Various experiments have been tried at different times in the 
way of carrying on business through trustees. It was long ago 
decided in England that the actual owners of a business could 
not be held liable as partners if it was held in trust and was carried 
on by the trustees. The main object of utilizing the trust as a 
form of business organization was to secure this limited liability— 
to enable a number of individuals to unite in a business enter- 
prise without the personal lability of the partnership. This 
could, of course, be secured in the corporation, but the trust was 
not subject to strict limitations of statutory law as was the 
corporation and it did not have to observe the many formalities 
required of corporations; also, owing to its freedom from statu- 
tory limitation, the trust could be used for purposes for which 
the corporation could not be used. 

This latter fact was indeed what brought the trust into its 
present position as a form of business organization. Up to 1912 
the law in Massachusetts made no provision for corporations to 
deal in real estate. It was found that the trust could be used 
for the purpose and consequently a large number of real estate 
trusts under the name of “voluntary associations” came into 
existence. They were found convenient and effective and, as 
Stated, not subject to the limitations and requirements imposed 


4See Book I, Ch. LXIII, “Express Trusts as a Form of Business Organization.” 
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upon corporations. Accordingly they have increased greatly 
in number, and have been extended to many other lines of 
business. 

The use of the voluntary association under deed of trust has 
also spread widely in other states. At the present time many of 
the Texas and Oklahoma oil companies are operating under deeds 
of trust. The states are, however, one by one, imposing re- 
strictions on these voluntary associations, and it is probable 
that eventually they will be subject to the same requirements 
and limitations as are corporations. 


CHAPTER ‘III 


THE CORPORATE ORGANIZATION 


§ 22. Origin of the Corporate Form 


The modern corporation did not suddenly spring into being 
as a device for overcoming the obstacles of previous forms of 
business enterprises. It has been slowly and painfully develop- 
ing for centuries, and in its present form is a composite of the 
ideas and the experience of many different races and generations 
of men. It is distinctly an evolution and the process is still far 
from completion.1 

On one side, the business corporation is closely related to the 
municipal and religious corporation. The jurists of the early 
middle ages conceived—or rather adapted from Roman law— 
the idea of the church as a legal entity, distinct from any of its 
officers or ministers. It was clear that the endowments, for in- 
stance, which were given to bishops and abbots were not intended 
for their personal enjoyment nor to be disposed of as they saw fit. 
It was desirable that the custody of these funds should be en- 
trusted to an owner that would, if anything of the kind could be 
devised, exist year after year and generation after generation, 
irrespective of human frailties or vicissitudes. Out of this need 
for permanence in holding religious property grew the idea of the 
permanent, continuing church, and of other religious and char- 
itable organizations existing as entities or “corporations,” dis- 
tinct from the individuals who composed them. It was an easy 
step, when a similar need arose in business undertakings, to trans- 
fer this conception from religious organizations to business or- 
ganizations. 


1 For detailed discussion of the corporate organization, see Book I, Part I, ‘The Corporate 
Form.” 
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During the last three centuries the corporation has grown, 
both in Europe and in the United States, along parailel lines of 
development. The result attained is not exactly the same, for 
there are many technical points of difference between the Ger- 
man Gesellschaft mit beschrankter Haftung, the French société 
anonyme, the English ‘joint-stock company” and the American 
“corporation,” but these points of difference are of no great im- 
portance compared with the central fact that in all these, and in 
all other commercial countries as well, there has come to exist a 
certain type of business association, the essential features of 
which are: 


1. Little or no direct personal relation among proprietors or 
between the proprietors and the business; such rela- 
tions as do exist being on the impersonal basis of capi- 
tal invested. 

2. Control and management by elected representatives, vir- 
tually acting as trustees for the proprietors. 

3. Liability of proprietors limited to their investment or to 
some fixed amount proportioned to their investment. 


§ 23. Corporate Entity ? 


Both the Continental courts and the English courts have 
tended always to regard the corporation or company as ifit were . 
a group of individuals, while in this country the tendency has 
been to follow strictly Chief Justice Marshall’s famous definition 
in the Dartmouth College case, wherein he spoke of the corpora- 
tion as “‘an artificial being, invisible, intangible, and existing only 
in contemplation of the law.” The logical simplicity of this view 
appeals strongly to the legal mind. In practice, however, we all 
know that the corporation has no existence and no interests apart 
from the existence and interests of its shareholders, creditors, and 
officers. 

The fiction is, though, a convenient one; in some cases too 


2 See Book I, § 20. 
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much so, for by its means the corporation becomes an effective 
shield to protect the men back of it who are intent upon actions 
and policies for which they would not care to accept, as individ- 
uals, the full responsibility. 

Recognizing this abuse of the corporate form, the courts of 
this country have become more and more inclined in recent years 
to tear aside the corporate mask and look for the men and the 
motives behind corporate actions. Nevertheless, they are still 
tangled and blocked at every step by the thousands of precedents 
consisting of decisions based upon the fundamental idea of the 
corporation as a thing distinct from the men of whom it is com- 
posed, and progress is slow. 


§ 24. Stockholders 


The men who took part in the early English joint-stock enter- 
prises—such as trading expeditions to the Indies or Americas— 
were appropriately known as “adventurers.” The title would 
not be inappropriate in many cases if it were applied to present- 
day stockholders, or shareholders, in corporations. The average 
shareholder in a large corporation pays for his holdings of stock, 
and in return has the right to his proportionate share of whatever 
profits are distributed. He has also the right—which the small 
shareholder seldom exercises—of voting for directors who are 
supposed to represent him. That duty having once been per- 
formed, he ceases to be a factor of any importance in the man- 
agement of the company until the next annual election; in fact, 
as a shareholder he probably does nothing except hopefully wait 
for and gratefully receive whatever dividends the board of direc- 
tors sees fit to allot to him. 


§ 25. Stockholders’ Relation to Corporate Business 


In American practice the average shareholder, even of smaller 
corporations, unless he happens to be also a director or officer, is 
not only helpless, but uninformed. He may be furnished, if it so 


3 See Book I, Ch. XVII, ‘‘Stockholders.” 
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pleases the directors, with a fairly complete annual report; the 
more enlightened corporations even send out monthly or quar- 
terly statements of earnings. He does not, however, meet his 
directors and officers face to face unless as a purely personal or 
exceptional event. He does not ask questions; he has no repre- 
sentative to dig up information for him; he is completely in the 
dark as to the plans formulated by the directors and even as to 
the real results and prospects of his corporation. There are of 
course some exceptional cases. A few stockholders occasionally 
drift into the annual meetings of large corporations, but these 
meetings are of so formal a character that the stockholders who 
attend are not likely to be men of much weight and influence. 
Partly because of these conditions, many able business men de- 
cline to invest in any corporation in which they cannot protect 
their interests by a controlling voice or at least a seat in the 
directorate. 


3 26. Stockholders’ Meeting * 


The larger corporations in the United States make it their 
custom to send out notices of annual meetings to all stockholders, 
and to forward with these notices a printed proxy, which author- 
izes the secretary or some other officer of the corporation to repre- 
sent the shareholder at the annual meeting. Most of the cor- 
porations supply stamped envelopes and, if they do not hear 
from the shareholder, forward a second request for his proxy. 
All that the shareholder is asked to do is to sign his name, enclose 
the proxy in the envelope and mail it. Nevertheless the interest 
on the part of the average shareholder is so slight that only a 
small proportion of these proxies are ordinarily returned. It is 
easy enough to return the proxy, but it is just a trifle easier to 
drop it into the waste basket. Probably the average shareholder 
sees no reason why he should take action one way or the other. 
He does not know whether the corporation is being well-managed 
or whether the officers and directors deserve his support or not. 


4See Book I, Ch. XLII, ‘Annual Meeting of Stockholders,” and Ch. XLIII, ‘Special 
Meetings of Stockholders,” 
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Except in very unusual cases, when there is an opposition and 
when a campaign to get his support is carried on, he knows that 
his vote will not have the slightest influence either for or against 
any man or measure. 

Usually the secretary and one or two other officials of the 
corporation take the proxies to the annual meeting, go through 
all the formalities of electing a chairman and a secretary, pre- 
senting reports, casting votes, and carrying out whatever pro- 
gram has been agreed upon by the officers of the corporation. 
Every year, for instance, an officer of the Union Pacific Railroad 
Company takes a satchel full of proxies, makes the trip from New 
York to Salt Lake City (the Union Pacific Railroad Company 
being incorporated in Utah) and holds the annual meeting. Even 
when action out of the ordinary is proposed, very few share- 
holders ever take the trouble to attend these meetings. 


§ 27. Helplessness of Minority Stockholders 


The minority stockholder is able to do little or nothing to pro- 
tect his interests even though he suspects impropriety on the 
part of his directors.’ W. Bourke Cockran, an eminent attorney, 
representing a stockholder of the International Steam Pump 
Company, appeared before the Supreme Court of the State of 
New York in an effort to compel the directors of the company to 
furnish more complete data than his client had previously been 
able to secure. ‘‘Doesn’t the existing law on corporations give 
you sufficient power to go in and inspect the books?” asked the 
Justice. “Why, your Honor,” replied Mr. Cockran, “they would 
only laugh at anyone who really tried to get at the books. It 
would take until doomsday.” 

Under recent decisions the New York courts have made it 
possible for shareholders to inspect the stock ledger and transfer 
books of their corporations for the purpose of procuring a list of 
the stockholders, but they cannot inspect the books of account. 


5 See Book I, Ch. LVIII, ‘‘Protection of Minority.” 
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§ 28. Status of Stockholders in Other Countries 


In other countries, the tendency of the management to ignore 
the stockholders has not yet gone so far. Corporations in these 
countries are not of such enormous size as those in America. 
The custom of meeting the directors and officers at least once a 
year and of persistently seeking information as to the internal 
affairs of the company has not fallen so completely into disuse. 

Also the English statutes provide for the auditing of every 
company’s accounts by an independent accountant elected by 
the shareholders. The auditor is responsible to the shareholders 
and not to the directors, and he is legally liable to the company 
for any loss occasioned by neglect or carelessness on his part. 
The courts have said that it is the duty of an auditor not to con- 
fine himself to verifying the arithmetical accuracy of the balance 
sheet, but to inquire into its substantial accuracy. The report 
of the auditor must be sent to the shareholders. The courts have 
further said that an auditor does not discharge his duty by sim- 
ply putting the shareholders in the way of obtaining information; 
he must go beyond this and state his conclusions in unmistakable 
terms. 

In addition to this effective auditing of the company’s ac- 
counts, the annual meeting is a real and vital feature of the 
corporate system. The shareholders attend, hear reports, ask 
questions, and hear explanations. This “‘heckling,”’ as it is called, 
is expected, and public opinion makes it an effective discipline of 
the corporate managers. To explain mismanagement to a crowd 
of angry and disappointed investors is not a pleasant thing to 
anticipate, and it makes the managers much more cautious in 
their administration of the corporate business. 


§ 29. The Board of Directors 


The board of directors has the final authority within a cor- 
poration. The board elects officers, determines policies, author- 
izes contracts, passes on methods of financing, declares or with- 
holds dividends, and in general manages all the affairs of the 
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corporation. This describes their legal status and _responsi- 
bilities.6 

In practice, however, boards of directors are likely to become 
mere appendages or echoes of some one or two individuals who 
actually direct the corporation. The real, final authority is fre- 
quently lodged in the president, if he is an active man and per- 
forms all the duties of his office, and the board of directors simply 
ratifies his decisions. This is frequently the case even though 
the directorates may be made up of able and forceful men. 
Under the American system they have no direct interest, except 
as shareholders, in the profits of the corporation, and cannot 
afford to devote a great deal of time and thought to its activities. 
They have confidence, presumably, in the president or in the 
chief officer or officers, whoever they may be, and they prefer for 
their own convenience and comfort to leave the whole corpora- 
tion in the care of its actual head. 

Under such conditions the thing that frequently happens is 
that the shareholders elect directors; the directors elect a presi- 
dent or other chief officer; and this man designates the other 
officers, fixes the policy of the concern, and carries on all its 
affairs subject only to the formal ratification of his board. So 
long as the president and other officials are well chosen, the sys- 
tem works well. Its weakness lies in the fact that the directors 
themselves are poorly informed and are left in a helpless or ignor- 
ant condition as compared with the officers; hence they are quite 
unable to protect themselves or the corporation against practices 
on the part of the officers that are perhaps detrimental. In place 
of a representative democracy, which is the ideal form of govern- 
ment for a corporation, they substitute a small despotism. 


$30. Inefficiency among Directors 

This failure of the board to function is due, in the United 
States, partly at least to the custom of choosing directors of im- 
portant corporations from a very small circle of well-known busi- 
~~ §See Book I, Ch. XVIII, “Directors.” 
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ness men. The result is that one man may, nominally, serve on 
10, 20, 50, or even 100 different boards. Even though some of 
these boards may be those of subsidiary corporations which 
transact nothing but the most formal business, nevertheless the 
men who are members of so many boards cannot be thoroughly 
informed as to the affairs of any of them. Within recent years 
there has been a significant tendency to reduce the number of 
directorates of which one man is a member, but the number is 
still too large. Henry L. Doherty, who is largely interested in 
public utility properties, is a director in 83 corporations; Alfred 
H. Smith, president of the New York Central Railroad, is a direc- 
tor in 88 corporations; Albert J. County, vice-president of the 
Pennsylvania Railroad, is a director in 110 corporations. 

The report of the Interstate Commerce Commission on the 
financial history and status of the New York, New Haven and 
Hartford Railroad, strongly condemns inactivity and ignorance 
on the part of the directors. To quote the plain language of the 
Commission: 


There are too many ornamental directors who have such 
childlike faith in the man at the head, that they are ready to 
endorse or approve anything he may do. . . . The minutes of the 
New Haven’s meetings reveal that the Board confined itself almost 
wholly to ratifying and authorizing action; there was little real in- 
formation or discussion. None of the directors would have been so 
careless in the handling of his own money as the evidence demon- 
strated they were in dealing with the money of other people. 


§ 31. Real Function of the Board 


On the other hand, there is sometimes a mistaken idea that 
the board of directors ought to manage all the details of a busi- 
ness. Its real function is in selecting the right officials, outlining 
policies, and passing well-informed judgment from time to time 
as to the efficiency and honesty of the management. One of the 
most successful publishers in the United States, the late Henry 
Watterson, gave a very forceful opinion of directorates which 
run too much to details. Referring to the management of the 
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New York World after the death of the organizer and former pro- 
prietor, Joseph Pulitzer, Colonel Watterson said: 


I understand that the paper is edited by a board of directors. 
You might as well try to run a locomotive by a board of directors. 
The moment the wisdom of one man or two men is superseded by 
the folly of one man or two men, the efforts of a lifetime may then 
and there bé wrecked. It has been done repeatedly. 


In other words, the quick and usually correct decisions of one or 
two men familiar with the conditions are preferable to the com- 
promise decisions of a body of men, even though these latter may 
be, as to individuals, quite as capable. 


§ 32. Compensation of Directors 


It has been suggested that the reason for the inefficiency and 
tue light ethical standards characteristic of so many directorates, 
is to be found not only in wrong practice in selecting these men, 
but also in wrong practice in compensating them. In many for- 
eign countries, notably in Continental Europe, it is the custom 
to distribute among the directors at the end of each year a fixed 
percentage of the net profits; thus each director, even though he 
may not be a heavy shareholder, has a direct and personal inter- 
est in building up the profits. He is less likely to wink at incom- 
petence or to avoid criticism that would be for the good of the 
corporation, if he realizes that he must himself pay a portion of 
the penalty in the form of reduced compensation. Paul War- 
burg, formerly of the firm of Kuhn, Loeb and Company, has ex- 
pressed his belief that in this country we should follow the Euro- 
pean plan of paying directors in proportion to the profits the 
corporation earns under the management. One important gain 
in this plan is that it becomes easier to secure as directors men 
who may themselves have only a small shareholding interest in 
the corporation; the range of choice is widened. 

As matters stand now, a man who becomes a director of an 
important corporation usually takes the position for one of three 
teasons: because he has a large share-interest that he feels he 
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should protect, because it adds to his prestige, or because it gives 
him a connection or ‘‘inside” information that has a cashable 
value. The second motive has a strong influence in making up 
the directorates of banking institutions. ‘‘Membership on the 
boards of good banks,” someone has said, “‘is largely a social 
function.” This is not the way to get efficient, hard-working 
directors. Under the American system it is a common practice 
to pay nominal fees for attendance at board meetings, but these 
seldom amount to more than $20 a meeting, and are not a factor 
cf any real weight. 


CHAPTER IV 


THE CORPORATION IN MODERN BUSINESS; 
HOLDING COMPANIES 


§ 33. Widespread Use of the Corporation 


The great commercial agencies of the United States list some. 
2,180,000 individuals, firms, and corporations as being in busi: 
ness. Over 320,000 corporations in the United States filed 
income tax returns for the calendar year ended December 31, 
1919. This would seem to indicate that about 15% of all busi- 
ness enterprises are organized in the corporate form. However 
these figures do not in themselves give any adequate idea of the 
relative importance of the corporate form. The 85% of business 
enterprises owned by individuals or by partnerships include, 
with comparatively few exceptions, only small concerns. The 
320,000 corporations include almost every important business 
undertaking of the country. 

It is interesting to note the distribution of the corporations 
of the country on the basis of their capitalization as shown by the 
last census: 


184,554 corporations with capital of less than $1,000,000 
“ 
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54 « a «¢ ~~ {00,000,000 and over 


In other countries, also, large enterprises are almost always 
organized under the form which there corresponds to our 
corporation. 
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§ 34. The Small Corporation 


Yet, as shown by the foregoing table, the corporation is by 
no means confined in its usefulness to concerns doing -an enor- 
mous business. On the contrary, it is becoming every year more 
and more frequent to organize even small enterprises in this 
form. The “one-man” or “close” corporation is no longer an 
isolated phenomenon. Thousands of men who prefer to have 
themselves and their estates relieved from possible liabilities 
due to misfortunes of business, or who wish to organize in such a 
way that it will be easy to sell interests or gradually to transfer 
the control, have decided to adopt the corporate form. 

Also it is becoming more and more common to incorporate 
the estates of deceased persons and to distribute shares in the 
corporation among the heirs of the estate so that a proper 
division of interest may be secured without a physical division 
or forced sale of the property. Small corporations for temporary 
purposes, also, are not uncommon. An individual may get up 
a corporation to publish a book or to carry through a speculation 
in real estate. 

Indeed, the question is often raised whether this tendency 
is not carried too far; whether enterprises that would be better 
off as temporary syndicates or as special partnerships, are not 
unthinkingly organized as corporations. As regards many in- 
dividual cases, the suspicion is no doubt well justified. On the 
whole, however, there can be little question but that the corpora- 
tion has proved itself useful, sound, and economical, not only for 
nation-wide and world-wide concerns, but for small and local 
enterprises as well. 


$ 35. The Army of Stockholders 


Another point to consider here is the great number of persons 
interested in corporations as holders of their stocks and bonds. 
A single corporation—United States Steel—has over 189,000 
stockholders. This is of course exceptional, but when we con- 
sider that over 320,000 corporations make annual income tax 
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reports it is obvious that the total number of stockholders is 
far up in the millions. Ona smaller scale, the same thing is true 
in other countries. It constitutes one sound reason for saying 
that the corporate form of organizing enterprises is becoming 
one of the far-reaching factors in modern business life. 


§ 36. Is the Corporate Organization Efficient? 


Adam Smith, the first and perhaps the greatest of economists, 
was extremely skeptical as to the usefulness of the large “‘joint- 
stock” companies which in his day were just beginning to play a 
prominent part in business life. ‘Without a monopoly,” he 
says, “a ‘joint-stock’ company, it would appear from experience, 
cannot long carry on any branch of foreign trade, for it is a 
species of warfare in which the operations are continually 
changing, and which can scarcely ever be conducted successfully 
without such an unremitting exertion of vigilance and attention 
as cannot long be expected from the directors of a joint-stock 
company.” Elsewhere he asserts that ‘“‘negligence and pro- 
fusion must always prevail more or less in the affairs of a ‘joint- 
stock’ company.” 

In view of the rapid spread of the joint-stock or corporate 
form of organization and the immense number now in existence, 
it may seem at first glance that wise old Adam Smith for once 
was entirely wrong. Yet, if he were to step into twentieth cen- 
tury life and read all the details of the various corporate failures, 
some of them verging on the scandalous, that are from time to 
time brought to light, he would perhaps not be easily convinced. 


§ 37. Reason for Adoption of Corporate Form 


As a matter of fact, it is probably true that the many advan- 
tages offered by the corporate form, such as the freedom it offers 
from individual liability, its convenient stock system, its per- 
petuity, etc., are more responsible for its widespread adoption, 
than any claim it can reasonably offer to superior efficiency. 

There are some features of corporate organization which are 
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no doubt an improvement in respect to efficiency, over any other 
forms of organization. The people who supply the money are 
not necessarily the ones who personally manage the enterprise; 
and this leaves, or should leave, an opportunity to engage men 
of special talent as managers. The custom at one time was to 
select one of the largest stockholders as the nominal president 
of an important bank, railroad, or manufacturing corporation, 
but this has now been largely abandoned in favor of making the 
responsible manager of the institution also its president, although 
he may hold but a few shares of stock. On the other hand, the 
most important or influential stockholder, instead of becoming 
president, is now more frequently made chairfnan of the board— 
a position which usually pays no salary. Furthermore, it is 
at least theoretically true that the creation of a board of directors 
who can oversee and direct its officers, is a striking gain. 


§ 38. Causes of Corporate Inefficiency 


While the corporate form of organization has many ad- 
vantageous features some of which should contribute directly 
to its efficiency, as suggested in the preceding chapter, these ad- 
vantages are too often nullified by the selection of incompetent 
or overoccupied directors. As Adam Smith foresaw, these men 
are not so zealous in protecting the shareholders as they are in 
advancing themselves. Sometimes responsibility is so divided 
that it rests too lightly on the shoulders of each individual 
director. Hartley Withers makes the interesting comment that 
“the real business of most boards is done by a small minority 
who save the rest from the consequences of their inexperience.” 
He continues: 

In actual practice the notion that the board is chosen by the 
shareholders or is really representative of the shareholders, is 
generally a delusion. The board either forms itself or is formed by 
the promoter and fills its own vacancies, subject only to the purely 
formal confirmation of the shareholders. The officers are chosen 


by the board or by one another, and joint-stock companies are thus 
governed in practical fact by a self-elected oligarchy. 
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This is true not only in London, which Mr. Withers has in mind, 
but in New York, Montreal, Paris, Berlin, and every other part 
of the world. How do these self-chosen oligarchies work, and 
what do they accomplish? 


§ 39. Insolvency of the Northern Pacific 


During a period of almost ten years, Henry Villard was not 
only a director of the Northern Pacific Railroad Company, but 
was president of the company, and was generally regarded as 
its active and responsible head. In his ““Memoirs,’”’ no doubt 
wishing to relieve himself in part at least from responsibility for 
the insolvency of the company under his management, he says: 

in 1891 Mr. Villard ... made. . . his last official tour of 
inspection of the main line and principal branches of the Northern 

Pacific . . . The most alarming impression of all made upon him 

was the revelation of the weight of the load that had been put upon 

the company by the purchase and construction of the longer branch 

lines in Montana and Washington, which he then discovered for 

the first time . . . . They represented a total investment in cash 

and bonds of not far from $30,000,000, which together hardly 

earned operating expenses. The acquisition and building of these 
disappointing lines had in a few years absorbed the large amount 

of consolidated bonds set aside for construction purposes, which 

had been assumed to be sufficient for all needs in that direction for a 

long time. 


It is clear that Mr. Villard, whatever may have been his 
abilities and good intentions, had not been devoting sufficient 
attention to the business of this corporation to intelligently 
direct its affairs. 


§ 40. Management of the Colorado Fuel and Iron Company 
Some interesting testimony along somewhat the same line was 
given by John D. Rockefeller, Jr., when called before a subcom- 
mittee of Congress and questioned as to his control over the 
Colorado Fuel and Iron Company. Mr. Rockefeller testified 
that his father held 40% of the common and 40% of the preferred 
shares in this company. He stated that he personally was a 
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member of the board of directors, but did not attend meetings, 
and explained that he had every confidence in the officers of the 
company and kept in touch with them by correspondence. The 
chairman of the committee intimated that Mr. Rockefeller 
should have attended an important meeting in October. “If 
you mean that I should have gone to Denver to attend a meeting 
of the board of directors,’ was the reply, “I will say that it is 
not by attending the board meetings that we keep in touch with 
the officers. If the time comes when we cannot rely on the 
officers then we will get somebody else, for it is impossible for 
us to attend to all of these things ourselves, and we have got to 
get the ablest men obtainable to act for us.” 


§ 41. Present Status of the Corporation 


In spite of the defects that develop in the corporate mechan- 
ism and the abuses that sometimes creep in when businesses are 
conducted under the corporate form, it does not follow by any 
means that the corporate form is to be condemned. The perfect 
system of business organization has not yet been devised, and 
abuses will creep in under any existing form of business organi- 
zation. Furthermore, the defects of the other existing forms of 
business organization are greater than those of the corporation 
and, on the other hand, the corporation possesses advantages 
which are found in none of these others. It is, in short, the most 
useful form of business organization that has yet been devised. 

To sum the matter up, it may be said that without the use 
of the corporation—or some effective substitute—the vast 
extension of modern business could not have been effected. 

Although merely an immaterial form, it has nevertheless 
wielded an economic and social influence greater than any other 
purely conceptual entity of the last century. The contribution 
of the corporation to the evolution of the form of modern in- 


dustry has been no less potent than that of machinery to its 
technique. 


' Dewing on Finan. Pol, of Corp. 
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§ 42. Holding Companies 

A striking development of recent years has been the growing 
use and importance of companies which hold the stock of other 
corporations. There was originally no thought that corpora- 
tions might be organized for any other purpose than to conduct 
directly the business operations specified in their articles of in- 
corporation. It was in time discovered, however, that among 
the possible activities of a corporation might be the holding of 
the securities of other corporations. 

At the beginning, the only use made of this power was to 
purchase interests that could be regarded as useful to the corpora- 
tion or as subserving the main purpose for which it was created. 
This remains today the most common and important purpose for 
which corporations acquire the shares of other corporations. 

But the holding company device has proved extremely useful 
also for another purpose on which public attention has been 
largely centered. This purpose is to achieve a combination of 
competing concerns which will restrain competition and be 
within the requirements of the law. This subject has been so 
fully discussed in various books and articles that it needs but 
brief reference.2 


§ 43. Development of the Holding Company 


Before the adoption of the “holding” company device, com- 
binations of competing concerns had been effected in several 
different ways. The first attempt to achieve such combinations 
in the United States was made by competing railroads which 
worked out various “gentlemen’s agreements” for the regulation 
of rates and competitive methods. These agreements never 
Stood the strain of every-day use for any long period. They 
always broke down because they were not hard and fast con- 
tracts; they were differently interpreted by the various indi- 
viduals who entered into them and they had no legal sanction. 


2 See Book I, Ch. LVII, “Holding Companies.” 
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Another form of combination that has proved unsuccessful 
in this country— though it has worked to some-extent abroad — 
is the “pool” or selling agency, which is an agreement to restrict 
production and sales, and which frequently accomplishes this 
purpose by having all the sales of the competing companies 
handled by one selling organization. This arrangement was 
found to be illegal in this country and was given up more than a 
generation ago. ' 


§ 44. The Export Association 


In 1918 the pool or selling agency was legalized for export 
purposes by the passage of the so-called ““Webb-Pomerene Law,” 
which expressly authorizes the formation of export associations 
of “any corporation or combination, by contract or otherwise, 
in the form of two or more persons, partnerships, or corpora- 
tions.” Perhaps the best-known organization under this law 
is the Copper Export Association, Inc., in the formation of which 
seventeen companies participated, all of them prominent in 
copper production, refining, or export. In the early part of 1921 
this association held some 400,000,000 pounds of refined copper 
for resale in foreign markets. Against this, to finance its con- 
stituent companies, it issued $40,000,000 of gold notes to be - 
paid from the proceeds of its stock of copper as this was sold. 


§ 45. The Trust and Its Successors 


The successor of the pool or selling agency for domestic 
activity was the monopolistic “‘trust.’’ Under this form of com- 
bination, controlling shares in competing corporations were 
turned over to a group of trustees who issued in exchange 
trustees’ certificates. The trustees were able in this way to direct 
all the corporations and to restrain their competition with each 
other. In the late eighties this arrangement also was found to 
be illegal and the trusts already formed were dissolved. 

Shortly afterward began the use of the “holding” company 
to accomplish this same purpose. One corporation was formed 
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which purchased the controlling shares of competing corporations 
and was thus able to direct them in the same way that the trusts 
had previously done. 

A variation of this was the formation of a large corporation 
that bought up the entire plants, patents, and properties of com- 
peting companies. Payment was usually made in securities of 
the large corporation, which the absorbed corporations distri- 
buted among their stockholders before they were dissolved. 
The same large corporation would also, where it seemed advan- 
tageous, merely buy up stock enough to control and would in that 
case act as the usual holding corporation. 

Both of these plans are in use today, and’ both may be dis- 
solved by the courts, if evidence is brought forward showing that 
the arrangement is being used to stifle competition, to enhance 
prices, or to restrain trade. 


§ 46. Present Status of Holding Companies 


Out of the discussion and the various legal measures that 
have been taken to restrain them, there has arisen a popular 
feeling that all holding companies are questionable, and it has 
even been sériously proposed that corporations should be for- 
bidden to hold stock in any other corporation. Yet as a matter 
of fact, no real legal objection to a holding company in itself 
has ever been raised. The only question that has arisen is 
whether the particular holding company or companies have been 
used for purposes of restraining trade and competition, and it is 
that use which is forbidden. For any purpose that is legal for 
a corporation, a holding company may be used as effectively and 
with as little legal objection as ever. 

There are two purposes for which the holding corporation 
may be legitimately used: 


1. To bring about a grouping or combination of concerns 
that are non-competitive. This occurs most fre- 
quently in the public utility field. 
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2. To control subsidiary corporations in such a way as to 
advance the main interests of the holding company, 
but not with intent to prevent or restrain competition. 
The holding corporation in such case is designated as 
“the parent company.” 


§ 47. Holding Companies in the Public Utility Field 


The best illustration of the use of the holding corporation for 
the first purpose is to be found in the public utility field. There, 
as stated in a brief filed with the Interstate Commerce Commit- 
tee of the United States Senate:3 


The total capital employed in electric, gas, street and interurban 
railway companies, commonly called ‘public utility corporations,” 
in this country today is estimated to exceed eight billion dollars. 
Of this capital, nearly five and a half billion dollars are controlled 
by holding companies and their subsidiary companies. Of the 
approximately eighty-nine millions of people served by electric 
light and power and gas companies over sixty-two millions (approx- 
imately 70 per cent) are served by holding company systems. 


§ 48. Advantages of the Holding Company 


The chief advantages of the holding company as used in con- 
nection with public utilities are: 


1. The able management and expert assistance supplied by 
the holding company. Most of the local companies are in 
small cities and do not have the resources which would enable 
them to employ high-priced talent. The holding companies, 
through their superior resources and organization, are able to 
supply this and thus to increase the efficiency of the local 
companies. 

2. The more adequate financing made possible by the 
standing and superior marketing facilities of the holding com- 
pany. The securities of the local public utilities can be sold 


3 Quoted in 4 Dewing on Finan. Pol. of Corp., p. 130 (footnote). 
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only in or near the place of their operations; the securities of 
great holding companies, though largely based upon these same 
local securities, enjoy a national and even international market 
and consequently can be sold more widely and on a much 
better basis. 


$49. Parent and Subsidiary Corporations 


A subsidiary corporation may come into existence through 
the creation of a separate corporation to handle a distinct phase 
of a company’s business, or through the purchase of interests in 
companies previously existing, the main corporation being in 
this case the holding company.‘ The use of subsidiary corpora- 
tions is becoming more and more extensive. A certain manu- 
facturing corporation, for instance, has no less than six sub- 
sidiary corporations, i.e., one operating company, one selling 
company, one purchasing company, one company owning a 
short railroad, one real estate company to buy lands and to 
erect buildings, and another company to operate these buildings. 

The advantage of forming a distinct corporation in such a 
case, rather than to simply establish another department of the 
business, is not always clear to the outsider. Various reasons 
may lead to its formation. Frequently a subsidiary corporation 
is organized to meet personal requirements. A first-class real 
estate man, for example, may not desire to come to a corporation 
as a paid employee, but would be willing to assume the manage- 
ment of a distinct corporation, even though this be subsidiary to 
the other corporation, under conditions that would enable him 
to secure adequate profit. 

Another condition frequently arising is where it is desired to 
give the manager of a plant, or of a branch office, an opportunity 
to acquire a personal stock interest in the operations directly 
under his control, and this can be most easily done through the 
formation of a separate corporation. Other motives may come 


4See Book I, § 527. 
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into play, as for instance in the case of a furniture business which 
included among its activities the sale of papers for wrapping and 
packing furniture. This company found that difficulty was 
being experienced by its sales force in selling people interested 
in suh pcapers, because of the impression that the salesman had 
only furniture for sale. The difficulty was easily overcome by 
forming a separate company to handle the sale of paper, with a 
separate name, stationery, and sales manager, but otherwise 
conducted as a part of the parent business. 

It may be thought strange that a corporation holding a 
charter and grant of powers from the state, could be organized so 
lightly and for so minor a purpose, yet such incorporations are 
not at all uncommon. It has become so easy and so customary 
to organize a corporation for some specific purpose, that it is 
frequently done with little thought and often when little or 
nothing is gained. The arrangement is in many instances of the 
greatest advantage, and we should not be misled by any popular 
outcry against corporations and holding companies into con- 
demning or endeavoring to prevent practices that on the whole 
make for business efficiency, 


Part II—Corporate Securities 


CEA TL Ecsy: 


COMMON STOCK! 


§ 50. Owned and Borrowed Capital 


The capital funds used in any business enterprise fall into two 
classes: “owned funds” and “borrowed funds.” In an in- 
dividual proprietorship or in a partnership the distinction is 
clear and easily made. The capital funds of such a business are 
represented on the liability side of the balance sheet, first by 
obligations, or “borrowed funds,” and secondly by proprietor- 
ship, including whatever surplus has accumulated. 

In a corporation the distinction between ‘‘owned”’ and “bor- 
rowed” capital is not always so clear. As in the partnership or 
sole proprietorship, the capital funds are represented on the 
liability side of the balance sheet by: 


1. Its obligations or “borrowed funds.” 

2. Its capital stock, surplus, and reserves—which take the 
place of the proprietorship accounts of the other forms 
of business organization, and represent the “owned 
funds” of the corporation. 


But any outstanding bonds are entered among the borrowed 
funds as a matter of course, and equally as a matter of course any 
outstanding preferred stock, as part of its capital stock, is 
entered among its owned funds. Yet the distinction between 
bonds and preferred stock is not always clear. Many modern 


1See Book I, Ch. X, “Stock.” 
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issues of preferred stock are not only redeemable, but carry as 
one of the conditions of issue a sinking fund provision to insure 
this redemption. On the other hand, participating bonds which 
share in the profits of the corporate business beyond their fixed 
interest are occasionally issued, and income bonds the interest 
on which is payable only when earned, are a not uncommon 
feature of corporate financing. Indeed, it would be difficult to 
fix on any dividing line which clearly separates the shareholders 
of a corporation from the holders of its bonds. 

Nevertheless, we may in general follow the customary line of 
distinction and say that the bonds, notes, accounts payable, 
and other obligations of a corporation may be regarded as repre- 
sentative of borrowed capital, and that its outstanding shares of 
capital stock, both common and preferred, may be regarded as 
representative of owned capital. 

Some companies have practically nothing but owned capital; 
that is to say, their borrowings are almost nil. Ordinarily the 
only corporations inthis condition are those which have just 
started, or those which are small and struggling and have not the 
credit which would enable them to borrow even on short time. 
Once in a while, however, we find a large corporation which 
follows the same policy. For instance, the W. L. Douglas Shoe 
Company, with a capitalization of common and preferred stock 
of over $5,000,000, carries on the liability side of its balance sheet 
only common stock, preferred stock, and current accounts pay- 
able. The same thing is true of the Singer Manufacturing Com- 
pany, which has $90,000,000 of common stock but no funded 
debt of any kind, 


§ 51. Stocks and Shares 


The title of this section is that of a very readable English 
publication to which reference is made below. At first glance 
the combination of words in the title seems to the American 
reader so much nonsense, for in the United States we are accus- 
tomed to apply the two words “stocks” and “shares” almost 
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indiscriminately, both meaning the units of a corporation’s 
owned capital. We derive our meaning of the word “stock” in 
its financial sense from its original meaning of something heaped 
up like a stack; this is the sense in which it is used in the phrase 
“stock-in-trade.”” Adam Smith uses the word to mean the 
capital of a firm or company, and this meaning has survived in 
the United States, but not in Europe. In England, stock is 
distinguished from shares by the fact that it is divisible into, and 
transferable in, odd and varying amounts, ranging from tens of 
thousands down to a penny. At the original subscription any- 
one may take any odd amount of the stock that he cares for. 
The Stock Exchange calls the amount that is not divisible by one 
hundred, a “broken lot.”” Stock is quoted on the London Stock 
Exchange at so much per £100. Shares are distinguished from 
stock by the fact that they are expressed in terms of definite 
amounts and are indivisible. There are, however, some few 
English companies that will transfer fractions of shares.? 


§ 52. United States vs. English Practice 


In the United States there is no security which corresponds 
to what the English call “stock.” The owned capital of any 
corporation is always represented by an issue of shares, each share 
being of a uniform amount with the other shares in the same 
series, and of like standing and rights. In both countries the 
capital stock of the corporation may be of two or more classes, 
which in this country are usually called “common” and “‘pre- 
ferred.” In England the more usual titles are “ordinary”’ and 
“preference,” and in that-country there is a much larger variety 
of shares thah we have here. There are ‘deferred shares,” 
‘founders’ shares,” “deferred ordinary shares,” “preferred ordi- 
nary shares,”’ and so on almost indefinitely. In this country, 
after we have used the terms “common” and “preferred”? we 
usually fall back on such matter-of-fact titles as “Class A,” 
“Class B,” “first preferred,” “second preferred,” and the like. 


2 Hartley Withers on Stocks and Shares, pp. 33-38. 
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§ 53. ‘Common Stock” or ‘‘Ordinary Shares” * 


In the United States we speak of “common stock”; in 
England they use the term “ordinary shares.” The two ex- 
pressions are practically identical in meaning; both refer to 
shares which have no special privileges or rights but which are 
entitled to whatever capital or income remains after prior claims 
have been satisfied. One verbal exception to this general state- 
ment may be noted. In English usage there are sometimes 
“deferred” or “deferred ordinary” shares, which are inferior in 
claims to the so-called ordinary shares. In this case the shares 
that are called ordinary are really ‘“‘preferred.” 

Occasionally this same practice is found in the United States. 
For instance, the Nassau Gummed and Coated Paper Company 
has two classes of common stock, which are known respectively 
as ‘Common Class A’” and “Common Class ‘B’.” Voting 
power is vested only in Class ‘“‘A,’”’ which accordingly is given 
preference in this respect over Class ‘“‘B.” Class ‘‘A”’ also has 
a dividend preference over Class “‘B,”’ which is sold only to 
employees of the company. Customarily, however, common, or 
ordinary shares are all of the same class and represent the final 
equity in the enterprise after prior claims have been made. 

The simplest case of capitalization arises when a corporation 
has outstanding only one class of stock and no notes or bonds. 
The laws of some of the states specifically provide that in the 
absence of any special preference for certain classes of stock, all 
stock shall be of one class and shall be known as common stock. 
Any stock that is set aside and given special privileges has still 
all the rights of common stock, except so far as these are taken 
away or limited by statute or charter provision. 


§ 54. Special Forms of Shares 


There are many peculiar varieties of capital shares which do 
not come definitely within the two main classes, common and 
preferred, or which have notable features. In Great Britain it 


3 See Book I, § tor; for discussion of shares witout par vafue, see Book [, Chs. XIV-XV1. 


Ch. 5| COMMON STOCK 509 


is a common practice to compensate the organizer of a corpora- 
tion by giving him a final claim on earnings which is valid only 
after all the claims of those who have furnished capital have been 
fully met. The shares which represent this claim are variously 
known as “founders’ shares,” “management shares,” and ‘“‘de- 
ferred shares.” Although this practice is frequently con- 
demned, it seems at least as defensible as the custom in the 
United States in accordance with which the promoter of a cor- 
poration retains by way of compensation as much as he can of 
the common stock. 


§ 55. Founders’ Shares‘ 


Deferred, management, or founders’ shares in England are 
usually of very small par value—most commonly, one shilling 
per share. In case the corporation succeeds in fulfilling the 
expectations of its organizer, the founders’ shares may come to 
receive large dividends and to possess a high market value alto- 
gether out of proportion to their nominal value. Indeed, there 
are instances in which separate companies have been formed in 
order to hold the founders’ shares and distribute interest in them 
in a more convenient manner. A slightly different plan was fol- 
lowed by the holders of the founders’ shares in the original Suez 
Canal Company. There were 100 of these shares which were of 
no par value but which were entitled to 10% of the surplus 
profits. These 100 shares were divided into 100,000 and were 
sold on the open market. The customary arrangement is that 
founders’, management, or deferred shares shall take one-half 
the profits remaining after the ordinary shares have received a 
given rate of dividend. 

Occasionally founders’ shares are employed in this country, 
as was the case in the organization of the United Retail Stores 
Corporation, which issued 160,000 founders’ shares without par 
value, which were sold at $5 a share to those identified with the 
management. Class “A” common shares were also issued and 


4See Book I, §§ 116, 117. 
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sold at $70 a share. The founders’ shares ranked equally with 
Class ‘“‘A”’ shares in dividend distributions. 


§ 56. Restrictions on Sale of Stock 


Sometimes voting shares are subjected to peculiar restrictions 
for the sake of forestalling any danger of losing control or of 
bringing into the management people who are not desired. For 
instance, one of the English tobacco companies had but three or 
four hundred holders of its voting shares and was controlled by 
a much smaller number. In order to maintain its character as a 
close corporation, it stipulated in the articles of incorporation 
that no shareholder might dispose of his shares except by offering 
them, through the company, to other shareholders at a price to 
be fixed by the shareholders from time to time. An exception 
was made with respect to the transfer of shares to members of 
the immediate family of a shareholder. The price fixed for trans- 
fers was always considerably lessthan the probable market value. 

In the United States small, close corporations sometimes 

attempt to accomplish the same result by means of by-laws 
prohibiting the sale of stock to anyone not already a stockholder, 
or prohibiting the sale of stock without the consent of the direc- 
tors, or unless it has first been offered to the directors at a price 
not greater than that at which it is subsequently to be offered 
or sold to outsiders. These provisions, however, are illegal and 
unenforcible. Nevertheless they are sometimes adopted, and 
printed on the face of stock certificates to give notice that out- 
side purchasers are not welcome, and that whatever rights they 
may obtain they will be able to enforce only through legal process. 
Sometimes stockholders agree among themselves to withhold 
their stock from outsiders. Such a contract would be legal as be- 
tween the stockholders, but would not affect the rights of any out- 
sider who might purchase stock without notice and in good faith.’ 


5 See Book I, § 520. 


CHAPTER VI 
PREFERRED STOCK! 


§ 57. Nature of Preferred Stock 


Preferred stock is that which has some right or privilege not 
enjoyed by the ordinary or common stock. This preference us- 
ually takes the form of a prior dividend received by the preferred 
stock before any dividends may be paid upon the common stock. 
After payment of its preferred dividend, the preferred stock may 
participate further in dividends on prescribed terms, or it may 
be a non-participating stock which receives its preferred dividend 
and no more. . 

Preferred stock may also have restrictions. The most com- 
mon of these is the deprivation of the voting right. Preferred 
stock may also have other features which are, or are not privileges 
according to the conditions and the point of view. For instance, 
preferred stock is commonly made redeemable at any time at 
the option of the company, or at some specified time. In either 
case, if the stock is a safe, dividend-paying stock and especially 
if it is a participating stock, this redemption feature detracts 
materially from its value. To offset this and make the stock 
attractive, the redemption figure is usually placed above par, as 
105 oF 110, in some instances the redemption figure running up 
as high as 125. 


§ 58. Origin and Uses of Preferred Shares 

Preferred shares came into popularity in the United States 
chiefly on account of their utility in railroad reorganizations. It 
was arid is still customary in severe reorganizations to cut down 
the fixed obligations of the corporation by compelling some ot 


1 See Book I, Ch. XI, “Preferred Stock”; for form of certificate see Book IV, Form 80. 
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the junior hondholders to accept preferred shares in exchange for 
their bonds. By making this exchange the former bondholders 
retain their claims upon the income of the corporation, but, the 
claim is made simply a preference instead of a positive obligation. 
Except in reorganizations, preferred shares have been very little 
used in the United States by railroad corporations. 

The smaller corporations have also found preferred stock use- 
ful. One of the striking features of the stock market up to the 
time of the Great War was the successful floating of a large num- 
ber of preferred share issues by these smaller industrial corpora- 
tions. Sometimes the shares were sound, sometimes unsound. 
In either case it seemed to be fairly easy to dispose of them; the 
buying public had evidently been educated to like and approve 
industrial preferred shares. The better securities at high rates 
issued during the war drove these low-grade issues from the gen- 
eral market. They are now gradually reappearing. 

Preferred shares are on rare occasions used to distribute vot- 
ing power in such a way as to give control to a comparatively 
small group. The preferred stock of the Allis-Chalmers Com- 
pany referred to later in the chapter is of this kind. 

In the incorporation of partnerships, preferred stocks are 
often used to make the necessary adjustments. If it is desired 
to give equality of voting right, the partner having an excess of 
capital is given a similar excess of stock in non-voting preferred 
stock. Or common stock may be given to those who have the 
management and non-voting preferred stock may be given to 
those who are outside. By means of the two kinds of stock with 
the different powers, privileges, and limitations that may be 
attached to preferred stock, almost any desired difference of in- 
vestment or power of control may be secured. 


§ 59. Preferred Dividends 

The preferred dividend may be either cumulative or non- 
cumulative. A cumulative dividend is one which carries over 
from year to year; that is to say, in case the profits are not suffi- 


Ch. 6] PREFERRED STOCK 603 


cient to pay the full preferred rate in any given year, the unpaid 
dividends will remain as a prior claim to be paid in some succeed- 
ing year before dividends are declared on the common shares. 
Non-cumulative dividends give the preferred shares a prior claim 
for dividends each year; but in case these profits are not suffi- 
cient to meet the claims, or for other reasons dividends are not 
declared, no obligation rests upon the corporation to make up 
the deficiency in later years. 


§ 60. Non-Cumulative Dividends 


At one time most preferred shares were non-cumulative. But 
the non-cumulative feature has been found unsatisfactory be- 
cause of the conflict of interest between the common and the 
preferred shareholders as to the payment of preferred dividends 
each year. It is entirely in the discretion of the directors to de- 
cide whether or not the preferred dividend shall be paid. It is 
‘obviously to the advantage of the common shareholders—whom 
the directors more directly represent—to defer dividends on 
such preferred shares as long as possible, since the cumulating 
profits are usually lost forever to the preferred stock and inure 
directly to the benefit of the common stock. It is a simple mat- 
ter of accounting procedure to pass the profits of the corporation 
to increase surplus or perhaps to expend them in activities not 
immediately productive, as the establishment of a new magazine, 
or the introduction of a new product, and ignore preferred divi- 
dends entirely until sufficient profits have accumulated to pay 
dividends to both common and preferred stock. And these divi- 
dends may be large for the common stock but small for the pre- 
ferred stock considering the number of dividends it has missed. 
Obviously, there is plenty of opportunity for unfair diversion of 
funds when preferred dividends are non-cumulative, 


§ 61. Effect of Non-Cumulative Preferred Stock 


Non-cumulative preferred stock is, in fact, a standing invita- 
tion to the directors, unless their ethical standards are high, to 


604 CORPORATE FINANCE [Bk. II- 


administer the corporate finances to the advantage of the com- 
mon stockholder. As stated, profits that might very properly 
have been applied to the preferred dividends are diverted into 
improvements or developments. These redound to the ultimate 
advantage of the company, but meanwhile stand in the way of 
dividends on the non-cumulative preferred stock until the com- 
pany has reached a point where common and preferred stock 
dividends are both possible. The preferred stockholder’s divi- 
dends for this period are absolutely lost as far as he is concerned. 
The company has profited at his expense. The directors might 
properly have paid them if they would, but decided in favor of 
the common stockholder. 

If investors were wise there would ordinarily be no sale for 
the non-cumulative stock, for there is no legal way for the holder 
of such stock to prevent the directors postponing dividends until 
the common stockholders can share equally or even receive more 
than do the holders of preferred stock. 

On the other hand, it must be admitted that when issued by 
a strong company with an honest administration, a non-cumula- 
tive preferred stock may be very ‘satisfactory. Such a stock is 
the 6% non-cumulative preferred stock of the International 
Nickel Company which has received its full dividends since 1906. 
Another similarly desirable non-cumulative preferred stock is 
that of the American Car and Foundry Company, which has re- 
ceived its 7% preferential dividend regularly since the organiza- 
tion of the company in 1899. Even better is the record of the 
American Cotton Oil Company which has paid a 6% dividend 
regularly upon its non-cumulative preferred stock since 1892. 
Unhappily for the record this dividend was deferred June 1, 1921, 
for the first time in the history of the company. 

It is to be noted that if the preferential dividend is to be non- 
cumulative, this fact must be clearly expressed in the formal 
provisions by which the stock is authorized. Where not so ex- 
pressed the courts have held the preferential dividends to be 
cumulative and payable in full out of the first profits before any- 
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thing is received by the common stock. The cumulative feature 
of preferred stock is, however, for the sake of security and defi- 
niteness usually covered by express provision. 


§ 62. Cumulative Dividends 


Cumulative dividends, on the other hand, have an uncom- 
fortable habit of piling up, and may become in the course of a 
few years so serious a burden as to leave no reasonable hope for 
dividends on the common shares. Such a situation might inter- 
fere with, or prevent entirely, additional financing were it needed. 
It is not at all uncommon in corporate experience for a company 
to go through several years of depression and limited income, and 
then, through good management or by some fortunate circum- 
stance, suddenly enter upon a period of prosperity. Naturally, 
the common shareholders, having received no dividends through 
the lean years, feel that they are entitled to some recompense. 
If a large amount of unpaid dividends on cumulative preferred 
shares stands in the way, it is now customary to try to find some 
way, under the conditions stated, of “funding” these unpaid 
dividends, thus satisfying both the common and the preferred 
shareholders. The funding of the unpaid dividends is usually ac- 
complished by issuing securities of some kind to the preferred 
shareholders in exchange for their dividend claims. Thus in the 
readjustment of the capitalization of the Interborough-Metro- 
politan Company in 1915, the holders of the 5% cumulative pre- 
ferred stock on which a considerable amount of dividends had 
cumulated, were given, in consideration of their surrender of 
these cumulated dividends, a new 6% non-cumulative preferred 
stock of the Interborough Consolidated Corporation. 


§ 63. Rates of Preferred Dividends 


Although preferred shares are entitled only to what is spe- 
cifically granted to them, some customs have become fairly well 
established. In the United States nearly all industrial preferred 
shares bear cumulative dividends. Before the Great War these 
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rates ranged from 6% to 8%, the great majority receiving 7%. 
During the time of the war the prevailing dividend rate rose to 
8% and has since remained there. Just why these percentages 
should have been chosen is somewhat difficult to say. Probably 
the best answer is to be found in the statement that high-grade 
preferred shares have been selling for several years on about an 
8% basis; that is to say, if they are 7% shares they sell at about 
$87.50 for each $100 share; if they are 8% shares they sell at 
about par. Inasmuch as shares, when they have a market value 
of or near par, are more convenient and more salable than would 
otherwise be the case, there is an advantage in making their 
preferential dividend 8%, or whatever the rate may be that will 
sell the stock at par. 


§ 64. Participation Rights of Preferred Shares 


Unless otherwise expressly provided, preferred stock partici- 
pates equally with the common stock in all dividends after both 
common and preferred have received an equal dividend. That 
is, if the preferred stock has received its preferential dividend of, 
say, 8% together with any cumulated arrearages, it participates 
no further in dividends until 8% has been paid upon the common 
stock as well, but thereafter both classes of stock stand upon 
exactly the same basis as to any further dividends declared dur- 
ing that year. If such further participation on the part of the 
preferred stock is not desired, it must be expressly denied. In 
such case the charter usually contains a provision prohibiting 
such participation, and the preferred shares then receive their 
fixed dividends, and no more. 

The usual preferred stock does not participate in profits be- 
yond its fixed rate, but there are numerous exceptions to this 
rule. For instance, in one remarkable case, that of the American 
Brake Shoe and Foundry Company, until recently 7% was paid 
on the preferred shares, 7% on the common shares, and the pre- 
ferred shares were then entitled to all additional earnings. The 
Westinghouse Electric and Manufacturing Company’s preferred 
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has a prior claim to 7% and, after the common has received 1%, 
shares equally with the common in any further distribution. 
The Chicago and Northwestern Railway’s preferred stock is 
entitled to 7%, to be followed by 7% on the common; then the 
preferred is entitled to an additional 3%, and thereafter if profits 
permit the common receives a similar amount. After this, both 
stocks participate equally in any further dividends. In 1920 the 
preferred stock received 7%, the common 5%. 

American International Corporation preferred participates 
equally with the common stock until both have received 7%, 
thereafter the preferred receives one-fifth of any additional 
amount declared in dividends that year, the common stock re- 
ceiving the remainder. j 


§ 65. Preference as to Assets 


Shares may be preferred not only as to dividends, but also as 
to assets; that is, in case of dissolution or insolvency, the full 
par value of the preferred shares is to be paid before any payment 
is made on account of the common shares. We.shall see, when 
we come to consider reorganization, that as a matter of fact going 
corporations are seldom sold or entirely liquidated and the assets 
distributed among the various security holders. It is usual to 
bring about a reorganization in which the claims of each class of 
securities are so readjusted that they may all be met by the cor- 
poration. Hence the prior claim of preferred shares upon assets 
is not to be taken too literally, but is to be regarded rather as a 
legal point of advantage in securing the best possible terms in 
case reorganization should become necessary. From this point 
of view, the preference as to assets is of considerable importance. 

The preferred stock of industrial corporations is almost in- 
variably preferred as to assets. 


§ 66. Voting Rights of Preferred Stock 


Preferred stock has the same right to vote as has the common 
stock unless the right is specifically denied. Usually it is denied, 
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or is given in some restricted form. Thus a protective feature 
given by many companies is the proviso that the preferred share- 
holders shall automatically obtain control, or partial control, 
over the directorate of the corporation in case their dividends are 
not paid. It is also customary to give the preferred the power to 
veto an increase of bonds or of preferred stock. The Wisconsin 
Central Railroad Company provides that in case of failure for 
two successive years to pay 4% dividends on its preferred, the 
preferred shareholders shall have the right to elect a majority 
of the directors. In the American Smelters Securities Company 
the preferred shareholders are permitted to vote if dividends for 
one year remain unpaid. The William Carter Company gives 
both the preferred and the common shares equal voting power, 
except that if there is default in four successive quarterly divi- 
dends on the preferred, or if the net quick assets are for one year 
less than the par value of the preferred shares outstanding, the 
preferred becomes the sole voting stock. The American Sumatra 
Tobacco Company provides that if unpaid dividends accumulate 
above 14%, the preferred shareholders shall have the right to 
elect a majority of the board and shall continue to have such 
right until all accrued dividends have been paid. The American 
Rolling Mill Company gives its 6% preferred stock the right to 
vote only when four successive dividend periods have been 
passed. 

All of these provisions appear to be equitable, although the 
mere grant of voting power to preferred shareholders, if the 
common shares still retain control of a corporation, may prove 
to be a concession of only slight importance. If it is expected 
and seriously intended that the dividends on preferred shares 
shall be paid regularly year after year, then it would seem only 
fair that the common shareholders, if they fail to live up to this 
expectation, should forfeit contro! and give the preferred share- 
holders a chance to see what they can accomplish. 

While preferred stock has every right of common stock that 
is not expressly denied, it is well to reiterate that, on the other 
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hand, the preferences granted to preferred shares are no more 
than are distinctly specified, and that these preferences may con- 
sist not only of prior claims as to dividends and assets, but even 
of prior claims as to voting. For instance, the preferred shares 
of the old Rock Island Company of New Jersey (the former hold- 
ing company for the Chicago, Rock Island and Pacific Railway) 
were entitled to elect a majority of the directors of that company. 
At the present time the preferred stock of the Allis-Chalmers 
Manufacturing Company has the voting power and is entitled 
to elect a majority of the board of directors. 


§ 67. Redemption of Preferred Shares 


It has already been noted that in modern corporations the 
distinction between owned capital and borrowed capital is some- 
times shadowy. Preferred shares, for instance, are sometimes 
protected and subject to redemption in such a way as to bring 
them almost, if not wholly, into the same class as junior bonds. 
It is very common practice for a company: to reserve the right 
to redeem preferred shares, usually at a premium varying from 
5% to 25% or more. The decision of the matter, however, rests 
with the corporation. Further than this, many companies make 
redemption obligatory and even provide for the building up of 
sinking funds for this purpose, just as in the case of sinking fund 
bonds. The California Petroleum Corporation, for example, has 
set aside 5 cents on each barrel of petroleum sold, to redeem its 
preferred shares, which are subject to call at any time after three 
years from date of issue, at 120. The Studebaker Corporation 
and the Underwood Typewriter Company both have sinking 
funds for this purpose. 

There are a number of provisions concerning the redemption 
of preferred shares, that are worth noting. The General Asphalt 
Company has outstanding $7,541,100 5% cumulative preferred 
which is convertible into common at any time on even terms, in 
addition to which the preferred shareholder will, for each share 
exchanged, receive a bonus or premium of $50 of common stock; 
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that is, for each single share of preferred stock he turns in, he will 
receive a share and a half of common stock—$150 of common 
stock for each $100 of preferred. 

As to the rate of redemption, the Fisk Rubber Company has 
an unusual provision to the effect that in case of forced liquida- 
tion the preferred stock is entitled to par and accrued dividends, 
but in case of voluntary liquidation it is entitled to 110% of par 
and accrued dividends. The preferred stock of the Studebaker 
Corporation may be called at 125, and the preferred stock of the 
Underwood Typewriter Company and of the F. W. Woolworth 
Company may be redeemed at the same figure. 


§ 68. General Protection of Preferred Stock 


It is also becoming a more and more prevalent custom to 
protect preferred stock by specific provisions as to ratio of cur- 
rent liabilities to current assets, of net surplus to capital, of divi- 
dends to current surplus, and the like. The Stollwerck Choco- 
late Company, for instance, may not pay any dividend on its 
common stock until the net quick assets are equal to 75% of the 
first preferred stock outstanding, and may not pay dividends on 
the common stock in excess of 5% until the net quick assets 
equal the full face value of the outstanding first preferred stock. 
Montgomery Ward and Company, Inc., provide that no addi- 
tional preferred beyond the present issue can be put out unless, 
after such issue, the net quick assets shall equal at least 120% 
of the outstanding preferred. The Griffin Wheel Company has 
a number of detailed provisions. Additional issues (after the 
original issue) of its preferred stock cannot be put out up to more 
than 6624% of the cost of improvements, extensions, or increased 
working capital. Common dividends may not be increased to 
more than 7% unless the net tangible assets are at least 150% 
and net quick assets 50%, of the preferred shares; even then the 
common may get only one-half the surplus earnings above the 
preferred and previous common dividends. When the tangible 
assets rise to 200%, the net quick assets being 50% of the pre- 


Ch. 6] PREFERRED STOCK ; 611 


ferred, the directors of this company may declare such dividends 
on the common “‘as may be deemed prudent.” 


§ 69. General Characteristics of Preferred Shares 


From the various examples that have just been cited, the 
reader may construct a composite picture of preferred share 
issues. He will find that they range in their fixed dividend rate 
from as low as 6% to as high as 10%, with a marked preference 
among industrials for 8%. He will find that of the older pre- 
ferred stocks, a great majority either are irredeemable or are 
redeemable at the option of the corporation, so that they are not 
obligations of the issuing corporation; and that a small but in- 
creasing number of the more modern preferred stocks are pro- 
tected by sinking funds and by other provisions which make 
them, for all practical purposes, definite obligations of the 
corporation. 

In every case in which preferred shares are under considera- 
tion, it must be remembered that shares may be preferred in a 
great many different respects and forms, and that it is therefore 
necessary to study each instance of preference separately. This 
is well illustrated by the struggle in 1901 between the Hill- 
Morgan party on the one side and the Harriman—Kuhn, Loeb 
party on the other, for control of the Northern Pacific Railroad 
Company, in the course of which the Hill-Morgan party secured 
a majority of the common shares, and the Harriman—Kuhn, 
Loeb party a majority of the preferred shares together with 
enough of the common shares to give them a majority of the en- 
tire outstanding stock. Inasmuch as both common and preferred 
shares had voting rights, it seemed clear that the victory remained 
with the Harriman—Kuhn, Loeb group. Unfortunately for their 
calculations, however, the charter of the company gave the com- 
mon shareholders a right—which had apparently been overlooked 
by their opponents—to redeem at any time the preferred shares 
at par. This right the Hill-Morgan party exercised and, through 
the preponderance thus given them, obtained control of the road. 
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BONDS 


§ 70. Corporate Borrowings! 


There is no distinction between the method of a private loan 
made by an individual, by a partnership, or by a corporation. 
The usual evidence of the debt in any of these cases is a note, 
and the general form of the note given by a corporation is the 
same as that given by any other borrowing concern or individual. 

When, however, we come to the public loans so characteristic 
of corporate financing, this is no longer true. The instruments 
by which the debt is evidenced are still notes in form, but of a 
form peculiar to the corporation—the short-term note and bond. 
Both these are, as stated, notes, but differ from the ordinary 
“‘bankable” notes made by the same corporation in the longer 
time for which they run; in the fact that while the total amount 
is large, the notes making up this total are of comparatively 
small face value; in the method by which they are secured; 
and generally in the formality of their issue. 


§ 71. Long-Term Loans 


There is a fundamental difference between short-term and 
long-term borrowing. While they tend in certain isolated cases 
to merge into each other, the distinction is for practical purposes 
clearly marked. 

The simplest form of long-term or “funded” borrowing is the 
ordinary mortgage on real estate, or, as it is sometimes called, the 
bond and mortgage. The form of this instrument is almost as 
ancient as law itself. It purports to be a transfer of the title 
to a piece of real estate from the former owner to a new owner, 
Tages Book I, Chs. LIV, LV, “Bonds”; also Book IV, Forms 250-253. 
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with the proviso, however, that the title may be redeemed by the 
former owner on repayment, at maturity, of an acknowledged 
debt which he obligates or “bonds” himself to repay. Although 
this is the immemorial form, the instrument does not, as a matter 
of practice and of legal interpretation, actually convey ownership 
of the property cited; its effect, in spite of the wording of the 
mortgage, is merely to pledge the property as security for the 
repayment of the loan. There are varying forms of the bond 
and mortgage in the different states which may not be covered 
in all their details by the description given above, but the essen- 
tial characteristics of these bonds and mortgages are the same 
in all cases. 

The bond and mortgage is used ordinarily for relatively small 
amounts. It is the favorite form under which individuals who 
own farms, city real estate, and other property, raise long-term 
loans secured by this property. It is frequently used also by 
smaller partnerships and corporations. But there are, of course, 
some obvious drawbacks to this form. In the first place, it is 
_ necessary for the mortgagor to find someone who is willing to 
invest the whole amount named in the bondinalumpsum. This 
may not be difficult so long as the sum is small. Mortgages are 
very commonly taken by savings banks and other institutions, 
as well as by individuals who reside in the neighborhood of the 
property mortgaged and therefore are acquainted with it and 
at the same time are able and willing to advance the sum of 
money that is required. Within recent years there has been a 
concerted and successful effort to extend the market for farm 
mortgages, and brokers and land mortgage companies operating 
in the agricultural states of the West have built up successful 
businesses in selling mortgages, and bonds based on mortgages, 
direct to investors in the eastern states. Also the federal land 
banks and the national farm loan associations together with 
the joint-stock land banks, all agencies authorized by Con- 
gressional action and operating under federal supervision, have 
come to the relief of the farmers and, by means of bonds based 
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on farm mortgages, have enabled them to borrow even more 
advantageously than the large corporations. 


§ 72. The Corporate Bond and Mortgage 


The difficulty in raising money on the ordinary mortgage is 
due to its lack of flexibility. For instance, the mortgagor of a 
piece of property may wish to borrow, let us say, $20,000. He 
finds it absolutely impossible to secure this amount in a lump no 
matter how good his security. He can, however, find three men, 
one of whom could lend $10,000, one $8,000, and the third 
$2,000, but no one who is in position to lend $20,000. Each one 
objects to any claim taking precedence of his own—in other 
words, he insists on a first mortgage. How is the difficulty to 
be solved? The answer is to be found in separating the bond and 
the mortgage. Let the mortgage be drawn in favor of some dis- 
interested party who will hold it, as trustee, for the lenders of the 
money. Let a bond, or promise to repay the sum advanced, be 
given to each lender, the bond to be secured by the claim on the 
property which has been given to the trustee. By separating 
the bond and mortgage we have made it possible to secure the 
money that is needed from a number of different sources and yet 
have given the same protection to each lender that would have 
been obtained by an individual who might have advanced the 
whole sum in a lump. 

In this way, under suitable conditions it is a comparatively 
simple matter to secure money in very large amounts. For in- 
stance, in November of 1921, the New York Telephone Com- 
pany wished to raise $50,000,000 for refunding purposes. It 
would have been impossible to find one man, and difficult to 
find one institution, that was willing to lend $50,000,000, but it 
was not especially difficult to give one mortgage for this sum, to 
issue bonds for varying amounts—coupon bonds, $1,000, $500, 
$100; registered bonds, $1,000, $5,000, $10,0oo—all equally 
secured by the mortgage, and to sell the bonds to investors. As 
a matter of fact the entire issue was oversold in a single day. 
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§ 73. Corporate Deeds of Trust? 


The mortgage, separated from the bond, is more commonly 
known as a “deed of trust.” In ordinary practice the trustee 
who holds title to the property mortgaged and is supposed to act 
on behalf of the bondholders is a trust company. This trust 
company, however, is actually chosen, not by the bondholders, 
but by the corporation which issues the bonds. It is expected 
that the duties of the trustee will be of a purely formal character, 
but at the same time the bondholders must look to the trustee 
for the protection of their interests, and this protection is not 
always cheerfully accorded —rarely unless he is requested to act 
by a majority in amount of the bondholders, and not then until 
money has been provided to defray the cost of litigation. When 
this is done, there has still been considerable complaint that the 
trustee’s duties were not performed with sufficient vigor. Some 
effective remedy for this condition ought to be found. The 
investment bankers of the country, who have a moral responsi- 
bility in the matter, inasmuch as they sell corporate bonds in 
large quantities to the general public, might well consider the 
advisability of using their powerful influence to insure closer 
vigilance on the part of the trustees of large corporate mortgages. 

The deed of trust for important bond issues is apt to be an 
extremely complicated and detailed document. To the lay 
reader its phrasing—like the phrasing of many other legal 
documents —appears cumbersome and unnecessarily redundant; 
but it must be borne in mind that thousands of cases have been 
adjudicated, each one of which has helped to interpret the ex- 
act shade of meaning of certain combinations of words. After 
the interpretation has once been made, it is safer by far to use 
that phraseology in the future, rather than to experiment. 


§ 74. After-Acquired Property Clause 


The deed of trust specifies the property upon which the bond 
issue it covers is secured. In addition to the security of the 


2 See Book I, §§ 504-506; also Book IV, Ch. XXV, “Bond Issues—Deed of Trust.” 
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property then held by the mortgagor, many corporate mort- 
gages contain what is known as the “‘after-acquired property” 
clause, which makes the mortgage cover all other property that 
may later be acquired. The object is to furnish the fullest 
possible protection to the bondholders and to make it difficult for 
the corporation to embark upon new expenditures without 
giving them full protection. When this clause is missing, there 
is always the possible danger that the property covered by the 
mortgage may deteriorate or at least become of secondary im- 
portance as compared with other property later acquired. Sup- 
pose, for instance, that a manufacturing corporation mortgages 
one of its plants, but later purchases another plant which is 
better located, or in better condition, or better equipped. In any 
such case the first plant would probably be neglected, would 
rapidly deteriorate, and become inadequate protection for the 
outstanding mortgage. | 


§ 75. Danger of After-Acquired Property Clause 


There is the opposite danger to the corporation in case the 
_after-acquired property clause is included in the mortgage. The 
company may later wish to purchase property essential to its 
business and which will tend to increase the value of the property 
mortgaged. In order to purchase the new property, it will need 
to borrow more funds. But the after-acquired property clause 
automatically covers the new property with a first lien, so that it 
is impracticable to use it as security for a new loan. The usual 
solution of this particular problem is either specifically to permit 
purchase money mortgages, or to evade the provisions of the 
mortgage by purchasing the desired property through a sub- 
sidiary corporation which is then able to give a first mortgage 
and borrow as necessary, or as may be possible. 

The question as to whether the corporation should include 
the after-acquired property clause or not, is clearly a choice 
between evils. There is no universal answer that will cover 
all cases. The circumstances and probabilities in each must be 
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considered. The problem is one that would be more easily 
solved if the trustees of corporate mortgages were willing to 
assume a greater responsibility, for in that case the bondholders 
could safely leave them a considerable amount of discretion and 
not insist on such rigid and far-reaching provisions to the deed 
of trust. 


§ 76. Open and Closed Bond Issues 


Another question in connection with many corporate bend 
issues, is whether they shall be “‘closed” or “‘open.” They ure 
closed when no more bonds may be issued under the mortgage— 
ie., that transaction is closed. The open mortgage, which is 
usually confined to railroad and public service corporations, 
leaves the total amount of bonds that may be issued under the 
mortgage indefinite, although some restrictions are usually 
imposed. A common arrangement among public service cor- 
porations is to restrict the issue of new bonds to 70% or 80% of , 
the cost of the improvements for which funds are required. 
Among railroads it is customary to permit the issue of bonds at 
a fixed rate per mile of track or up to the actual cost of con- 
struction, whatever it may be. 

The closed mortgage, like the after-acquired property clause, 
may prove a serious hindrance to the financing of new purchases 
which may be in every respect desirable. The open mortgage 
is subject to obvious abuses. In the practice of railroad cor- 
porations, a compromise has been found through the creation of 
what is known as “limited open-end” mortgages, which au- 
thorize the ultimate issue of a much larger amount of bonds than 
it is intended to issue immediately. In this way the future is 
provided for to a reasonable extent and yet the bondholders are 
protected from a reckless overissue which would dangerously 
reduce the margin of safety back of their holdings. 

These limited open-end mortgages may even cover bonds 
which, while all of one issue, bear different rates of interest. This 
has been the case with a number of railroad mortgage issues, 
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Both the Chicago and Northwestern Railroad, and the Chicago, 
Milwaukee and St. Paul Railroad have general mortgages pro- 
tecting two classes of bonds, the one bearing 314% interest and 
the other 4% interest. The latter road also has general and 
refunding bonds in two series, both under the same mortgage, 
but Series “A” calls for 414% interest, while Series ‘“‘B”’ calls 


for 5%. 


§ 77. Nature of the Bond 


The bondholder’s interest in the corporation which issues his 
bond is entirely different from that of the stockholder. The 
ownership of his bond does not usually carry with it any rights of 
participation in the corporate control or in the corporate profits 
beyond the specified bond interest. The money paid the cor- 
poration for its bond is nothing more nor less than a loan. Pay- 
ment of principal at a specified time is promised and its interest, 
payable at a fixed date and at a specified time, must be paid 
whether earned or not. Dividends on stock may never be paid 
from capital, but bond interest may, if necessary. 

Exceptions to almost every one of the foregoing statements 
in regard to bonds can be found, and many of these exceptions 
are noted in the discussion which follows. Most issues of bonds, 
however, possess these general characteristics. 


§ 78. Size of Bond Issue 


The larger an issue of corporate bonds—assuming, of course, 
that it is well secured—the greater will be its marketability, and 
consequently the value of each bond. It is clear that a local 
corporation which puts out, let us say, fifty $1,000 bonds, will 
be able to sell them only in its local market. The issue is too 
small to become known and hence is not readily salable else- 
where. The big bond issues, on the other hand, are readily 
salable because widely known, and are traded in on the exchanges 
and can be easily sold at any time. It is for this reason that the 
tendency has been strong in the United States toward consoli- 
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dating the various bond issues of the larger railways, and even 
of industrial corporations, into one issue, under a so-called 
“blanket” mortgage, thus securing the important advantages of 
simplicity and of ready salability. Bond issues to the amount 
of $100,000,000 which ten years ago were rare, are no longer un- 
common. There are a number of much larger issues. The 
biggest of all contemplated issues in the realm of sane finance 
is that of the Northern Pacific Railroad Company. In this 
case the open-end mortgage of 1914, under which the com- 
pany’s Refunding and Improvement Gold 4%%’s, Series “A,” 
are secured, permits the issue of bonds up to three times the out- 
standing capital stock of the road, or up to nearly $750,000,000. 
However, but $20,000,000 of bonds issued under this mortgage 
- are now outstanding. 

In England this tendency toward large single issues is not 
nearly so apparent. On the contrary, English practice seems 
strongly to favor “hand to mouth” financing. Whenever money 
is needed, a separate security is planned and issued without 
much reference either to previous security issues or to the 
future. The result is that many of the English companies have 
a complex series of small bond issues, the relative claims and 
value of which can be determined only after competent study. 
The basic reason is doubtless to be found in the fact that the 
inglish investing public is more accustomed to real investment, 
to the buying and holding of securities until their maturity, so 
that there is relatively less trading in the open market than in 
this country. 


$79. Face Value of Bonds 


Until comparatively recent years, private bonds, as dis- 
tinguished from government financings, were almost uniformly 
of the face value or denomination of $1,000. At the present 
time $500 and $100 bonds are common, and bonds of smaller 
denominations are issued on occasion. 

Liberty bonds were issued in denominations as low as $50, 
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and the original Farm Loan Act provided for bonds of the de- 
nominations of $25, $50, $100, $500, and $1,000. This was 
changed by the amendment of 1920, bonds of the denominations 
of $40 taking the place of the $25 and $50 bonds. The chief 
argument for these small bonds—“baby”’ bonds—is that they 
make it possible for a small investor, with perhaps only $1,000 
to $5,000 available, to diversify his investment just as is com- 
monly done by large investors. This is an important benefit to 
the investor as its effect obviously is to reduce the risk of the 
heavy loss possible where all the ‘“‘eggs” are in one basket. 

The disadvantage of the small bond lies in the increased 
expense of selling. It costs practically as much for a banker to 
sell a $100 bond as to sell a $1,000 bond, and his clerical expenses 
in connection with the transaction are fully as great. For this 
reason, unless he is operating on a larger margin of profit he does 
not find the small bond business very attractive. On the other 
hand, the wide distribution that the issue of small denomination 
bonds makes possible is very desirable for the issuing corpora- 
tion, giving the issue stability and a ready market. 


§ 80. Payment of Bonds in Foreign Currency 


Bonds are frequently payable in a currency different from 
that of the country in which they are issued. Many Canadian 
bonds, for example, were, before the Great War, made payable 
in both Canadian dollars and pounds sterling, with a view to 
facilitating their sale in the London market. While the war 
was in progress, or since its termination, external bond issues of 
England, Canada, France, Switzerland, Belgium, and other 
European countries have been made payable both as to principal 
and interest, in the currency of this country. The Pennsylvania 
Railroad Company, the New York Central and Hudson River 
Railroad Company, and others have issues that are payable in 
francs as well as in sterling. The Brazil Railway Company, an 
American corporation operating in South America, has a curious 
medley of issues, payable in milreis (Brazilian currency), francs, 
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pounds sterling, and dollars. Before the Great War, a stronger 
and stronger tendency had been evident toward making the 
larger and more important issues international, and providing 
- for their payment at fixed rates of exchange in the currency of 
any of the larger commercial countries, at the option of the 
holder. Temporarily at least, this tendency has been checked 
by the financial confusion resulting from the Great War. 


§ 81. Gold Bonds 


Many bonds are specifically payable in gold coin. This is a 
highly important provision in countries in which there is fluc- 
tuation, or any considerable danger of fluctuation, in the value 
of the national currency. The Great War, for instance, caused 
‘a serious depreciation in the value of the currencies of many 
countries, and in this way inflicted serious loss on holders of 
securities payable in national currency. On the other hand, 
corporations whose securities were payable in gold suffered 
serious loss when they were unable proportionately to increase 
their income, which was necessarily in national currency, but at 
the same time had to pay their obligations in gold. 

The gold bond came into prominence during the period of 
free silver agitation in the United States, prior to 1896, when 
bonds which included the so-called ‘“‘gold”’ clause, sold at a con- 
siderably better rate than those payable in American currency, 
the value of which it was feared might depreciate. At the pres- 
ent time the great majority of the bonds and short-term notes 
issued in this country are made payable in gold or its equivalent 
in currency. 


§ 82. Maturity of Bonds 

The life of bond issues naturally varies a great deal, depend- 
ing upon the needs of the corporate business, stability, and prom- 
inence of the corporation, and the nature of the assets offered 
as security. Short-term notes sometimes run but a few years. 
On the other hand, some few bond issues are perpetual, as fox 
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instance the Lehigh Valley Railroad’s Consolidated ‘‘Annuity”’ 
bonds, issued in 1873. Among the railroads, 100-year bonds 
have been fairly popular. Some of these now outstanding are 
Lake Shore and Michigan First 3%4’s, issued in 1896; Norfolk 
and Western First Consolidated 4’s, issued in 1896; Union 
Pacific First and Refunding 4’s, issued in 1908; and Reading 
Divisional Mortgage, issue of 1897. The Northern Pacific has 
outstanding two issues of bonds maturing in 2047, one issued in 
1896, the other in 1914, and in 1921 another issue maturing in the 
same year was authorized. For a still longer term are the bonds 
of the West Shore Railroad issued in 1886 and maturing in 2361, 
a term of 473 years. Among industrial corporations bonds 
rarely run over 50 years, and the great majority are of very much 
shorter life. 


§ 83. Bond Interest 


Interest on bonds is almost always paid semiannually. The 
favorite payment dates are probably February and August, 
although payments are scattered through the year. On account 
of the tendency which exists toward reinvesting interest and 
dividend disbursements in January and June, and the conse- 
quent tendency to increase stock-market prices at this time, 
there is theoretically a slight advantage to the bondholder in 
getting his interest payments at other periods. This can hardly 
be called a consideration of much practical weight. 


§ 84. Registered and Coupon Bonds 3 


In American practice some bond issues are registered and 
some are in “bearer” or coupon form. It is becoming more and 
more the custom, when the issue of bonds is large, to give a 
choice between the two forms. The registered bond has the 
advantage of greater safety and the bearer bond the advantage 
of greater convenience. When the issuing corporation is located 
at a considerable distance from those who are expected to pur- 


3 See Book I, § 503; also Book IV, Ch. XXIV, ‘‘Bond Issues—The Bond.” 
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chase the bonds, as is the case when an international market is 
desired, the bearer form is likely to be preferred. A favorite 
plan is to make bonds registered as to principal so that the 
transfer of the bond is not fully completed until it is made on 
the books of the corporation, but to attach coupons covering the 
interest payments so that these coupons—which are practically 
postdated checks—may be clipped and deposited as they fall due. 
This has been demonstrated by long experience to be the simplest 
and most satisfactory method of collecting bond interest. 


CHAPTER VIII 
SECURED BONDS 


§ 85. Security for Bond Issues! 


It has been assumed so far that bonds are always secured by 
mortgages covering real property. This is not, however, the 
case. There are other important types of security: bonds, 
shares, or other securities may be posted as collateral; or a lien 
on chattel property such as locomotives, rolling stock, and the , 
like may be utilized and is looked upon as the best of security. 
Beyond these bonds secured by property of some kind comes 
the unsecured bond, depending for its payment solely on the 
general credit of the corporation by which it is issued. 


§ 86. Misleading Terminology 


It will plainly be seen, in reviewing these various types of 
securities and their variations, that it is unsafe to place much 
dependence upon bond names. A “first mortgage” or a “‘general 
mortgage” bond does not necessarily have a first lien upon any- 
thing; “first and refunding” or “first and unifying” and the 
like may indicate a first mortgage on some small subdivision of 
the property, and a second, third, or fourth mortgage on the rest 
on the property. On the other hand, a bond, second or third 
mortgage in name, may be in fact a first mortgage bond by 
reason of the payment of the earlier mortgage or mortgages. 
Every bond issue stands by itself and has its own peculiarities. 
It is unsafe to comment upon it—and it is certainly unsafe in 
the extreme to buy it—without having first studied with some 
care the exact terms and extent of its claim upon property, if any, 
and of the nature and value of the property itself. 


1See Book I, § soz. 
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§ 87. Mortgage Bonds 


Bonds that are backed by a mortgage on real property are, 
in this country, the most popular type of bonds and will probably 
always remain so. In the United Kingdom it is customary to 
issue debenture bonds (having no specific security behind them) 
in many cases where here mortgage bonds would be issued. The 
difference is in name more than in fact, for the English debenture 
bonds are considered by the investor with at least partial refer- 
ence to the amount and the nature of the corporation’s holdings 
of real property. 

After all, the great bulk of the wealth of this country is in 
the form of real estate. The greater the increase of other forms 
of wealth, the greater must be, necessarily, the increase in land 
values. It is also the most stable form of wealth. Hence, a 
mortgage on land, assuming that it is conservatively placed, is 
bound to remain the most popular and perhaps the safest form 
of security. This is not to say, by any means, that every bond 
secured by realty is safe, but only to state the general principle 
that land and other real property constitute the most acceptable 
form of security for bond issues. 

Not only is a note or bond secured by real estate the most 
popular type of secured obligation, but, for most individually 
owned businesses, partnerships, and small corporations, it is 
the only practical form of long-term obligation. Other forms 
of security are utilized in the main only by large concerns which 
are widely and favorably known and therefore enjoy an excep- 
tional measure of credit apart from their property holdings. 


§ 88. Junior Issues 

The great mass of obligations on real property are secured 
by first mortgages. There is a considerable amount, also, of 
second mortgage securities, and relatively few third, fourth, or 
later mortgage securities Anything beyond a second mortgage 
is seldom found except among the obligations of large railroad 
corporations, and seldom there under any title really descriptive. 
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The old New York and Erie Railroad’s first, second, third, fourth, 
and fifth mortgage bonds, assumed by the Erie Railroad, are still 
outstanding, but modern practice favors disguising these junior 
issues by some more confidence-inspiring and suggestive title. 

This is illustrated by the subsequent financing of the Erie 
Railroad. When another mortgage secured on practically the 
same property as the five preceding mortgages was found to be 
desirable, it was not called a “sixth mortgage” but ‘‘First Con- 
solidated Gold 7’s.” This title does not mean, as the unsophis- 
ticated might imagine, that the issue is protected by a first 
mortgage, but only by a “consolidated mortgage” which here 
covers what is left after the five earlier mortgages have been 
satisfied. A little later we have the “‘First Consolidated Mort- 
gage Funded Coupon Gold 7’s,” which received the title of 
“first” apparently because, though not the first consolidated issue 
of the road, they are the first consolidated issue to be secured by 
the coupons of the preceding issue. Further removed than this 
are the Erie’s “General Mortgage Convertible 4’s, 1953,” 
secured partially upon this same much mortgaged property. 

The Erie is a shining but by no means isolated example. It 
would not be difficult to bring to light many another fourth, 
fifth, sixth, or even later mortgage which appears perhaps as a 
“first refunding,” or “prior lien,” or masquerades under some 
other high sounding but very delusive title. 

A second mortgage issue, when it is recognized as such, will 
usually have to pay a rate of interest perhaps 14 to 1% higher 
than a first mortgage issue. The issues which are protected by 
subsequent mortgages may be expected ordinarily to pay still 
higher interest rates in rough proportion to the number and 
amounts of the claims before them. However, this is not an 
invariable rule, for the property pledged may be ample to protect 
all the issues. In practice junior mortgage issues in many cases 
are of larger size, carry no higher rate of interest, and enjoy a 
wider market than do the issues which precede them. 
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§ 89. Ratio of Mortgage to Value of Property 


The question as to the correct percentage of obligations 
secured by mortgage to the appraised value of the mortgaged 
property is one of much practical interest. There are many 
surprising variations in practice. Roughly speaking, it may be 
said that the highest grade issues, secured by a mortgage on land, 
do not exceed 50% to 60% of the appraised value of the land. 
The highly regarded ‘“‘cedulas,”’ for example, issued by the Na- 
tional Mortgage Bank of the Argentine Republic, never exceed 
50% of the appraised value of the mortgaged land. In ordinary 
practice a second mortgage on land should not bring the total 
mortgage issues above 80% of its value. A mortgage based in 
part on buildings and other improvements which may not be 
easily adapted to other uses, and are not so readily salable as 
land alone, cannot safely run so near the appraised value.. 

The percentages that have just been given are intended to 
represent an ideal—or at any rate, the most exacting standards — 
rather than ordinary commercial practice. The following 
examples picked at random from the reports of many different 
companies operating in various fields and carrying on various 
kinds of business, show provisions that have been found accep- 
table by some of the good banking houses. 

The Consumers Power Company (Maine) may issue its 
General and Refunding Mortgage Gold bonds only for refunding 
purposes or for 75% of expenditures for additional properties. 

The Mississippi River Power Company may issue bonds 
under its first mortgage, up to 80% of the cost of improvements, 
betterments, and extensions. 

The New York Telephone Company may, under certain 
specified conditions, issue additional Refunding Mortgage 6% 
bonds to secure new properties up to “75% of the actual cost ot 
such additional property.” 

The Steel Company of Canada, Ltd., may issue additional 
bonds to the extent of 66 2/3% of the appraised value of new 
fixed assets. 


628 CORPORATE FINANCE [Bk. II- 


The Steel Tube Company of America may issue its general 
mortgage bonds for not exceeding 75% of the certified cash cost 
of additions and improvements to the property. 

The American Ice Company may issue the balance of its 
Real Estate First and General Sinking Fund Gold 6’s for im- 
provements up to 75% of the cost. 

The Manitoba Power Company, Ltd., may, under prescribed 
conditions, issue additional bonds to the extent of 80% of the 
cost of additions and betterments. 

Both the New York and Cuba Mail Steamship Company and 
the New York and Porto Rico Steamship Company are per- 
mitted to issue additional First 5’s for 80% of the actual cost of 
new property. 

The General Baking Company, incorporated in 1911, a com- 
bination of twenty large baking establishments in various large 
eastern cities, is permitted to issue the balance of its authorized 
First Mortgage bonds to the extent of 70% of the cost of perma- 
nent betterments, improvements, developments, extensions, and 
additions, other than the purchase of stocks of other companies. 

The International Milling Company of Minnesota may, 
under prescribed conditions, issue bonds up to 75% of the actual 
cost of the establishment of new mills. 

The Commonwealth Edison Company of Chicago may issue 
First Gold 5’s up to 75% of the cost of additions and extensions. 

The Illinois Bell Telephone Company restricts its first 
mortgage issue to 50% of the value of its property, or 60% of 
the value of its real estate and construction accounts; it may 
issue further bonds not to exceed 75% of the cost of additional 
improvements and extensions. 

Nelson and Company, Inc., can issue their Reserved First 
Sinking Fund Gold 6’s to the extent of 75% of additions and 
betterments. 

In general, manufacturing companies are supposed to preserve 
a margin of safety of at least 25% between the cost of improve- 
ments and the amount of bonds issued to finance these improve- 
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ments. This margin may be reduced to 20% in the case of com- 
panies that have a very stable business, or may be increased to 
as much as 40% or 50% for companies that do not claim any 
especial degree of stability in their earnings, 


§ 90. Equipment Trust Bonds 


When a dealer sells a piano on the instalment plan, he does 
not ordinarily give his customer full title to the piano until full 
payment has been made; in the meantime he “leases” the piano 
at a rental equal to the amount of the instalment payments 
agreed upon, with a further agreement that as soon as the pay- 
ments under the lease equal the agreed price, these payments 
shall cease and full title shall pass to the customer. By this 
simple device he protects himself in part against an unscrupulcus 
purchaser who might, if he had full title, dispose of the piano, 
spend the cash that he received in payment, and leave the 
dealer only the doubtful privilege of suing him for fulfilment of 
his contract. Under the “lease” arrangement, the customer has 
no right to resell the piano until his own payments have been 
fully completed. It is, of course, recognized that a “lease’’ of 
this kind is essentially a legal fiction—just as the mortgage which 
conveys the title to the lender of money is a legal fiction. Never- 
theless it is a fiction which is useful and indeed indispensable. 

When a manufacturer of railroad equipment sells some 
millions of dollars’ worth of cars or locomotives to a railroad, the 
purchasing company is not usually ready to pay the very large 
amount in cash. The manufacturer, therefore, protects himself 
in the same way. The title is retained in his own hands or in 
the hands of a trustee; the railroad merely “leases” the rolling 
stock with an agreement that on completion of the payment of 
a certain amount, the “lease” shall become inoporative and the 
title will be taken by the railroad. Thus the railroad company — 
just like the individual who buys his piano on the instalment 
plan—is unable to dispose of the cars. A point of greater prac- 
tical importance is that, in case of receivership or financial em- 
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barrassment, the seller of the cars or locomotives can take them 
back if he chooses; they belong to him, not to the railroad. 

The chief variation in this procedure consists in the intro- 
duction of a financing company or trustee between the manu- 
facturer of railroad equipment and the railroad company which 
purchases the equipment. The financing company takes upon 
itself the burden of paying the manufacturer, and receives title 
to the cars or locomotives. This title it may offer as security 
for an issue of equipment trust obligations in the form of notes, 
bonds, or certificates; the equipment is leased to the railroad. 


. . . Equipment obligations are peculiar in form, in security, 
and in economic position. They may be bonds similar to other 
railroad bonds, they may be certificates of participation in a con- 
tract to purchase and hold a specific lot of rolling stock, or they 
may be shares in a permanent association. They are secured by 
tangible property, yet a kind of property which is movable from 
place to place and declines in value more rapidly than any other 
used as a basis of corporate obligations. They rest on the general 
credit of the corporation using the equipment, yet this general 
credit has little to do with determining their investment position, 
which is as a whole stronger than that of any other form of cor- 
porate security. Their legal status has never been fully determined 
by the courts, yet their legality has never been seriously questioned 
and they have been given priority over first mortgage bonds in the 
ultimate test of relative strength.? 


Equipment obligations are issued under two distinct plans. 
First the title is taken by some individual trust company or other 
organization, which issues equipment obligations secured on the 
property, sells them and with the proceeds pays the original 
owners. The equipment is then leased to the railroad under 
such terms that the interest and principal of the equipment 
obligations are properly taken care of. When all are paid in full 
a bill of sale vests the ownership of the equipment in the railroad. 
Under the second plan the railroad buys the equipment and 
gives a mortgage on it to secure the equipment obligation. 


21 Dewing on Finan. Pol. of Cors., 2. 9c. 
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Equipment obligations are readily sold and enjoy an excellent 
reputation for safety. 

Even though a railroad may go into receivers’ hands and be- 
come almost a total financial wreck, it cannot afford under any 
conditions to give up its rolling stock, and must therefore main- 
tain its annual payments. For this reason it happens that 
equipment trust bonds, even of railroads that are actually in 
receivership and that have defaulted on practically all of their 
other obligations, frequently sell on a basis of 5% to 6%. The 
equipment trust bonds of sound railroad corporations are in 
great demand and are selling at the present time on a basis of 
5.30 to 5.75 according to date of maturity. 

It has been at times suggested that the same principle might 
be more widely applied, as for instance in selling machinery and 
other essential equipment to manufacturing corporations. The 
difficulty, however, arises that outside the railroad field, trans- 
actions which could be financed by equipment trust obligations 
are of comparatively small size, and could not easily be standard- 
ized in such a way as to make them appeal to the investing public. 
The average investor, and even the bank official, well acquainted 
with financial practice, does not care to spend much time in 
analyzing and investigating propositions that are put up to him 
when he goes into the market to buy a security. He wants to 
get something that is standardized and familiar. Under such 
conditions it is ordinarily only after years of effort that a new 
financial method can be introduced. For this very reason there 
is, perhaps, a real opportunity which someone will sooner or 
later seize, to apply the equipment trust method more widely 
and thus facilitate the sale of many kinds of machinery. 


§ or. Collateral Trust Bonds 

The issue of long-term obligations secured by marketable 
stocks and bonds is comparatively a modern practice. There is 
a fundamental distinction between the use of such collateral for 
long-term and short-term loans. 
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Short-term obligations are ordinarily secured by stocks and 
bonds which are active and which in many cases the borrower 
is holding temporarily for resale. Long-term bonds, on the 
other hand, should be secured by stocks and bonds that it is 
intended to hold permanently. Ordinarily these securities, 
posted as collateral, are those of subsidiary corporations or of 
other corporations in which the borrowing company expects to 
maintain a permanent interest. Sometimes nearly all the 
stocks and bonds of subsidiary companies, held in the treasury 
of the parent company, are “bunched” and posted in one lot. 
A good illustration of this practice was afforded by the Missouri 
Pacific First Collateral Mortgage bond of 1920, of which $9,636,- 
ooo were outstanding, secured by the deposit of first mortgage 
bonds of twenty subsidiary companies. These subsidiary mort- 
gage bonds had little, if any, independent market. 

It is a curious fact that a collateral trust issue will generally 
sell at a better price than will the stocks and bonds which are 
posted as collateral. The reason is to be found in the fact that 
the parent company is adding its quota of credit to the credit 
standing of its various subsidiaries, and also in the fact that the 
collateral trust issue is comparatively large and therefore com- 
mands more attention and a better market. 

Inasmuch as the amount and quality of the collateral posted 
as security for a bond issue of this nature is seldom examined 
with much care by investors, there is always a chance, unless the 
banking syndicate which sells the issue is very careful, that the 
collateral will eventually be found of less value than was origi- 
nally supposed. The general public, in fact, has no method of 
securing reliable information as to the status and prospects of 
subsidiary companies whose securities are posted. It must 
regretfully be admitted that the collateral trust device has some- 
times been used to obtain credit for corporations that were not 
worthy of credit. 

A collateral trust bond issue is the favorite method of financ- 
ing the purchase by one corporation of the securities of another 
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corporation. The purchase may be made in the first place with 
temporary bank loans, which in their turn are repaid as soon as 
the collateral trust bonds can be sold to the investing public. It 
was in this way, for instance, that the Northern Pacific and Great 
Northern, acting together, financed their purchase of stock of 
the Chicago, Burlington and Quincy Railroad Company. The 
collateral trust bond issue based upon this stock, refunded in 
1921, was highly regarded. In the same way the Atlantic Coast 
Line, in part, purchased the stock control of the Louisville and 
Nashville Railroad. 

While the collateral trust bond issue is used most extensively 
by railroad corporations, it is common also among public utility 
holding companies and is used, though to a less extent, by 
industrial combinations. The customary rule is to make the 
collateral trust bond issue about 80% of the appraised market 
value of the securities posted as collateral. This is the same 
percentage that is commonly regarded as proper among banks in 
granting short-term collateral loans. 


CHAPTER IX 


UNSECURED BONDS 


§ 92. Debenture Bonds! 


A debenture—to give its literal and also its technical legal 
meaning—may be defined as any acknowledgment of debt, which 
of course implies a promise to repay the debt. In financial 
practice, however, the word has become gradually restricted, 
until now it means only an unsecured promise to pay a debt, and 
the term ‘“‘debenture” as ordinarily used refers to a direct credit 
obligation of the corporation, unsecured by any pledge of prop- 
erty. In other words, a debenture bond is in effect merely the 
corporate promise to pay a certain sum of money at a specified 
time with interest meanwhile at a stated rate. The debenture 
therefore rests entirely on the general credit of the corporation. 

At first sight the debenture bond might seem to be a very 
unsatisfactory form of security, inasmuch as it has no mortgage 
security and therefore no right of foreclosure. This objection, 
however, is more in appearance than reality, for a default in 
payment of either interest or principal of a debenture gives cause 
of action against the corporation, and leads to failure and 
receivership, 


§ 93. English Practice 


In England a distinction is made between debenture bonds— 
generally called simply ‘“debentures’—and debenture stock. 
Debenture: bonds are in fixed amounts (say £20, £100, £200, 
£1,000, etc.), while debenture stock may be transferred in any 
amount that suits the convenience of buyer and seller. Under 


1See Book I, §§ 502, 512. 
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English practice a man may hold debenture stock in an amount, 
let us say, of £1263 6s. 3d., and may sell £563 4s. 2d., if he will; 
while of debenture bonds his holdings and his sales must as in 
this country be in fixed amounts depending on the conditions of 
issue. Thus it will be seen that in England the distinction 
between debenture bonds and debenture stock is much the same 
as between ordinary shares and ordinary stock. 

The use of the term debenture in England is somewhat dif- 
ferent from that usual in this country, as the debenture may be 
either secured or unsecured. Thus in discussing the presenta- 
tion of a prospectus an English author says: 


A debenture stock or bond should be secured by a trust deed 
giving it a definite mortgage on the real property of the company, 
which should be valued at at least half as much again as the 
amount of debt secured on it. Thus, £500,000 of debenture stock 
secured by a first charge on freehold land and buildings valued at 
£750,000 may be considered sound if the valuation is fairly recent; 
_... The debenture stock or bond should also have a floating 
charge on the other assets of the company, and should carry with 
it the right of foreclosure, that is to say, it should be within the 
power of the trustees representing the debenture holders, in the 
event of the interest not being paid on any due date, immediately to 
take possession of the property and sell it.? 


§ 94. Use of Debenture Bonds 


In the United States debenture bonds are commonly used in 
railroad reorganizations in the general scaling down of claims 
upon the assets and income of the corporation. Notwithstand- 
ing this, the debenture cannot be considered a sign of financial 
weakness. Some American corporations in high credit have 
issued debenture bonds simply because they preferred the sim- 
plicity of the debenture form and were able by reason of their 
general credit to sell such bonds on a satisfactory basis. Thus 
in 1918, Armour and Company issued $7,641,000 67% Serial 
Convertible Gold Debentures, and again in 1920 issued $60,000,- 


2 Hartley Withers on Stocks and Shares, pp. 89, 90. 
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ooo of 7% 10-Year Convertible Gold notes, both issues unse- 
cured by mortgage. Also, so long as their credit was sufficient 
to sustain unsecured bonds, some of the New England railroads 
de¢lined to mortgage their main lines, and issued nothing but 
debentures. This was the case with the New York, New Haven 
and Hartford, and the Boston and Maine, and Boston and 
Albany railroads. 

Still another case that calls for debenture bonds exists when 
a small corporation which has a relatively small amount of 
tangible assets, but possesses good-will and other intangible 
assets of high value, desires to make a long-term loan. Inas- 
much as a corporation of this type does not have the proper 
vasis for either a mortgage bond issue or a collateral trust bond 
issue, it usually falls back on a debenture bond issue. 

The possibilities in this direction are not generally recognized. 
In many instances, where small corporations are now borrowing 
up to the limit of safety at a bank and yet are cramped for funds, 
it would be entirely possible to market a small issue of debenture 
bonds among people who are acquainted with the corporation 
and recognize its solidity, and thus relieve the situation. 


§ 95. Special Provisions Protecting Debentures 


Debenture bonds, although not secured by the pledge of 
specific properties, are usually issued under an agreement or 
indenture which recites the conditions of the obligation. Some 
of these bonds are protected by special provisions which may give 
them an advantage over holders of wholly unsecured and unpro- 
tected obligations in case of reorganization. For instance, the 
American Cotton Oil Company has outstanding an issue of de- 
benture bonds the principal of which becomes due, in case there 
is a default in payment of interest, on the written request of a 
majority of the holders of the bonds. Also no mortgage lien may 
be placed upon the company’s property—which is now free from 
mortgage indebtedness—save with the consent of the holders of 
80% of the outstanding debentures, which must then be secured 
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under the mortgage equally and ratably with all other indebted- 
ness secured by such mortgage. 

Similarly a recent announcement offers for sale $25,000,000 
Canadian Pacific Railway Company 4% Coupon Consolidated 
Debenture stock, non-callable, secured by a first charge on the 
entire undertaking, subject to certain priorities stated below: 


The Canadian Pacific Railway Company 4% Consolidated 
Debenture Stock is authorized by Act of Parliament of the Do- 
minion of Canada passed in 1889 and subsequent Acts. 

By the terms of the Act the stock is a first charge upon and over 
the whole undertaking, railways, works, rolling stock, plant, prop- 
erty and effects of the Company, excepting lands received by way 
of subsidy, subject however to the payment of working expenses 
and to certain priorities in respect to charges, which now consist of 
securities aggregating approximately $38,651,724, issued in respect 
to only 1,642 miles of railroad, while the lines embraced in the 
-Canadian Pacific Railway’s traffic returns aggregate 13,402.2 miles. 


The American Tobacco Company’s Gold Debenture 6’s and 
4’s are not secured by lien or mortgage on properties, but a 
charge is imposed in favor of the trustees acting for the debenture 
bondholders, upon the property and upon all the present and 
future net incomes of the corporation. This gives the owners of 
these debentures an advantage over the owners of any subsequent 
debenture or other obligations that the company may incur. 

There are some few instances of so-called debenture bonds 
issued in this country and in Canada, which are not, in fact, 
debentures at all as the term is used in the United States, but 
possess a mortgage security. For example, the Canadian 
Niagara Power Company issued a 6% debenture, Series “A” 
and “B” of which were secured by a first mortgage, and series 
“C” by a second mortgage. The Wabash Railroad Company 
also has a secured issue of bonds outstanding, known as Income 
Non-Cumulative Debenture “B” 6’s, which are really second 
mortgage bonds on part of its property and third mortgage bonds 
on another part. 
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As has been remarked before, it is unsafe to place any reliance 
upon the names given to securities unless they are used in a 
strictly legal sense. The use of the term “debenture” in the 
cases mentioned above was doubtless to facilitate the sale of the 
bonds in the English market. 


§ 96. Income Bonds 


Income bonds may or may not be secured as to principal by 

a mortgage lien of some kind; their distinguishing feature is 
‘the absence of any claim for interest payments except as and 
when there are net profits in excess of all prior claims. 

The income bond is a hybrid, half-way between a preferred 
stock and a bond, and possesses few of the attractive features 
either of ordinary bonds or of stock. It is seldom accepted by 
investors from choice. Most of the issues of income bonds now 
outstanding are the products of reorganization. In the general 
scaling down of creditor’s claims which attends every successful 
reorganization, some of the bondholders are likely to be required 
to give up their claim to a fixed income, and to accept the claim 
of the income bond to payment of interest only when it is earned. 

Theoretically, this arrangement is fair enough and offers 
junior bondholders of an insolvent corporation all that they can 
reasonably expect to obtain. When income bonds were first 
issued extensively in the United States, during the numerous 
railroad reorganizations of the eighties, they were generally 
regarded as an ingenious and praiseworthy device, but later 
experience has not confirmed this favorable first impression. 

Sometimes the holders of income bonds are given some of 
the rights of stockholders. The income bondholders of the New 
York Railways Company, which owns a number of the surface 
street railway lines in New York City, have the right to vote as 
do the stockholders of the company—one vote for each $100 
bond held—and the absolute right to elect five out of eleven 
directors of that company, their rights to continue until the full 
income has been paid on the bonds for a period of three years. 


Ch. 9] UNSECURED BONDS 639 


Among industrial corporations income bonds are rarely to 
be found. Out of forty or more industrial security issues dis- 
cussed in Dewing’s ‘‘Corporate Promotions and Reorganiza- 
tions,” only two are income bonds, those of the Mount Vernon 
Woodberry Company and the Standard Rope and Twine Com. 
pany. The Mount Vernon-Woodberry bonds, secured by a 
second mortgage on all the fixed assets, were also a direct lien 
on all the merchandise and quick assets. They proved a con- 
‘stant source of controversy and greatly handicapped the com- 
pany in securing the short-term bank credit so essential in textile 
manufacturing. The indenture of these income bonds was 
faulty in that it made no provision for allowing depreciation 
before figuring net earnings, thus giving rise to many impossible 
demands on the part of the dissatisfied income bondholders. 


§ 97. Interest Payments on Income Bonds 


The interest on the income bond may be cumulative, that 
is, if there are no profits from which it may be paid in any year, 
the unpaid interest is not entirely lost to the owner of the bond 
but cumulates or becomes a charge against profits and must be 
paid when profits applicable thereto are made; or it may be non- 
cumulative and the interest be lost to the bondholders entirely 
in any year in which profits applicable thereto are not made. 

In any case interest on income bonds is not paid unless 
earned, and with non-cumulative bonds, if the interest for any 
year is not earned, it is, as stated, for that year lost entirely. 
Under such conditions difficulties continually arise out of the 
fact that the determination of net earnings in a large corporation 
is not a purely mathematical process, but involves much dis- 
cretion and constantly gives rise to differences of opinion. It is 
to the interest of the common stockholders, who usually have 
control of the corporation, to defer payments to holders of non- 
cumulative income bonds as long as possible, or until the time 
arrives when dividends may be distributed also to the stockhold- 
ers. It is easy enough for the directors of the company to pre- 
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vent payment of interest on income bonds if they so desire, by 
instructing the auditor to charge many expenditures of a capital 
nature into operating expenses, or by excessive charges to de- 
preciation, or by other devices of similar nature which reduce 
the nominal showing of net earnings. 

The best-known case of this kind is that of the Central of 
Georgia Railway Company, which issued in its reorganization 
of 1895, three series of income bonds, all falling due in 1945. 
For several years the holders of the income bonds, to whom no 
payments were made, protested that they were not receiving fair 
treatment. Finally in 1913, after long litigation, an auditor was 
appointed by the court and found that the Ocean Steamship 
Company, all of the stock of which was owned by the Central of 
Georgia Railway Company, had been earning large profits which 
were never taken into the published accounts of the Central 
of Georgia Railway Company, but were turned over to the 
parent corporation under the fiction of a “loan” which was 
never intended to be repaid. Counsel for the Railway Company 
did not deny the facts but argued on the strictly technical ground 
that, so long as dividends had not been declared by the directors 
of the Ocean Steamship Company, it was impossible to include 
these earnings in the income account of the Central of Georgia 
Railroad Company. It is a relief to find that the court disre- 
garded this shallow pretext and took the common-sense view that 
the earnings of the Central of Georgia Railway included the earn- 
ings of its subsidiary company, and ordered payment of interest 
to the holders of the income bonds. It was, however, a long and 
hard battle and offers little encouragement to investors to put 
their money into securities of this type. 

Under the plan and agreement of November 1, 1921, for the 
reorganization of the Missouri, Kansas and Texas Railway 
Company, so-called ‘adjustment’? bonds are to be issued, and 
bear 4% interest payable out of the net earnings of the company. 
These bonds are nothing more than income bonds and it is 
interesting to ohserve the precautions to determine what net 
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income is and then what disposition may be made of this net 
income. The following quotation is from the published plan of 
reorganization: 


The Adjustment Mortgage will provide that the net income of 
the New Company applicable to the payment of interest on the 
Adjustment Mortgage Bonds shall be deemed to be net income as 
that term is defined in the accounting rules of the Interstate Com- 
merce Commission from time to time in force, but without deduc- 
tion in ascertaining net income for interest on the Adjustment 
Mortgage Bonds; and will further provide that only such portion 
of the net income of the New Company for each year beginning 
January 1, as the board of directors in its discretion may determine, 
but not less than fifty per cent of such net income for each year 
ending prior to January 1, 1925, shall be required to be applied, so 
far as necessary therefor, to the payment of interest on the Adjust- 
ment Bonds, and that any remaining net income, to the extent of 
any difference between the full interest on the Adjustment Mort- 
gage Bonds and the interest actually paid thereon, shall be carried 
into a separate account available only for expenditures chargeable 
to capital account under the accounting rules of the Interstate 
Commerce Commission from time to time in force. 

For the purpose of determining the net income of the New 
Company for any such year, which or any part of which may 
elapse before the mortgaged lines of railroad embraced in the plan 
shall have been delivered to the New Company, the gross income 
of the Receivers of the System for such period shall be deemed gross 
income of the New Company for such period and shall be subject 
only to such deductions as would have been made if the mortgaged 
lines of railroad had been owned and operated by the New Com- 
pany for such period and the new securities presently to be issued 
and delivered under the plan had been issued and delivered Janu- 
ary I, 1922. : 


§ 98. Convertible Bonds 


Most purchasers of high-grade bonds are primarily interested 
in the safety of their principal and are satisfied with a moderate 
rate of return. Most purchasers of shares, on the other hand, 
are primarily interested in large returns, and in securing profits 
due to the enhancement of the value of their holdings. If they 
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purchase stock with their eyes open, they realize that they are 
incurring more or less risk. Between these two main bodies of 
purchasers of corporate securities, there are a great many 
investors who wish to secure reasonable safety combined with a 
fair chance for appreciation in the value of their holdings. Pre- 
ferred shares are intended in part to meet the wishes of this 
intermediate class. Convertible and participating bonds are 
designed also to appeal to this group. 

The convertible bond, as the term is ordinarily understood, 
is one which gives its holder the privilege of exchanging his 
bonds within certain time limits and at a rate fixed in advance, 
for the corporation’s common shares. The bondholder, if his 
bonds are well chosen, obtains under this arrangement a safe 
and sound security yielding a moderate rate of return and has 
a chance of speculative profit due to the possible enhancement 
of the value of the companies’ shares. A classic and favorable 
example of the convertible bond is that of the Union Pacific 
Railroad, which in 1go1 issued, to secure funds for the purchase 
of the Southern Pacific and the Northern Pacific, $100,000,000 
worth of 4% bonds convertible into common stock at its face 
value at any time before May, 1906. The bonds sold at par, 
a higher price than the Union Pacific could have sold its ordinary 
bonds. The operation of the Union Pacific Railway was very 
successful and its stock rose within a few years after the issue 
of these bonds to $150 a share. Practically all the issue was 
converted at a very substantial profit to the bondholders. Again 
in 1907, the Union Pacific put out an issue of convertible bonds, 
exchangeable at the rate of $175 for each $100 share of stock. 
Of the bonds issued, over $73,762,000 were sold, and of this 
amount over $47,000,000 face value have been converted into 
common stock. 

There is of course a drawback to the convertible bond, in that 
the conversion privilege, if it is really valuable—or likely to be 
valuable—increases the selling price of the bonds and thereby 
Jowers slightly the yield on the investor’s capital. However, 
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the largest buyers of bond issues are for the most part institutions 
which are not attracted by the possibility of speculative profits 
and do not specially esteem convertible bonds, and it therefore 
happens that those who desire such bonds are frequently -able to 
get them at very reasonable prices. 

There are, naturally, all shades of variations in the desirability 
of convertible bonds. Most of them are so adjusted as to be 
really attractive. Occasionally though, such bonds are con- 
vertible into common stock at so high a rate of exchange that 
there is but little probability of the conversion privilege ever 
becoming valuable. Such a case is that of the Erie’s General 
Mortgage Convertible Gold 4’s which are exchangeable for 
common stock of the company at varying prices for the different 
series, ranging from $50 to $60. Under the terms of the mort-. 
gages none may be issued convertible at a less conversion rate 
than $48.50 for each share of stock. Erie stock has never since 
reached that figure; the current quotations range from $10 to 
$13 a share. 


§ 99. Advantages and Disadvantages of Convertible Bonds 


From the corporation’s point of view, there are both advan- 
tages and disadvantagesin the convertible bond. A corporation 
is frequently able to sell convertible bonds when it could not sell 
stock at a satisfactory figure. Then if the corporation is suc- 
cessful, as the stock increases in value and reaches the convers- 
ion figure, the bonded liability of the bonds is automatically 
extinguished. Some of the railroads of the country have been 
largely financed in this way. Thus, in building up the Union 
Pacific system, Harriman made excellent use of the convertible 
bond. These would be issued from time to time at a price well 
above that of the stock, and the proceeds be used to build up 
the road or acquire needed properties. This would naturally in- 
crease the value and the earning power of the road and bring the 
price of the stock up to or above the rate at which the bonds were 
profitably convertible. Then the bonds were exchanged for 
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stock and the road thus relieved of its bonded obligation was 
again in a position to issue and sell convertible bonds. 

On the other hand, it may be well argued that the corpora- 
tion is taking chances. If its business moves along successfully 
and its stock increases in value, the holders of convertible bonds 
share in its prosperity without having shared in the preliminary. 
risks. On the other hand, in case some unforeseen misfortune 
reduces the company’s earnings, the convertible bondholder 
naturally enforces his claim with the same rigor as any other 
creditor. As a matter of fact, convertible bonds are seldom 
issued except in periods when the demand for capital is large 
and when it is necessary for corporations—even those in high 
standing—to make concessions. In the United States these 
securities were first issued during and after the Civil War. The 
financing of the Chicago, Milwaukee and St. Paul Railroad 
Company from 1860 to 1880 was chiefly effected through issues 
of convertible bonds, and it is stated that as late as 1896 there 
were twelve separate convertible issues of this company out- 
standing. From 1880 to 1900, on the other hand, the practice 
was discontinued and was generally thought to have become 
obsolete. After 1900 there was a revival of convertible issues, 
which is to be explained chiefly on the ground of increased 
demand for capital. For the same reason, since the Great War 
many convertible bonds have been issued. 

Among the better-known convertible bonds may be men- 
tioned: 

Chesapeake and Ohio, Convertible 30-Year Secured Gold 5’s, 
convertible into common stock, on or before April 1, 1920, at 
$75 per share; April 1, 1923, at $80 per share; April 1, 1926, at 
$90 per share; and thereafter up to April 1, 1936, at $100 per 
share. 

Chili Copper Company’s Collateral Trust Convertible Gold 
6’s, Series “A,” convertible into common stock at any time up 
to their due date, April 1, 1932, at the rate of $35 face value of 
bonds for each $25 face value of stock. 
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American Telegraph and Telephone Company, 7-Year 6% 
Convertible Gold bonds, convertible into common stock at any 
time after August 1, 1920 and until August 1, 1925 at par plus 
$6 for each share of stock taken over, interest and dividends to 
be adjusted. 


§ 100. Participating Bonds 


Participating bonds attempt to offer a speculative attraction 
by giving to the bondholders some right to share in profits after 
all the obligations of the company have been provided for. They 
are unlike income bonds inasmuch as it is obligatory on the part 
of the company to pay their fixed rate of interest whether earned 
or not, the participating feature applying only to excess pay- 
ments. The best-known issue of this kind was the Oregon 
Short Line Cumulative Trust Participating 4’s, issued in 1903 
but almost immediately retired, which were to receive 4% 
interest plus whatever dividends in excess of this amount were 
declared upon the stock of the Northern Securities Company 
deposited as collateral. . 

A present-day bond of this nature is the 6% Debenture Gold 
bond of the Beneficial Loan Society of New York City. As 
stated in the company’s announcement: 


PROFIT SHARING IN ADDITION TO 6% INTEREST—The recorded 
owner of each Gold Bond receives a Corresponding Certificate of 
Profit Sharing. This entitles him to share in the profits of the 
Society each year, ending December 31, until the bonds are re- 
deemed, for an amount equal to his pro rata of at least one-third 
of the entire profits (including any gain in value of securities 
owned). Profit Sharing in any one year is limited to not over 8% 
(in addition to the 6% interest on the bonds) and is paid last of 
February yearly. 


As to the working of the plan, the company makes the fol- 
lowing statement: 


WHAT THE INVESTORS Have RECEIVED—Since 1913, the parent 
Society has. . . shared yearly profits with its bondholders, in ad- 
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dition to bond interest (disbursing about $800,000 of profits) as 
follows: 


For Interest Paid Profit Sharing Total Yield Total Amount 


Year -on Bonds Paid on Par Paid 
1914 6% 1% 7% $ 2,732.14 
1915 6% 2% 8% 11,835.19 
1916 6% 5% 11% 24,006.54 
IQI7 6% 5% 11% 70,931.11 
1918 6% 5% 11% II1,035-09 
1919 6% 5% 11% 153,425.88 
1920 6% 5% 11% 226,408.28 
1921 6% 5% (Due in Feb.) 


A recent and ingenious participating bond is the $4,000,000 
issue of 10-Year First Loan Gold 8% Participating Sinking Fund 
Production bond offered to the public by the United Oil Pro- 
ducers Corporation in August, 1921. The participating feature, 
as stated in the company’s announcement, is as follows: 


This bond provides a participation in addition to its guaran- 
teed rate of of Eight Per Cent perannum. This participation is 
of such a nature that the bondholder may know his position every 
day, without waiting for the Company’s periodical reports. Sim- 
ply look at the market price of oil in your daily newspaper. Today 
the market price of Mid-Continent oil is One Dollar per barrel. 
You would know this means a total of Nine Per Cent interest on 
your bond and every advance of Twenty-five cents per barrel in the 
price of this crude oil would add Two and one-quarter Per Cent 
per annum to your interest rate, until oil selling at Two and one- 
quarter Dollars per barrel would give the bondholder a total of 
Twenty and one-quarter Per Cent per annum interest on his bond. 


Ed oii ta OH Sl cha 
SHORT-TERM NOTES 


§ ror. Short-Term Notes and Bonds; Bank Loans 


There is no clear-cut line of demarcation between a short- 
term note and a bond. The distinction is ordinarily based on 
the length of time for which the security is issued. The usual 
short-term note runs from 1 to 5 years; a bond from to to 100 
years or more. Yet in the summer of 1921, Swift and Company 
sold a $25,000,000 issue of so-called short-term notes maturing 
in 1931—10 years from the date of issue—and a month later the 
Toledo Traction, Light and Power Company sold $2,500,000 
face value of so-called bonds maturing December 1, 1922, but 
little more than a year from the date of issue. The general dis- 
tinction, however, holds good, that issues maturing in less than 
to years are called “short-term notes,” and issues running Io 
years and over are called “bonds.” 

Again, the exact line of difference between corporate notes 
delivered to note-brokers and by them sold to banks, and cor- 
porate notes delivered to private banking houses and by them 
sold to the general public, may seem somewhat hazy. As a mat- 
ter of fact, there is no difficulty in classifying a note as belonging 
to one or the other of these two groups. A note intended for 
sale to bankers seldom runs more than go days and never more 
than six months. A short-term note, on the other hand, intended 
for wider distribution, customarily runs from 1 to 5 years. The 
business of the note-brokers who sell notes of the first class is 
entirely different from that of the stock- and bond-brokers and 
private banking firms that handle notes of the second class, 
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though the note-broker may also sell securities of the second 
class. Also, as stated in a preceding chapter, the notes of a short- 
term issue are of specified amounts, commonly $1,000, $500, and 
$100 face value, and all together make up a specified total as 
$500,000 or $1,000,000; while the ordinary bankable notes us- 
ually have no relation of any kind to other notes of the same 
concern, and the public rarely knows just how much their aggre- 
gate may be. 


§ 102. Purpose of Short-Term Notes 


Short-term securities for sale to the public may be legitimately 
issued for one of two purposes: (1) in anticipation of a later 
issue of long-term securities; or (2) in order to finance purchases 
or improvements which can be provided for at maturity out of 
the corporate income—in some cases out of the normal income; 
in other cases, in whole or in part out of the income arising from 
the purchases or improvements made possible by the issue of 
notes. 

To the first class belong the $2,500,000 short-term bonds of 
the Toledo Traction, Light and Power Company, referred to 
above; to the second class belong the $40,000,000 of short-term 
notes issued by the Copper Export Association in the early part 
of 1921, maturing in 1, 2, 3, and 4 years, and secured by 400,- 
000,000 pounds of copper, the proceeds from the sale of this cop- 
per, or any part of it, to be applied to the redemption of the 
notes as long as any of them are outstanding or are unprovided 
for. 

In order to facilitate their payment, short-term notes running 
for 3 to 5 years or longer are sometimes issued in series; that is 
to say, an equal proportion or a specified amount of the issue 
matures each year. Thus, of the notes of the Copper Export As- 
sociation referred to above, $6,000,000 matured and were paid 
February 15, 1922, $10,000,000 mature February 15, 1923, $12,- 
000,000 Feburary 15, 1924, and the final $12,000,000 February 
15, 1925. 


Ch. 10] SHORT-TERM NOTES 649 


§ 103. Use of the Short-Term Note 


Short-term notes have been a feature of practically every 
financial crisis since the Civil War with the exception of that of 
1884. During the period of the Great War and since, such issues 
have been numerous. This was due at the time to the difficulty 
of floating long-term loans, but more often to the exceptionally 
high rates of interest that prevailed. No one expected these high 
rates of interest to continue for any long period, and established 
corporations of good credit were therefore naturally desirous of 
avoiding the issue of long-term bonds at such a time, either to 
raise fixed capital, working funds, or to refund outstanding issues 
as they fell due, and short-term notes were the obvious recourse. 
As interest rates fall, short-term notes are likely to be less 
common. 

A feature of the short-term note that has been largely re- 
sponsible for its popularity—especially in times of financial 
stringency—is the comparative ease with which such notes may 
be sold. A corporation in fairly good condition is not likely to 
get into serious financial difficulty in the few years for which the 
ordinary short-term note runs, and the notes are therefore not 
scrutinized so keenly, or subjected to the rigid requirements as 
to security that are customary in the case of bonds. <Accord- 
ingly, the habit of putting out note issues has grown even among 
the conservative companies to such an extent that it is some- 
times a real source of danger. 

The danger that exists is shown by the experience of the Erie 
Railroad Company in rg08. This company, in order to tide over, 
had to put out one-year notes in the middle of the crisis of 1907, 
these notes maturing April 8, 1908. As the redemption date ap- 
proached, the cash to pay off the notes was not available. No 
refunding arrangement had been made or notice given until April 
4, 1908, 4 days before due date, when J. P. Morgan and Com- 
pany, as the railroad’s financial agents, published a notice to the 
effect that the notes would be refunded provided they were all 
deposited on or before April 8. As some of the notes were in 
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Europe, compliance with this request was impossible. The 8th 
of April came. Some of the notes were presented and payment 
demanded. The money for their redemption was not at hand. 
To all appearances another bankruptcy was impending. Then 
suddenly E. H. Harriman, from his sick-bed, telephoned that he 
would take the whole burden upon himself. Immediately he ar- 
ranged for a refunding issue of 3-year notes. His standing and 
ability was sufficient to carry the matter through and bring about 
a satisfactory redemption of the previous issue. 

It was one of the most dramatic incidents in the history of 
American finance. The occurrence serves to illustrate clearly the 
dangers that beset every corporation that relies too much on 
short-term notes which it cannot hope to meet except by issuing 
other securities. As was remarked by Guy E. Tripp, chairman 
of the Westinghouse Electric Manufacturing Company: “It is a 
bad thing to have a debt that you never intend to pay and never 
can pay; and that is what some short-term notes are.”’ 

A more recent instance of the dangers of short-term note 
financing is that of the Ingersoll failure in the early part of 1922. 
This had been ascribed in some quarters to over-advertising— 
an explanation which brought out the following statement: 


Robert H. Ingersoll & Brother are one of these unfortunate vic- 
tims of Kaiserism. Their capital was adequate for peace-time re- 
quirements. But it was not sufficient for the extraordinary needs 
of the war. The cost of raw materials moved skyward. In some 
cases the advance amounted to several hundred per cent. Labor, 
an important item in the cost of a watch, also went up. To meet 
these conditions more money was needed. But instead of increas- 
ing its capitalization or engaging in long-term financing, the firm 
floated short-maturity notes to satisfy its current- requirements. 
This was a mistaken policy, for when the depression came, these 
notes began to mature and, of course, could not be met. What was 
worse, the materials, both raw and manufactured, offsetting these 
notes began to decline in price at the same time that sales slowed 
up. Thus the assets back of the notes rapidly shrunk. In other 
words the Ingersoll firm had to take a heavy loss in inventories, 
just as every one else did, but its position was worse than most 
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concerns, because the number and the amount of the maturing 
notes it had out were grossly out of proportion to its capital. In- 
cidently the fact that these notes were in more than 200 hands was 
another disturbing factor.! 


§ 104. Yield of Short-Term Notes 


Before the Great War the highest grade short-term notes of 
large railroad and industrial corporations, ordinarily sold on a 
basis of 4% to 514%. The present rate is much higher, ranging 
from 7% to 8%. The Swift and Company notes already referred 
to, issued in 1921, bear 7% interest; the notes o1 the Copper 
Export Association, Inc., also issued in 1921, carry 8%; $20,- 
000,000 of 10-year notes issued by the United States Rubber 
Company in 1920 call for 744% interest; and even the collateral 
notes of the Pennsylvania Railroad issued in 1920 bear 6%. In 
all these cases the notes sold at a discount from their face value, 
thereby increasing the rate of interest actually paid. 

At the present writing, some of the less secure “securities” of 
this type are being quoted to yield as high as 10%, 12%, and 
15%. Some buyers of these high-yield notes have made a great 
deal of money on them, but they are to be regarded as dangerous 
in the extreme for anyone who is not intimately acquainted with 
the issuing company. 

A specialist in these notes says that he regards a note yielding 
such abnormally high returns as the rankest kind of speculation, 
and “much more dangerous than active stocks which can gen- 
erally be sold within one point of previous sales. A loss on a 
note when it comes, is like a fire loss; it is generally total.” 

Aside from the danger, continuous financing through short- 
term notes is apt to be expensive. The interest payment may not 
be too high, but each issue must be underwritten, and as this 
must be done every few years the cost of selling shortly becomes 
a heavy burden. 

As short-term notes approach within six months or less 


1 Printers’ Ink. January 5, 1922. 
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of maturity, they come into an entirely different class, for they 
become available for the use of banks. Hence, they sell at prices 
which make their yield approximate the yield of commercial 
paper of the highest class. Also, as a note comes very close to 
maturity, a curious situation arises, due to the fact that fluctua- 
tions of as little as even 1/8 or 1/16 in the purchase price may 
make a considerable difference in the yield; consequently the 
tendency is for such notes nearing maturity to keep out of the 
market. 

Some short-term notes are secured by collateral; others rest 
solely upon the credit and reputation of the issuing company. 
Curiously enough, some of the notes which command the best 
price and have the broadest market have no collateral behind 
them. The fact that collateral is posted is looked upon as indi- 
cating that the company has already used up all its unsecured 
credit. 


$105. Short-Term Notes as Funded Debt 


Professor Ripley has directed attention to what he well calls 
“the most deceptive practice” of carrying short-term notes in 
corporation balance sheets as a portion of the funded debt in- 
stead of including them among the current liabilities. This has 
been true even of corporations of the standing of the Erie Rail- 
road, and the Baltimore and Ohio Railroad. Notes running as 
long as 4 or 5 years are not, it is true, in exactly the same class as 
bank loans and accounts payable, most of which fall due within 
30 to go days, but they are by no means a funded obligation. 
They must be met either out of income or by the issuance of 
long-term loans. They are properly offset and secured, not by 
the permanent property and investments of the issuing corpora- 
tions, but by the assets which are readily convertible into cash. 


CHAPTER XI 


REDEMPTION OF BONDS—SINKING FUNDS 


$ 106. Theory vs. Practice 


A corporate bond, as stated, is nothing more than a note— 
the corporate promise to repay the principal amount of the bond 
at a specified date and meanwhile to pay interest at the times 
and at the rate prescribed. Theoretically, when a bond is 
secured the purchaser is not concerned with the means resorted 
to by the corporation to meet it at maturity. Presumably it 
will be paid just as any other corporate obligation is paid, and 
if the corporation is not ready to pay it when due, the mortgage 
will be foreclosed and the bond paid from the proceeds of the 
sale of the mortgaged property. 

In practice, however, this theory does not always work out. 
The amount of the bond issue is usually large, human nature is 
improvident, and foreclosure of a mortgage is usually a very 
uncertain and unsatisfactory method of collecting a debt—so 
much so, that when it comes to the large amounts usually bor- 
rowed by a corporate bond issue, the lender wants to know in 
advance just how the corporation proposes to pay the loan when 
it matures. 

There is a difference here as to practice. Most industrial 
bond issues and some railroad issues are paid off when due, out 
of past earnings. The majority of railroad issues are, however, 
usually taken up by some refunding operation; usually another . 
issue is sold and the proceeds used to redeem the matured issue. 
Not uncommonly an issue of railroad bonds will be extended 
when it comes due. 

In the case of a private corporation these refunding opera- 
tions are not always feasible. The investor is not, as a rule, 
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willing to take chances on a refunding of the loan when it 
matures, and wants some more specific provision for payment. 
Usually this provision takes the form of an agreement that reser- 
vations will from time to time be made out of the corporate prof- 
its, at least to the extent of securing the bonds at maturity. 
Such a reservation of profits is known as a “sinking fund.’! In 
popular usage this term is applied almost indiscriminately to any 
method of providing for repayment of a long-term loan, by 
setting aside for that purpose, before maturity, a predetermined 
amount at regular periods. 


§ 107. Sinking Funds 

The sinking fund principle first came into prominence in the 
latter part of the eighteenth century, when it was advocated and 
applied by William Pitt as the best and easiest means of pro- 
viding for the repayment of the United Kingdom’s huge national 
debt. It was heralded by many people of that day as a remark- 
able method whereby.a loan might be repaid without any serious 
sacrifice. As a matter of fact, this is correct and experience has 
shown that some such systematic method of providing for the 
large amounts required to meet maturing bond issues is very 
necessary. As intimated earlier in the chapter, corporations are 
run by human beings who are more than likely, if left to their 
own devices, to make inadequate provision for the future. The 
officers of a corporation which has just floated, let us say, a loan 
of $10,000,000 to be repaid in 20 years, are likely to consider that 
their duty has been done; their corporation has received a large 
amount of fresh capital which can be profitably used, and the 
earnings of which (after deducting the interest payments) will 
go to increase the yield on outstanding stock. It is easy for them 
to think that the time of repaying the loan is far distant and it 
is not their part to worry about it. When it begins to approach 
maturity, they or their successors will consider how it shall be 
handled. 


1See Book III, Part IV, ‘‘Bonds and Funds.” 
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Against this every-day human attitude of directors and man- 
agers of borrowing corporations, there are opposed the interests 
of the buyer of the bond and of his representatives in the pre- 
liminary negotiations, the bankers who undertake to dispose of 
the bond issue. As stated, the investor wants to be assured that 
his money will be repaid when due. Further than that, he 
wants to be assured that there will be no depreciation in the mar- 
ket value of his holdings. He is well aware, as every lender must 
be, that the borrower’s natural instinct is to let the future take 
care of itself. If he is prudent, he will therefore insist that some 
definite measures be taken to provide for repayment of the loan 
and secure himself, as fully as may reasonably be asked, against 
the possible carelessness or easy-going optimism of the people to 
whom his money has been entrusted. 


§ 108. Principle of the Sinking Fund 


This wise demand on the part of the investor can be met by 
a sinking fund without great difficulty or hardship, since a com- 
paratively small amount set aside each year out of the corpora- 
tion’s earnings will assure repayment of the entire loan, if the 
corporation has not overborrowed. The annual reservation, 
used perhaps to buy in the bonds if they can be had at a reason- 
able price, or otherwise put out at compound interest, will not 
be a serious burden. Accumulating at the rate of 6%, a sinking 
fund of approximately 4.3% of the face of the loan per year, will 
provide for its repayment at the end of 15 years; accumulating 
at a rate of as little as 3%, a sinking fund of 2.8% per annum will 
provide for repayment of a loan at the end of 25 years. To 
express it in another way, a bond issue of $1,000,000 maturing 
in 15 years, may be met by a yearly reservation of $43,000 put 
out at 6% interest, compounded annually, or, if it matures in 
25 years, by a yearly reservation of $28,000 at 3% compounded 
annually. 

A corporation, if it is reasonably prosperous, should be able 
to withhold these amounts and yet have ample funds remaining. 
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It is clear from the approximate figures cited, that the repay- 
ment of borrowed money by annual deductions from income is 
especially appropriate in the case of loans running from 20 to 50 
years. The length of the loan will of course depend upon the - 
character and stability of the business. A loan to a railroad 
company may properly run for as long as 50 years. A loan to 
an industrial corporation will ordinarily run not longer than 15 to 
25 years. Inasmuch as the profits of an industrial corporation 
are expected to average much higher than the profits of a trans- 
portation company, it is clear that these latter should be able to 
make a larger sinking fund reservation. 


§ 109. Sinking Fund Methods 


The primary purpose of the sinking fund is to provide for the 
payment of the bonds to which it applies. In doing this it 
usually increases the equity behind the bond and therefore makes 
it safer and more attractive. There are four principal methods 
by which the purpose of the sinking fund is attained: 

1. The borrower may turn over fixed cash payments at 
regular periods, usually once a year or once every six 
months, to a trustee; the trustee may deposit or invest 
the money at his discretion within the limits deter- 
mined in the original agreement. 

2. The borrower may set aside fixed sums at regular inter- 
vals and deposit or invest these sums at his own dis- 
cretion within the limits of the agreement. 

3. The borrower may set aside sums at regular intervals 
and use them solely for the repurchase of the bonds 
which are being amortized. 

4. The bonds may be arranged to mature in series so that a 
predetermined proportion will fall due each year, thus 
forcing the borrower to repay the bonds gradually 
during the life of the whole issue. 


The first two methods are the sinking fund plans originally 
used, They are still employed to a considerable extent in the 
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repayment of municipal and some other governmental loans, 
but are seldom used by private corporations. The third and 
fourth methods are similar in effect, since the sums set aside out 
of income are used under both methods for the redemption of the 
borrower’s own obligations, not for the purchase of outside 
securities. 

Under the third method, the bonds which are repurchased 
by the corporation are frequently kept alive and interest pay- 
ments on them are maintained. This is the case, for instance, 
with the redeemed bonds of the United States Steel Corporation 
which are held alive, the interest on these bonds increasing the 
annual amount available for sinking fund purchases. In other 
instances the bonds that have been redeemed are canceled. 


§ 110. Objections to Discretionary Investment of Sinking Funds 


There are certain objections to the first two of these methods 
which may briefly be stated. When the plan of turning over 
regular payments to a trustee is followed, there is always the 
possibility that the trustee may invest the funds with a view to 
his own advantage, or may make unsound investments, in which 
case it is quite possible that the fund may not accumulate as 
rapidly as had been expected or even that it may be lost in part. 
The possibility of making unwise investments is almost equally 
to be feared under the second method. Furthermore, the 
average rate of return on high-class investments varies consider- 
ably over a long period of years, and this may interfere with the 
anticipated rate of accumulation. It is, in fact, a matter of com- 
mon knowledge that sinking funds invested in outside securities 
seldom come up to the expectations of those by whom they are 
established. The final, and perhaps most serious objection to 
both the first and second methods is that high-grade investments 
which are the only ones suitable for sinking funds— yield a 
comparatively small rate of return; as a matter of fact, the rate 
of interest received on such securities usually is considerably less 
than the interest which is being paid by the corporation on its 
own obligations. 
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§ 111. Serial Redemption or Annual Purchase 


These objections to investment of the sinking fund instal- 
ments in outside securities have proved so powerful and well 
founded that it has come to be almost universally accepted as 
correct practice to carry on amortization through the redemption 
of the bonds which are being amortized. The practical question 
for most corporations to consider is whether it is best to set aside 
fixed amounts for investment in the securities to be amortized, 
or to arrange for serial maturity of these securities. For short- 
term loans the convenience and simplicity of the last-named 
method makes it very suitable. For long-term loans the former 
method, i.e., the annual expenditure of a fixed sum in the pur-’ 
chase of the outstanding bonds, is probably better. 

There are two fundamental reasons for the preference of the 
fixed annual expenditure when long-term loans are to be provided 
for: (1) when an issue of long-term bonds is arranged serially, 
with different dates of maturity for each series, it is necessary to 
fix a distinct price for each maturity, which is inconvenient and 
interferes with the ready marketability which should attach to 
all large bond issues; and (2), unless the amount falling due at 
each date of maturity is arranged on a graduated scale so that the 
amounts become progressively larger, the burden on the cor- 
poration is unequal, being heaviest at the beginning when interest 
payments on the whole issue must be met, and gradually lighten- 
ing as more and more of the bonds are redeemed and interest 
payments are thereby reduced. It is far better, if possible, to 
have all the bonds of one issue of uniform maturity; also to have 
an equal distribution of the burden of payment over a period of 
years. 


§ 112. Advantages of Annual Sinking Fund Purchases 


The simplest and the most popular sinking fund device is to 
reserve a specified amount annually and invest this fund solely 
in the bonds that are being amortized. Among the advantages 
of this method are the following: s 


Ch. 11] BONDS—SINKING FUNDS 659 


t. The corporation is protected against any loss due to unwise 
investment. It is buying its own bonds, and thereby reducing 
its outstanding obligations. It is certainly in no danger of losing 
its money. 

2. The rate of interest earned is the same as the yield of the 
. market price of the bonds. The customary provisions are that 
the bonds may be redeemed for the sinking fund at par or at some 
specified higher figure, the premium ranging in different cases 
from 1% to 25% or even 30%. Usually the bonds may be pur- 
chased in the open market at the option of the corporation, in case 
the market price is below the fixed redemption price. If the bonds 
are selling on a 6% or 7% basis, it is clear that the sinking fund 
will accumulate at the same rate, or if the purchased bonds are 
canceled, what is equivalent, that the 6% or 7% on the canceled 
bonds does not have to be paid. 

3. Under the customary provisions just referred to, the 
market price of the bonds is maintained by the corporation’s 
repurchases or redemption, and in this way the credit of the 
corporation is supported and at the same time the salability of 
all the outstanding bonds is increased. 

4. There is nothing to prevent the fixing of a definite price 
at which all bonds in the issue may be purchased by the corpora- 
tion. It is often done. If it buys in the open market the cor- 
poration takes whatever bonds happen to be for sale at the 
market price up to the desired amount. If it redeems a fixed 
proportion of bonds each year, the bonds to be redeemed are 
customarily determined by lot. In this last practice there isa 
slight element of uncertainty which might be considered objec- 
tionable, but it is of small practical importance. When this is 
done the redemption price is usually above the face value of the 
bond. 

5. If allowance be made for interest on the bonds redeemed, 
the burden on the corporation is equally distributed during the 
life of the bond issue. The simplest plan for accomplishing this 
result is to keep alive all the bonds purchased for the sinking fund, 
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so that the corporation pays out the same amount of interest 
each year. As the number of bonds held in the sinking fund 
increases more and more, interest payments, it is clear, go to 
swell the sinking fund, and thus to increase the annual purchases 
or redemptions. But so far as the burden on the corporation is 
concerned, it remains the same year after year. 

There seems to be little room for question that among all the 
methods of amortization, the best and simplest is the one just 
described of establishing a sinking fund which is used for the 
repurchase and redemption of all the bonds that are being amor- 
tized, and keeping alive the bonds that are taken into the sinking 
fund. 


§ 113. Diminishing Assets 


Bond issues put out by land, lumber, and mining companies, 

and other concerns, the chief property of which consists of 
diminishing or “wasting assets’”—that is, assets which in the 
ordinary course of business are sold, or used up and not replaced 
—are customarily protected by sinking funds calculated on the 
annual wastage. In the case of land companies the sinking fund 
requirements usually involve the redemption of bonds in pro- 
‘portion to the sales, either a fixed amount for each lot or acre 
sold, or a percentage of the selling price. Timber bonds which 
are secured by tracts of standing timber are customarily issued 
up to about 50% of the market value of the timber, or sometimes 
up to a certain amount per thousand feet of timber, as in the 
case of the Tennessee Stave and Lumber Company where the 
mortgage must not exceed $4 for each thousand feet of timber on 
the mortgaged property. In such cases the mortgage securing 
the bonds contains strict provisions to insure the regular deposit 
of the agreed amount per thousand feet for all timber cut, which 
should be sufficient to retire all the bonds when about one-half 
of the timber is consumed. 

The same principle is followed in accumulating sinking funds 
for mines. For example, the Monongohela River Consolidated 
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Coal and Coke Company sets aside for this purpose 5 cents for 
each ton of 1% inch coal mined and shipped; the Consolidation 
Coal Company sets aside for the redemption of its First and 
Refunding Sinking Fund Gold 5’s, 2 cents per gross ton, run of 
mine coal, taken from the property for the first 5 years, 3 cents 
per ton forthe next 15 years, 4 cents per ton for the next 1oyears, 
and 5 cents thereafter till the bonds are redeemed. The North- 
western Iron Company sets aside 25 cents for each ton of iron ore 
mined. The Philadelphia Company’s First Refunding and 
Collateral Trust Mortgage 6% Gold bonds are protected by an 
annual sinking fund of 3 cents on each thousand cubic feet of gas 
sold, the minimum, however, to be 3% of the total issued bonds. 


§ 114. Special Sinking Fund Provisions 


There are many different special provisions for the main- 
tenance of sinking funds and for giving greater security and 
attractiveness to the bonds. The Goodyear Tire and Rubber 
Company sold its $30,000,000 First Sinking Fund Gold 8’s in 
1921 with the sinking fund provision that $750,000 should be 
appropriated each six months with which outstanding bonds, 
selected by lot, should be redeemed at 120. In other words, the 
entire issue must be redeemed at a 20% premium. The con- 
ditions of the company at the time—a reorganization was just 
completed—explains this unusual provision. In 1899 the old 
New England Cotton Yarn Company issued $6,500,000 5% 
First Mortgage bonds, now practically all retired, which were 
covered by a sinking fund of 1% on the outstanding amount, 
payable before any dividend disbursements on the preferred 
stock, with an extra 4% for the sinking fund, payable before any 
dividend disbursements on the common stock. The Baldwin 
Locomotive Works has an authorized issue of $10,000,000 First 
Sinking Fund Gold 5’s, the mortgage of which provides that the’ 
net quick assets of the corporation shall at all times equal the 
aggregate indebtedness including the outstanding bonds. The 
Fisk Rubber Company, in connection with its issue of First 20- 
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Year 8% Sinking Fund Gold bonds of 1941, agrees always to 
maintain net quick assets equal to at least 125% of the amount of 
the bonds outstanding. 

The embarrassment sometimes caused by these special pro- 
visions for the protection of outstanding securities is well illus- 
trated by the experience of the Cuba Cane Sugar Corporation. 
One of the provisions of the indenture securing its $25,000,000 
1o-Year 7% Convertible Debentures, issued in 1920, pledges the 
company not to place a mortgage or lien—save purchase money 
mortgages—on any of its property or plants as long as any of 
the debentures are outstanding. In the summer of 1921, owing 
to the abnormally low price of sugar and the difficulty of dis- 
posing of its crop, the company found itself without the necessary 
funds to continue operations and it could not raise new funds 
because of the restrictive provision mentioned. Under these 
conditions the following appeal was addressed to the stock- 
holders in an effort—which was successful—to meet the situation; 


To THE HoLpDERS oF 7% CONVERTIBLE DEBENTURES OF 
CuBA CANE SUGAR CORPORATION , 


The Cuba Cane Sugar Corporation has arranged with a group 
of bankers to secure at once a loan of $10,000,000 under an arrange- 
ment which requires the subordination of the debentures to the 
new money for the period of said loan and of any renewals, substi- 
tutions or refundings thereof. As a consideration therefor, the 
Corporation is offering to increase the rate of interest on assenting 
debentures from 7 per cent to 8 per cent per annum from July 1, 
1921, to the maturity of the debentures, provided the plan becomes 
effective... < 

Debenture holders are urgently requested forthwith to assent 
to the plan by depositing their debentures at the offices of any one 
of the three institutions above-named. Temporary negotiable re- 
ceipts will be issued therefor, and application will be made at once 
to list these receipts on the New York Stock Exchange. 

By order of the Directors. 

Cupa CANE SuGAR CORPORATION, 
By W. E. Ogilvie, President. 


September 27, 1921. 


Part I1I—The Financial Organization 


CHAPTER XII 


CAPITALIZATION— BASIS 


§ 115. Capital, Capitalization, and Capital Assets! 


The different forms of organization of business enterprises 
and the various types of security issues which are exchanged for 
cash or for other property acquired by the business have been 
considered. The total par value of all the security issues out- 
standing at any given time—stock and bonds—is usually referred 
to as the “‘capitalization”’ of an enterprise. In some jurisdictions 
there is a legal meaning attached to the word “capitalization” 
which is wholly distinct from its popular meaning; it being, in 
the legal sense, the total par value of the authorized capital stock 
of a corporation. Wherever the word is used in this volume, 
however, it may be understood in its popular sense. 

“Capitalization” must be distinguished from “capital” or 
“capital funds,” by which we mean the actual value of the in- 
vestment in the business. The vague expression ‘‘overcapitaliza- 
tion,” so frequently used, is intended to indicate a state of affairs 
where the nominal value of the outstanding stocks and bonds is 
in excess of the real value of the investment— that is, the capi- 
talization is larger than the capital. As a matter of fact, there 
is seldom any close correspondence between “capitalization” and 
“capital” or the “capital funds” actually invested. 

Another phrase frequently used is “capital assets,” under 
which term are included those assets of a business which are of a 
~~ 1See Book I, Ch. IX, “The Capitalization.” 
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permanent nature and which are essential to its continuance. 
“Capital assets,”’ or fixed assets, are distinguished from “current 
assets.” If a manufacturing concern, for instance, has a plant 
worth $1,000,000, inventories of $300,000, and cash and accounts 
receivable of $200,000, we should say that its capital assets were 
$1,000,000 and its current assets $500,000. 

The capital stock of an enterprise is in a sense a valuation on 
the part of the organizers of the net worth of the enterprise. At 
the beginning it is supposed to be, at least as a matter of legal 
theory, a fairly accurate valuation. As time goes on, it is recog- 
nized that there will necessarily be changes in the status and 
value of the various assets and liabilities; and the financial re- 
sults of these changes are supposed to be shown in the surplus or 
profit and loss accounts. The capital stock plus the surplus 
theoretically measures the exact value of the permanent invest- 
ment in the business. However, the necessary inaccuracies and 
arbitrary estimates of accounting practice make it very difficult 
even to approach this theoretical relation in every-day practice. 


§ 116. Three Bases of Capitalization 


The question, “‘What is the right basis of capitalization?” is 
almost identical with the question, “What is the proper measure 
of wealth?” To this latter question there are three possible 
answers. 

1. Cost PLus INcREASE=-— The first and most obvious is that 
wealth is measured by the cost of the property which is owned, 
plus whatever surplus value has been accumulated. Thus, if a 
farm cost $10,000 and is improved to the extent of $500 a year, 
it should, in the course of two years, be worth $11,000. But sup- 
pose that before the end of the two years oil were discovered 
upon the property. It would then immediately acquire a value 
which would have very little reference to the original value or to 
the original investment and the accumulation of betterments. 
In practice, unexpected factors wholly outside the control of the 
owner of property are continually modifying its value, so that 


Ch. 12] CAPITALIZATION 665 


it is out of the question for anyone to depend wholly on the book 
record of his investments and accumulations as a method of 
measuring his wealth. 

2. Repropuction Cost-— The second method is to measure 
wealth by the cost of reproducing property. lia man has a fac- 
tory which has been running for twenty years, he may be ready 
to grant that his records of investments and accumulations 
would be of little use in determining its value, but he might sug- 
gest that the present cost of purchasing similar property in the 
same neighborhood and of duplicating his plant thereon would 
be a correct measure of its value. This may be accepted as satis- 
factory so far as strictly tangible assets are concerned. But to 
every piece of property there attaches a certain intangible value. 
A man running a successful retail shop would not be willing to 
part with it, ordinarily, in exchange for another shop which was 
just as well fitted up and carried the same stock but which had 
been unsuccessful. A street railway company that was running 
smoothly and in harmony with the public sentiment of its terri- 
tory, would not accept in exchange for its track and rolling stock 
the exactly similar assets of some other company which had in- 
curred public ill-will. It is possible—at least theoretically—to re- 
produce physical assets, but it is a far more difficult proposition 
to reproduce good-will, organization, prestige, and the like. 
Hence, the attempt to measure wealth by figuring the cost of 
reproducing properties breaks down as soon as we begin to 
measure the value of intangible assets. 

3. EARNING PowER-— The third method is the capitalization 
of earning power. One man owns a piece of real estate, which 
brings him a clear net income under a long-term lease of, say, 
$50,000 a year; another man owns a piece of property for which 
he paid just as much, which yields but $10,000 a year. Assuming 
that these two incomes are equally stable, can there be a question 
in anyone’s mind that the first property is worth five times as 
much as the second? Note the assumption that the two incomes 
are equally stable. The likelihood of continuance of earning 
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power and the ease with which it may be transferred are, of 
course, important factors to be considered. To what extent they 
should be allowed for, and in what way the value of any given 
property is to be determined on the basis of its earning power, 
are questions to be discussed a little farther on in this chapter. 
It is enough here to point out that earning power is the chief 
result of tangible and of intangible assets. If we take into account 
not merely current earnings but also potential earnings, then we 
have here a measure of wealth which, dependent upon the ac- 
curacy with which this income is determined, must be a true and 
satisfactory measure. 

After all, in buying property for business reasons, what do we 
buy? Not merely so much real estate or so many articles. We 
are buying income. In the same way a man’s individual wealth 
is shown, not by what he has invested—which may have been 
chiefly wasted—but by what he is getting out of his investments. 
If the answer that earning power is the best measure of wealth is 
granted, and if the proposition that “capitalization” of an enter- 
prise is an approximate estimate of its wealth is accepted, then it 
would seem to follow that the correct basis of ‘‘capitalization’’ is 
earning power. This answer, however simple and sound it may 
appear to us, is not a principle of the law governing corporations, 
which, on the contrary, assumes that investment is the only cor- 
rect basis of capitalization. Out of this conflict between legal 
theory and business practice grow may difficulties and evasions. 


§ 117. Investment as a Basis of Capitalization 


Small and close corporations of the more stable type are 
usually started by a few men who are personally acquainted with 
each other. Each one of these men subscribes to a certain 
amount of stock of the new corporation and pays for his stock 
either in cash or by turning over property at a value agreed 
upon with his associates in the enterprise. With few exceptions, 
corporations of this type issue their bonds and capital stock at 
a par value exactly or nearly equivalent to the cash or cash value 
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which the corporation receives. Thus at the beginning there is 
an actual correspondence between the capitalization, the invest- 
ment, and the actual net worth of the corporation’s assets. If 
the enterprise operates along well-established lines, has the cor- 
rect amount of capital, earns a normal rate of return, and most 
of this income is paid out as dividends, there will be little diver- 
gence from this system of approximate equality among the three 
factors mentioned. Ordinarily, however, the vicissitudes of busi- 
ness soon bring about variations. With the more speculative 
small corporations, and with most of the larger corporations as 
well, there is usually no very close correspondence, even at the 
beginning. Nearly always the new company starts with a bur- 
den on its back. Either it may spend a great deal in order to 
get its capital, or pay a great deal for the good-will of an estab- 
lished business, or, if of a speculative nature, must pay a large 
price for property of a large potential value. 


§ 118. Capitalization of Earning Power 


We have already touched upon the fundamental reasons for 
regarding earning power as the proper basis of capitalization. 
This principle is generally accepted as correct among the finan- 
ciers of this country. As to the practice in other countries, Paul 
M. Warburg some years ago wrote as follows: 


Stock-watering, that is, capitalization of earning power or good- 
will, is permitted in England and France, while it is not allowed in 
Germany. While personally I prefer the German system, it is a 
mistaken idea to think that the capitalization of earning power nec- 
essarily means taking advantage of somebody. If the German sells 
at 200% an industrial stock paying 10% dividends, it amounts to 
the same as if the Englishman had sold at par twice the amount 
of shares on which 5% dividend is paid. 


Capitalization on the basis of earning power is not neces- 
sarily the result of a carefully thought out plan. On the con- 
trary, it usually is the by-product of an effort on the part of the 
organizers of corporations to make the corporate stock attractive 
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so as to be able to sell it at the highest possible price. It is for 
this reason that corporations which have shares that are actively 
dealt in are more generally capitalized on an earning power basis 
than are the corporations which are closely held. 


§ 119. The Magic of Par Value 


The reason for the adoption of earning power as a basis of 
capitalization is well expressed by a recent writer who does not 
believe the basis a sound one.? 


But if the earning power basis of capitalization is both unsound 
in theory and impracticable in application, why is it so generally 
supported by American financiers? The answer is fairly clear: It 
is that the earning power basis of capitalization gives promoters 
the opportunity to set the nominal capital at whatever figure they 
think will give the securities their highest market value. One of 
the strange but well-recognized phenomena of the financial market 
is that an enterprise capitalized at a liberal figure is very apt to 
seem more valuable to the investing public than would that very 
same enterprise if capitalized at a lower amount. The ‘“‘magic of 
par value” often has a decided influence. American promoters are 
past masters in the art of taking advantage of this preference for 
a large nominal amount of stocks and bonds. And in this game 
their best ally is the highly sanctioned theory that capitalization 
should be determined by earning power. For by estimating future 
earnings at an extravagant figure and then by capitalizing these 
earnings at a very low rate, the promoters are able to justify an 
issue of securities far in excess of the actual cost of the property. 


§ 120. Advantages of Low-Price Shares 


The earning power value is a very real influence, for it has 
been found through long experience that shares which sell at or 
below par have a readier market and command a higher price in 
proportion to their yield than do shares which are quoted far 
above par. If acompany is earning and paying dividends of 40% 
on its common stock, it will be difficult to sell such shares at a 
price commensurate with their intrinsic value. But if the same 


2 James C. Bonbright, in Quarterly Journal of Economics, May 1921. 
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company should quadruple its capitalization so that the divi- 
dends on its stock amount to but 10%, it may safely be assumed 
that—ignoring any temporary fluctuations—the new shares 
would sell for more than 25% of the market price of the old 
shares. 

There is very little, if any, sound reason for the preference 
generally shown for shares that sell near or below par. Several 
explanations, however, may be offered: 

First, there is a somewhat wider market for low-priced shares, 
due to the fact that they are commonly bought and sold in lots 
of ten or more; it is obvious that the number of people who can 
buy a lot of ten shares worth $40 each, is far greater than the 
number of persons who can buy a lot of ten shares worth $400 
each. 

Second, the low price is more attractive for it permits a diver- 
sification of holdings that would be impossible if shares of a high 
price were purchased. 

Third, there is an impression in the mind of the average share- 
holder—a vague impression but powerful—that his stock either 
had or will have a real value about equivalent to its par value. 
If he buys below par, he sees a prospect, at least, of appreciation 
in the value of his holdings. This impression, we may grant at 
once, is based on a misconception. Many shareholders do not 
seem fully to understand that their property rights consist, prac- 
tically, only of an equity, and that the corporation is under no 
obligations ever to return or account for the par value of their 
shares. Nevertheless, there is an imaginative appeal in the magic 
term “$100” stamped on the face of a stock certificate, which 
undoubtedly helps to sell low-priced shares. 


§ 121. Percentage Rate of Capitalization 


The rate of capitalization of the earning power of a corpora- 
tion depends naturally on the corporation’s stability and on the 
nature of the business. A railroad or public utility company 
may find stocks which yield 6% to 7%, selling at or near par. 
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The shares of a manufacturing or trading company must usually 
pay dividends of 6% to 8% or more if they are to sell at par. 
These percentages refer solely to dividends, and require mate- 
rially larger actual net earnings of the corporation after all claims 
prior to dividends on the common stock have been met. There 
is of course no definite rule for determining what percentage 
should or will be used in working out the capitalization. That 
must be determined by observing the market action of the com- 
pany’s shares and of other similar shares. 


§ 122. Adjustment of Capitalization to Earnings 


Many examples of the adjustment of capitalization to earn- 
ings might be cited; indeed, almost any large industrial corpora- 
tion the shares of which are widely traded in, would serve this 
purpose. At the time of its organization, the United States 
Realty and Construction Company had tangible property worth 
approximately $11,000,000, and cash amounting to about $11,- 
000,000, against which was issued $27,500,000 in preferred stock 
and $33,500,000 in common stock; $61,000,000 in all. The earn- 
ing power of the two companies which had been combined 
amounted, however, to over $3,500,000, and there was thought 
to be reasonably good prospects for growth in these earnings. 
Even in view of these earnings, the capitalization was regarded 
as perhaps somewhat excessive but not abnormal. As a matter 
of fact, the company later failed disastrously, due in part to un- 
favorable conditions and in part to the overestimates that had 
been made of its earning capacity. 

A striking example of sudden variation in earnings quickly 
followed by readjustment of capital is furnished by the Subma- 
rine Boat Corporation. This corporation was originally known as 
the Electric Boat Company, and for many years was regarded as 
practically a failure. It had an authorized capital of $5,000,000 
common and $5,000,000 preferred, of which $4,999,600 common 
and $2,667,500 preferred were outstanding. The company’s busi- 
ness was to build submarines for which it held valuable patents, 
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and also high-powered gasoline launches which might be used as 
submarine destroyers. After it appeared that the submarine was 
to become a highly important factor in the European conflict, it 
quickly became evident that the Electric Boat Company was in 
a position to reap enormous profits from the situation. As late 
as the winter of 1914, the common stock was quoted at a nominal 
price, around $10 a share; by the fall of rgr5 it had risen to over 

$480 a share. | 

At this time the Submarine Boat Corporation was formed for 
the purpose of carrying on the enlarged business, and the stock 
of the Electric Boat Company was taken over on the basis of 
ten shares of the new stock for each one of the old. The shares 
of stock of the new corporation were issued without par value 
and for this reason it is impossible to cite exact figures showing 
the extent of the recapitalization. However, on the basis of the 
quoted price of the Electric Boat Company shares, the new capi- 
talization of the Submarine Boat Corporation may be figured as 
having a market value at that time of $35,000,000. It may be 
added that the hopes of those interested in the new corporation 
were never realized, and the stock of the company steadily de- 
preciated in value, until at the present time? it is quoted at $5a 
share—equivalent to $50 a share for the stock of the Electric 
Boat Company. The published report of the Submarine Boat 
Corporation for the year ending December 31, 1921, shows a net 
deficit of $2,199,476. 

There can be little doubt in the mind of anyone who is famil- 
iar with such occurrences, as to the truth of the general statement 
that capitalization tends very strongly to conform to earnings 
rather than to actual investment. 


§ 123. Estimates of Earning Power 


In what has been said in the preceding section as to adapting 
capitalization to earning power, it has been assumed that there 


3 March 4, 1922. 
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will be no difficulty in determining earnings. If a company has 
been doing business successfully over a period of years and has 
had reasonably stable earnings, it would seem to be an easy mat- 
ter to estimate the probabilities for the future; yet the experi- 
ence gained during the last 25 years in forming combinations of 
industrial companies indicates quite clearly that even expert 
estimates are an unsafe guide. 

The following interesting table4 ‘“‘shows the disparity between 
the promised and the actual profits” in the case of a number of 
important industrial combinations. The aggregate earnings of 
the subsidiary companies before the combination are taken as 
100; the percentages given show whether these prior percentages 
were exceeded or otherwise under the combination. 


Mount Vernon-Woodberry Cotton Duck Company............ 166% 
NationaliSalt :Conipany seikes.. <a stee eae eee eel. Seek lee oat 134 
News England (Cotton, Varn. Companys: pe ania eee ear eae 98 
International Cotton Mills Corporation...................-... 56 
United States" ShipsBuilding Conmpanyaecaacec ese aoenenies 56 
United States Realty & Construction Co..................:.-- 50 
Asphalt (Companysoh Amenicasect «easel scy- lee siete tae hee 40 
AmencaniMalting Companys sae. cena es ane ai 
Amencanebicyele:Companyiey asic vertecinc/ a eee ele eee ee 24 


The somewhat startling results shown above may have been 
due in part to padded statements of earnings on the part of the 
constituent companies, which just prior to the combination were 
trying to make the best possible showing for themselves; to some 
extent they are due, doubtless, to the fact that combinations are 
generally organized at the height of a period of prosperity. In 
general, however, they seem to represent a tendency toward act- 
ual decline in efficiency under the new organization. 


§ 124. Earnings as Affected by the Personal Equation 
Wherever the personal element in management is large, esti- 

mates of future earnings are particularly uncertain. After a 

strong, going organization has been formed and methods have 


4 Dewing on Corp. Prom. and Reorg., p. 547 
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become standardized, this element of uncertainty becomes less 
and less prominent. Nevertheless, in some lines of business it is 
especially pronounced. For example, bankers are sometimes un- 
willing to make large advances to companies engaged in operat- 
ing chain stores. They believe that the success of these stores 
depends to a high degree upon the human equation. The death 
of the executive who built it up and had formed his personal con- 
nections might be a fatal blow. 


§ 125. Legislation as Affecting Dividends 


Another source of uncertainty in businesses where earnings 
would otherwise be remarkably stable, is the possibility of ad- 
verse legislation. The legislatures of several states have in recent 
years passed laws fixing rates of transportation and of public 
utility services on arbitrary bases which have introduced a sud- 
den and wholly unforeseeable change in the earnings of the cor- 
porations affected. The principle is wrong. Wherever rates re- 
quire regulation, it should be effected by some systematic and 
carefully considered method. In Great Britain there is no such 
thing as public rate regulation as understood in America. The 
two methods of regulation used there are the maximum dividend 
method and the sliding scale method, both of which operate con- 
tinuously and automatically. 

There is, perhaps, no safe practical rule to follow in making 
or in reviewing estimates of future earnings, except to follow the 
rule of conservatism and skepticism. Sometimes the skepticism 
may be undeserved, but at any rate the banker or investor can 
make no mistake in demanding full and satisfactory evidence of 
the conservatism of the estimates. This remark applies especially 
to promoters’ estimates of the future profits of their concerns. 
“When you are capitalizing a perhaps which you believe to be 
infinite,” says Hartley Withers in one of his incisive epigrams, 
“the number of noughts that you add on to the market value of 
the company’s capital is a matter that does not concern you as 
long as you are wrought up to the right pitch of excitement,” 
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§ 126. Overcapitalization 


It is plain, from what has been said, that many corporations, 
either at the outset or at some later stage in their career, are faced 
with a wide discrepancy between the actual value of all their 
assets and the nominal net worth of the business which is repre- 
sented by their capital stock. 

For example, the old Glucose Sugar Refining Company was 
organized in 1897 as a combination of six glucose refineries. 
Although $7,500,000, it is reliably estimated, would have fully 
covered the actual value of the plants and current assets ac- 
quired, the company started with a capital stock issue of $37,- 
000,000. In 1902 this same combination, with some additions, 
was reorganized under the name of the Corn Products Company, 
and again in 1906 under the name of the Corn Products Refining 
Company. This last company, it was estimated, had assets worth 
approximately $15,000,000. Against these assets the company 
issued a bonded debt of $9,500,000, preferred stock to the par 
value of $30,000,000, and common stock to the par value of 
$50,000,000. 

When a corporation has been unsuccessful over a period of 
years, an effort is sometimes made to improve the financial status 
by reducing its capital stock and its contingent charges. The 
Corn Products Refining Company was not conspicuously suc- 
cessful at this time. It paid 5% on its 7% preferred stock, the 
unpaid 2% accumulating, and the price of the common stock 
went as low as $10 a share. To place the company on a sounder 
and more conservative basis, Mr. Bedford, its president, advised 
a reduction of its capital stock, and submitted a plan which 
called for the absolute surrender and cancellation of four-fifths 
of the outstanding $50,000,000 of common stock; the remaining 
one-fifth of common and all the preferred stock to be exchanged 
for new stock of one class, upon which it was proposed to pay 
dividends at the rate of 5% per year. The result would have 
been to cut down fixed charges and permit of a much sounder 
balance sheet. However, the preferred stockholders saw no ad- 
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vantage to themselves in giving up part of their claims and the 
plan eventually failed. 

The subsequent history of the Corn Products Refining Com- 
pany is interesting and a striking tribute to the value of good 
management—which the company has had. In spite of its stag- 
gering burden of capitalization it has been successful. At the 
present time it is paying regular dividends on both preferred and 
common stock; in 1921 it bought in and retired $5,000,000 par 
value of its preferred stock; its profits from operations for 1920 
were over $18,000,000; it had a surplus, January 1, 1921, of over 
$43,000,000; and its common stock is now selling above par. 


CHAPTER (Xtht 


CAPITALIZATION— GOOD-WILL, SURPLUS 
AND INITIAL EXPENSES 


§ 127. Good-Will 


The law assumes that at the time of organization the assets 
of a corporation are valued at cost or at their actual value and 
that, after the deduction of liabilities, the remaining equity in 
the assets is represented by its capital stock. 

The truth of the case is, as we have seen, that capitalization— 
at least for the companies with marketable securities—is more 
often based on earning power, and that the book valuation of 
the company’s assets is then adjusted to the capitalization. This 
tends to make the valuation of assets for accounting purposes a 
difficult process. When it is not desirable to place an arbitrary 
value upon tangible assets, or when the capitalization is so large 
that any arbitrary value within reason will still leave a gap, then 
we have ‘Patents,’ ‘Copyrights,’ ‘Organization,’ ‘‘Good- 
Will,” or some other intangible asset entered upon the books and 
appearing in the balance sheet at a valuation sufficient to offset 
the nominal value of outstanding capital stock. 


§ 128. A Good-Will Account ‘‘to Order” 


The valuation of an intangible asset sometimes comes in very 
conveniently for other purposes. For instance, some years ago 
a company publishing a well-known popular magazine had issued 
$300,000 face value of stock for an equivalent amount of cash 
paid in. The magazine had, however, proved unprofitable and 
at the time its total assets over and above the liabilities (except 
stock) were approximately $250,000. As the cash originally con- 
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tributed amounted to $300,000, this showed a loss of $50,000, 
which appeared on the asset side of the balance sheet as an 
accumulated deficit of practically $50,000. Its balance sheet in 
a highly condensed and simplified form would then be: 


Assets Liabilities 
Net Capital and Current Canitalistockon aaah er $300,000.00 
IASSEtS Basmati tact aiato-sherete $250,000.00 
Accumulated Deficit...... 50,000.00 
WOtal Ata. bys cba Ai ers $300,000.00 $300,000.00 


When the magazine had reached this stage and its proprietors 
were greatly discouraged, it started a series of feature articles 
which were timely, had a very strong appeal, and became im- 
mensely popular. The circulation and advertising receipts of 
the magazine suddenly jumped to figures previously unthought 
of. In the first year after this sudden change of fortune, the 
corporation earned profits of approximately $40,000, and the 
directors desired to distribute dividends of $30,000. But there 
was no surplus out of which to declare dividends; on the con- 
trary, the balance sheet still showed an impairment of capital 
which must be made up before dividends could legally be de- 
clared. In this predicament they called in an experienced 
accountant who solved the difficulty by directing that a very 
simple entry be put into the company’s journal, debiting a new 
Good-Will account to the amount of $100,000, and crediting 
Surplus for a like amount. Thereafter the company’s balance 
sheet in its highly simplified form, appeared as follows: 


Assets Liabilities 
Net Capital and Current @apitalustocky srs eel $300,000.00 
Assets.........+.--++++ $290,000.00 | Surplus.........+.++-.- 90,000.00 


Good-willivanasem ch doles. 100,000.00 


Potalee ie oe cieawles $390,000.00 $390,000.00 
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There was then nothing to prevent the immediate distribu- 
tion of cash profits in the form of dividends.1 


§ 129. Proper Valuation of Good-Will 


Good-will is not necessarily valued in quite so arbitrary and 
casual a fashion. Where there is genuine good-will which it is 
desirable to show in one form or another on the balance sheet, a 
careful valuation should be made. A good example of such a 
valuation arose in connection with the appraisal of the estate of 
Joseph Pulitzer, former proprietor of the New York World and 
of the St. Louis Post-Despatch. The appraiser, first of all, made 
a careful estimate of the earning power of each one of the news- 
paper properties. For this purpose he took the average annual 
earnings of each corporation for four years preceding Mr. 
Pulitzer’s death. From this average figure, however, he de- 
ducted a considerable sum by reason of certain very favorable 
contracts for the purchase of white print paper which were about 
to expire, and he further deducted $100,000 as being a reasonable 
estimate of the value of the services of Mr. Pulitzer himself. He 
deducted, also, 6% on the actual capital invested. This left 
average net earnings of $196,411 for the St. Louis Post-Despatch, 
and $81,180 for the New York World, both of which the appraiser 
capitalized on a 10% basis, making his valuation of the good-will 
of the first-named paper $1,964,110, and of the second-named 
paper $811,800. 


§ 130. Legal Appraisals of Good-Will 


In court appraisals of good-will the generally accepted prac- 
tice is to take the net profits of the business, less 6% on invested 
capital, for a term of years immediately preceding the valuation— 
usually 3 or 5 years—and from this obtain the average net annual 
profits. This average amount is to be multiplied by the number 
of years’ purchase, i.e., the number of years that the good-will 
may be expected to continue, the result giving the value of the 


1 The case just cited is actual but the figures have been much changed in order to simplify 
the statement and to avoid identification. 
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good-will. In the absence of evidence to the contrary, 3 years’ 
purchase is customarily allowed. 

The number of years’ purchase varies with the nature of the 
business. Thus in a case involving the value of the good-will 
of Tiffany and Company, the well-known New York jewelers 
whose business has been established for 60 years, the court held 
that 10 years’ purchase was fair, stating in its decision: 

It is contended that the value of the good-will should be ascer- 
tained by multiplying the average net profit by 3 or 5, instead of 

to. The cases in this country are not uniform in regard to the 

number of years’ purchase by which the average annual net profits 

may be multiplied for the purpose of determining the value of the 
good-will. Most of the American cases adopt a period ranging 
from two to six years, the number being dependent upon the nature 

of the business, the length of time during which it has been estab- 

lished at a particular place, and the extent to which it is known to 

the public.2 


In the Pulitzer matter already referred to, the number 
of years’ purchase—though expressed on a percentage basis— 
was also ten. 


§ 131. Nature of Good-Will 


In this discussion no attempt has so far been made to give an 
accurate definition of the vague term “good-will.”’ It is, in fact, 
almost incapable of definition for the reason that it is continually 
used in many varying senses. The term arose undoubtedly in 
connection with retail. trade and with professional practice, 
where it referred to the habit that had been established on the 
part of many people who were accustomed to trading with a good 
shop or with an established professional practitioner. Experi- 
ence has shown that this habit will continue to carry people to 
that same shop or to the same physician’s or lawyer’s office even 
after the original proprietor or practitioner has withdrawn. The 
vendor of a business or a practice of this nature usually con- 


2 Matter of Moore, 97 Misc. 238; 162 Supp. 213, as reported in Gleason and Otis on In- 
heritance Taxation. 
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tracted, for a given consideration, to recommend his successor 
and thus literally sold to him his “good-will.” The classical 
definition of good-will is that attributed by Boswell to Johnson, 
who when assisting in the sale of the Thrale brewery remarked, 
“We are not here to sell a parcel of boilers or vats, but the poten- 
tiality of amassing wealth beyond the dreams of avarice.” 

When a modern corporation transfers good-will or enters 
good-will upon its books, the asset which is thus represented 
consists of something even more intangible than the kind of 
good-will that accompanied the sale of the little retail shop. A 
corporation’s good-will may consist in part of established trade 
and of the habits of people who desire to buy its products; it 
may consist in part of an efficient, smoothly working internal 
organization; it may consist in part of a monopoly of its field; 
it may consist in part of well-known trade-marks or of patents. 
An adequate definition of good-will in its modern sense must 
cover all the above and many other similar variations of intan- 
gible assets. The one definition which seems to cover almost 
everything is this: Good-will is the capitalization of that portion 
of the earning power of a business which is not credited to other 
assets. 

With this definition in mind, the question as to the right 
method of valuation of good-will in any given case is simplified. 
The same method must be followed that was used by the ap- 
praiser of the Pulitzer properties; that is, to eliminate from 
average earnings those which are to be ascribed to the ownership 
of tangible assets or to temporary causes; the remaining earn- 
ings may then be capitalized on whatever basis is suitable for the 
business under consideration. If the percentage method is used 
it might in some lines of business be as low as 6% or 8%; in 
others 10%, and in others 12%, 13%, and even 20%, 


§ 132. Permanency and Amount of Good-Will 


The definition of good-will just suggested carries with it a 
ready explanation of the fact that good-will is a much more per- 
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manent asset in some lines of business than in others. Those 
lines of business which employ an overwhelming proportion of 
fixed capital assets, ordinarily attribute their earnings almost 
wholly to these assets, and there is seldom any occasion for enter- 
ing such an item as good-will. On the other hand, those corpora- 
tions that are engaged chiefly in trading, their earnings being 
dependent to a great extent upon the rapidity of their turnover, 
or upon popular favor, may find, if they are successful, that their 
earnings mount far beyond any sum that can reasonably be 
attributed to their capital assets. 

In this latter class belong such concerns as the F. W. Wool- 
worth Company, with its great chain of 5 and ro-cent stores, 
which carries a good-will account of $50,000,000. Many pub- 
lishing companies quite properly carry good-will as one of their 
most important assets. The Butterick Company, out of total 
assets of $20,744,493, has $13,893,271, or over one-half, included 
under the heading “Patents, Good-Will, Contracts, Copyrights, 
Trade-Marks, etc.” Silver-Burdett and Company carry ‘“Pub- 
lishing Rights, Contracts, Copyrights, etc.,” at $1,153,391 out 
of total assets of $2,578,343. 

There are many cases, also, where highly profitable and 
rapidly growing companies may have trouble in valuing their 
tangible assets at a figure high enough to offset the amount of 
stock which their directors feel should properly be outstanding, 
and good-will must be resorted to for a balancing item. This is 
the case, for instance, with the Hendee Manufacturing Com- 
pany of Springfield, Mass., which on August 31, 1920, carried a 
good-will account of $5,000,000 out of total assets of $12,368,053. 
The American Chicle Company at the end of 1920 carried 
““Good-Will, Trade-Marks, etc.,” at $8,159,432 out of total 
assets of $23,493,563. On the other hand, the highly successful 
and long-established Eastman Kodak Company, which is paying 
dividends that average over 30%, and is earning in the neighbor- 
hood of 70% on its common stock, does not carry a cent of good- 
will, nor does it carry any other intangible asset account. 
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§ 133. Capitalization of Surplus 


In cases where surplus has accumulated to a considerable 
amount but the directors wish to keep the values it represents in 
the business rather than to distribute them in the form of cash 
dividends, it is becoming more and more customary for the cor- 
poration to recognize and meet the situation by declaring ‘divi- 
dends payable in stock. This procedure does not necessarily 
mean increased cash returns to the stockholders except in the 
way of dividends on the new stock, and does not affect their 
relative interests in the corporation, but it gives them concrete 
evidence of the increased value of their holdings in the company, 
and in case they wish to sell their stock, enables them—as it is 
difficult to sell shares above par—to get a better price. 

An example of stock dividends declared for this purpose is 
afforded by Sears, Roebuck and Company of Chicago. The 
company was organized in 1906 with a total stock capitalization 
of $40,000,000, of which $10,000,000 was preferred and $30,000,- 
ooo common. Since then common stock dividends have been 
paid as follows: 1911, 3334%; 1915, 50%; 1917, 25%; and in 
1920 a final stock dividend of 40%, bringing the total common 
stock capitalization up to $105,000,000. The wisdom of this 
last stock dividend is questionable, as in 1921, owing to the diffi- 
cult conditions following the Great War and particularly the 
shrinkage in inventories, the company lost over $16,000,000, and 
was only saved from serious embarrassment by the action of its 
president in donating to the company 50,000 shares of its stock 
and also buying from it real estate worth many millions of dollars. 

Another good example of stock dividends issued for the pur- 
pose of taking up surplus is afforded by the Macmillan Com- 
pany, the New York publishers. This company in 1921 increased 
its common stock from $600,000 to $1,800,000, in order to permit 
of a stock dividend of 200%. Before the increase was made, 
the president in explaining the matter to the stockholders said: 
“The sole purpose of this proposed action is to convert part of 
the accumulated surplus into capital stock,” 
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Some of the manufacturing companies have also had remark- 
able stock dividend records. Up to 1900 the capital stock of the 
Singer Manufacturing Company was $10,000,000, and that 
year a stock dividend of 200% was declared, making it $30,000,- 
000. In 1910 another stock dividend of too% was declared, 
making the capital $60,000,000; and in November, 1920, a third 
stock dividend of 50%, bringing the total capitalization up to 
$90,000,000. During all this period cash dividends have been 
high. In 1899, just before the first-named stock dividend, cash 
dividends were 100%; in 1904 and again in r909 they were as 
high as 30%; since the stock advance of 1910 they have been 
averaging 12% to 14%. Swift and Company originally had a 
nominal capital of $300,000, which has been increased at various 
times to $3,000,000, $5,000,000, $7,500,000, $15,000,000, $20,- 
000,000, $25,000,000 $35,000,000, $50,000,000, $60,000,000, 
$75,000,000, $100,000,000 and finally in 1918 to $150,000,000. 

Such constant changes in capitalization—which are always 
of an arbitrary nature—can be avoided by-the use of shares 
without par value.’ It would be theoretically possible to have 
no shares whatever outstanding, and there is one case on record 

of an English enterprise known as the Undertakers of the Aire 
and Calder Navigation and Steamship Company, which until 
1895 had no shares. The capital was bought and sold at so 
many years’ purchase of the dividends. The modern arrange- 
ment, however, is to have shares bearing no par value. Shares 
without par value are permitted in a majority of the states. 


§ 134. Capitalization of Initial Expenses and Losses 


A question which arises in the early history of most corpora- 
tions, and which is of considerable practical importance, con- 
cerns the propriety of capitalizing initial expenses and losses. 
Every new corporation must expect to incur a loss during the 
period between the time it starts operations and the time its 


3 See Book I, Ch. XIV, ‘Shares Without Par Value.” 
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business is on a normal basis. This period may be long or 
short, depending upon the nature of the business. With many 
companies such as railroads, large manufacturing establishments, 
publishing concerns, developers of urban real estate, and the like, 
the period is apt to be several years in length. With trading 
companies the period should be relatively short. The initial 
expenses and the losses of this period are frequently charged 
to some capital account or accounts, such as “Development 
Expense,” ‘‘Good-Will,” or ‘Deferred Expense.” When a 
business comes to a normal basis and is earning profits, then 
initial expenses and losses may be written off either directly or 
over a term of years as may seem desirable. 

The same question arises in connection with interest pay- 
ments on bonds that have been issued during the process of con- 
struction and development of a company and in connection with 
discounts on bonds sold below par. In a well-known English 
case it was decided that ‘‘where a company borrows money to 
construct permanent works the interest paid during the period 
of construction might properly be treated as a part of the cost 
of construction and charged to capital.’’s 

The English Companies’ Consolidation Act of 1908 specifi- 
cally provides that where shares are issued to defray expenses of 
construction, the company may pay interest on such shares and 
charge the payments to capital accounts, with the provisos that 
the payment be authorized by the stockholders and by the Board 
of Trade; that it shall not continue more than six months after 
construction is complete; that the rate of interest shall not 
exceed 4%; and that the transaction be clearly shown in the 
company’s books of account. In this country much the same 
practice is found as in England, although it is not so definitely 
authorized. . 

There seems to be no serious objection to be urged against 
the practice of charging initial expenses—those necessary ex- 
penses which must precede profitable operation, and which from 


4 Hines v. Buenos Aires Grand National Tramways, 2 Ch. 654. 


Che13] CAPITALIZATION 685 


the accounting standpoint represent a loss—to capital accrued, 
though the practice is one that may be very easily abused. 
Examples might be cited of companies which have little or no 
prospect of success and yet have gone on for a period of 4 or 5 
years charging the losses on their normal operations to a fictitious 
capital account, thus rendering a forced statement of alleged 
profits to their shareholders. These isolated abuses, however, 
are hardly to be taken as sound objections to a practice which is 
in itself correct. We are probably quite justified in saying that 
the total investment in an enterprise includes a reasonable 
allowance for expenses and losses incurred in carrying through 
the initial organization and development. 


CHAPTER XIV 
FIXED AND WORKING CAPITAL 


§ 135. Estimating Capital Requirements 


What are the capital requirements of the business? Pre- 
sumably this question is answered before the general financial 
plan is formulated that is to say, the amount of capital required 
has been estimated and the financial plan made to fit this esti- 
mate. Right here, in this estimate, is a frequent source of 
serious error. The capital required may not be estimated at 
its proper amount. It is easy enough, usually, to calculate what 
will be needed for plant and machinery, roadbed and equipment, 
office furniture, or whatever the fixed assets of the business may 
be. It is not so easy to determine the amount needed for work- 
ing capital and development expenses. 

Sufficient working capital must be provided to take care of 
the normal processes of purchasing raw materials and supplies, 
turning out finished products, selling the products, and waiting 
for payment to be made. If the original estimates of working 
capital are insufficient for these necessary operations, some emer- 
gency financing must be resorted to or the business will come to 
a dead stop. 

Also the losses and expenses of development are generally 
underestimated. Every new organization must be in part an 
experiment. Men will be employed who are unsuited for their 
positions; methods of production and of sale will be tried that 
must be discarded; machinery will be installed that proves 
worthless; advertisements and sales booklets will be written 
that perhaps do harm rather than good. If the enterprise is 
basically sound, all these expensive mistakes may properly be 
charged as a part of the initial expense of getting the business on 
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its feet. The experience of generations has proved that such 
losses are unavoidable and they should be provided for in the 
original estimates of expenditure. 

These remarks apply—though with somewhat less force— 
when planning extensions and betterments for which fresh 
capital is raised. It is an every-day occurrence for a manufac- 
turer when planning to put up a new building and install new 
machinery that will increase his capacity, let us say, 50%, to 
overlook entirely the necessity for a corresponding increase in 
his working capital. Also he frequently overlooks the probability 
of experiments and losses in construction of the plant and in 
developing the sales and administrative organization which will 
take care of the increased output. 


§ 136. Fixed Capital and Working Capital 

The distinction between fixed capital and working capital is 
often not clearly understood. There would be much less con- 
fusion if it were possible to drop the adjective “working,” which 
in this connection is meaningless, and substitute the word 
“revolving.” ‘Fixed’ capital and “revolving” capital are 
almost self-explanatory. The fixed capital is that which has been 
put into the fixed or permanent investment—the plant, equip- 
ment, and other similar requirements of the business, which are 
more or less in the nature of permanent investments and which 
are not to be sold in the ordinary course of business. The 
revolving capital is invested in raw materials, in stocks of partly 
finished and finished products, in accounts receivable, in salable 
securities, and a sufficient proportion of it should be in the form 
of cash. Capital in all these invested forms is constantly being 
converted—after whatever alterations in form are necessary— 
into cash, and this cash flows out again in exchange for other 
forms of working capital. Thus, it is constantly revolving; or, 
to use a more common expression, it is being “turned over.” 

Note that it is said in the preceding paragraph that the work- 
ing capital—save, of course, that in the form of cash—is invested 
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in various forms of assets that are readily convertible into cash. 
This is not equivalent, however, to saying that the total value of 
the cash or cashable assets measures the net amount of the 
working capital. On the other side of the balance sheet, there 
may be—and usually is—a group of liabilities, consisting chiefly 
of short-time bank loans and accounts payable, which must be 
deducted from the total of the working assets in order to deter- 
mine the net working capital. If this were not done, a firm which 
had managed to pile up a great quantity of merchandise debts, 
might be considered, looking only at its assets, to be well pro- 
vided with working capital, while in truth it had little or no 
surplus of working capital above its current liabilities. 

Mention is frequently made of “quick assets” and “quick 
liabilities,” and the question is sometimes raised as to the dis- 
tinction between them and ‘“‘working” or “‘current”’ assets and 
liabilities. As a matter of fact, there is no clear-cut or authori- 
tative distinction. In a general sense, however, the adjective 
“quick,” used in this connection is reserved for assets or lia- 
bilities that have only a short period—say 30 days or less—to 
run. A stock of finished products which are regarded as imme- 
diately salable might be listed as a quick asset, whereas a stock 
of half-finished products or of raw materials could not be de- 
scribed as more than a “working” or ‘‘current”’ asset, 


§ 137. The First Westinghouse Reorganization 


The history of the Westinghouse Electric and Manufacturing 
Company already referred to in an early chapter, offers a clear 
and most striking illustration of the necessity of using care in the 
investment of capital funds, and especially of the advisability of 
keeping on hand an ample supply of working capital. The 
illustration is especially apt, because this company has always 
carried on an extensive and profitable business and, so far as 
industrial processes go, has been conspicuously well managed. 
Yet it became twice embarrassed as a direct result of rapid ex- 
pansion of business without a corresponding increase of capital. 


* 
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When it was realized by the officers of the company in 1890, 
that the steady growth of the business was leading to a dangerous 
financial situation—that larger and larger current obligations 
which could not be met were piling up—it was decided as an 
emergency measure to increase the stock from $5,000,000 to 
$10,000,000, and to offer the additional $5,000,000 to previous 
shareholders at the bargain price of $40 for each $50 share. A 
radical proposal of this kind, being obviously intended to relieve 
pressing financial demands, naturally aroused distrust. West- 
inghouse himself subscribed for $1,250,000, other subscriptions 
amounted to $530,400, so the net amount realized by the com- 
pany was less than $1,800,000, which was not enough to create an 
adequate working capital. In fact, the situation rapidly became 
worse. In the summer of 1890 the company had outstanding 
about $2,000,000 of notes covering merchandise purchases and 
bank loans. By the early part of 1891 the floating debt had 
become over $3,300,000. A financial reorganization, with its 
attendant frictions and losses, was then recognized as inevitable. 


§ 138. The Second Westinghouse Reorganization 


After the reorganization of 1891, the company continued to 
expand its business and as a result continued to meet serious 
financial problems. These problems were not wholly the out- 
growth of internal development, but were in part a necessary 
feature in the development of the electrical industry as a whole. 
The progress of electrical invention required continual and exten- 
sive investment of capital for generating stations, transmission 
lines, and electrical machinery. Throughout the country small 
lighting, power, and traction companies were endeavoring to 
sell their securities for just such purposes, but frequently without 
much success. Yet it was evident that their projects in most 
cases were sound and it seemed to be necessary for the Westing- 
house Company, in order to keep up and develop its sales, to 
assume a portion of the burden of financing its customers. This 
it did by accepting in payment for equipment the notes of these 
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local companies, generally secured by a deposit of their bonds and 
stocks as collateral. The Westinghouse Company then relied on 
discounting these notes, which in normal times could readily be 
arranged for. At periods of credit restriction, however, this 
could not be done, and the Westinghouse Company itself was 
hard pressed for funds with which to meet its own obligations. 

Between 1891 and 1907, this growing problem was success- 
fully solved by repeated sales of capital stock. In 1896 the 
authorized capital was increased from $10,000,000 to $15,000,000, 
and in 1901 from $15,000,000 to $25,000,000. At the same time, 
the company was putting out several million dollars of collateral 
and debenture bonds. Nevertheless, notes payable grew 
steadily, until in 1901 they aggregated $5,000,000, and in 1905 
$14,000,000. 

The company’s ratio of current liabilities to current assets, of 
current assets to total assets, and of current liabilities to total 
liabilities, for a period of 16 years, is as follows: 1 


Current Liabilities Current Assets Current Liabilities 
to Current Assets to Total Assets to Total Liabilities 
Feb. 20, 1892.... 46% 12% 6% 
Mary 21, 98S04... 22 34 8 
Sie raso7a ne 106 II 12 
So e1s LOOT. oe 83 25 21 
ees Tee OOD Ura 71 27 19 
CPE TM OOR st o 88 26 23 
SFOSE,sTOO4NN - IOI 22 23 
Sy pSERTOOS Pee 163 18 29 
Sees ty T OOO. 66 22 I4 
SP 31 LOOM ek 96 16 15 
Octi gr; 19078". 86 20 17 


When the company was finally compelled in 1907 to confess 
its inability to meet current obligations and a receiver was 
appointed, it was at once agreed on all sides that the prime cause 
of the failure was the lack of sufficient working capital. 

There were, however, differences of opinion as to the extent 
of the remedy that should be applied. The creditors were 


1 Dewing on Corp. Prom. and Reorg., p. 181. 
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inclined to demand not only the immediate relief that additional 
working capital would afford, but a more permanent relief in 
the way of a radical change of financial policy. Westinghouse, 
on the other hand, did not believe that there was anything funda- 
mentally wrong with the previous financial policy of the com- 
pany and sought only to extricate it from its immediate entan- 
glement. It was finally agreed in the interest of the creditors 
and of all those who were disposed to insist upon sound financing, 
that a new management should take the reins. 


§ 139. Success as a Cause of Failure 


There are not many instances of large enterprises where mis- 
calculation and recklessness in financial affairs were combined 
with so much unquestioned ability in handling mechanical and 
industrial affairs as in the case of the Westinghouse Company. 
Most large and successful companies have a better-balanced 
management. In small corporations, however, the same situa- 
tion is frequently found. The proprietor and manager of a 
business, through his personal energy and resourcefulness, makes 
it move ahead and earn good profits. To take care of his in- 
creasing business he extends his plant or builds up his store or 
in some other form enlarges his fixed capital investment and 
fixed expenses. Thereupon he suddenly wakes up to the sur- 
prising fact that, on account of his prosperity, he is pressed harder 
and harder for funds. Unless there is a sudden change in his 
methods, it is more than likely that he will drive rapidly ahead 
into bankruptcy. A sad and constantly recurring spectacle in 
business life is that of a strong man beaten into failure through 
his own energy and ability in producing and selling. 


§ 140. Estimating Working Capital Requirements 


How is it possible to calculate in advance how much working 
capital will be required, and thus keep on the safe side in pro- 
viding capital funds? It is not possible to give anexact answer, 
but an approximate answer in any given case may be reached. 
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First of all, it is clear that the proportion of working capital 
in some lines of business is far greater than in other lines. This 
may be illustrated by two extreme cases. Telephone companies 
necessarily have large sums invested in wiring, poles, central 
offices, and other equipment. For instance, the New York 
Telephone Company, December 31, 1920, out of total assets of 
approximately $418,500,000, had over $300,000,000 invested in 
fixed assets. Heavy proportionately as this investment may 
seem, it is more in seeming than reality, for after a complete tele- 
phone plant has once been installed in a community, the running 
expenses consist simply in maintenance and in the salaries of 
officers and employees, and are comparatively light. It is the 
custom for telephone companies to render bills for their services 
once a month; the current accounts payable also come in 
monthly for the most part; in consequence of this the money 
which is required for running expenses from month to month is 
provided from current receipts. Evidently there is no necessity 
in this instance for large working capital, because the current 
receipts may safely be depended upon to take care of the current 
outgo. 

On the other hand, let us take a retail store which occupies 
rented quarters. The only fixed assets required will consist of 
store furniture and equipment; all the other assets, including the 
stocks of merchandise, the accounts receivable, and the cash, 
are “current” or “working.” The greater portion of the capital 
that must be invested in such an enterprise will consist of work- 
ing capital. Thus Montgomery Ward and Company, at the 
close of 1920, had total assets—less investment in real estate—of 
$47,853,579. At the same time their current assets aggregated 
over $42,000,000. This same preponderance of working capital 
holds for practically all trading enterprises, and is particularly 
true of financial enterprises. Banks must keep all, or nearly 
all of their assets in such a form as to be converted into cash 
almost at a moment’s notice. 

We may consider, therefore, as the first factor which deter- 
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mines the requirements of working capital, the general nature of 
the business. In the case of railroads, public utilities, and the 
like, all or nearly all of the investment will be in fixed forms. If 
the business is manufacturing, a relatively small proportion will 
consist of working capital. If it is trading or financing, the chief 
requirement will be for working capital. 

A second factor obviously is the volume of business. Gener- 
ally speaking, the necessity for working capital—except in the 
first class of business above mentioned—will vary in proportion 
to the volume of sales. However, this statement assumes that 
the factors mentioned below are uniform in their operation. 
Making the assumption that methods, expenses, and terms of 
buying and selling goods and of producing the goods are stand- 
ardized, then we may safely say that a 50% increase in output 
and sales will necessitate a proportionate increase in working 
capital. 


§ 141. Factors Affecting Working Capital Requirements 


Some of the practical considerations that require thought and 
are helpful in making estimates of working capital are: 
. Length of period of manufacture. 
. Turnover. 
. Terms of sale. 
Terms of purchase. 
_ Facilities for converting working assets into cash. 
. Seasonal variations in business. 


Am bw dD F 


The procedure involved in making proper allowances tor all 
these factors and of calculating in advance the volume of working 
capital that will be needed, is of so much importance that the 
next chapter is devoted entirely to this subject. 


§ 142. Estimating Fixed Capital Requirements 

It has been stated earlier in the chapter that it is compara- 
tively easy to calculate, before an enterprise is started, how much 
of an investment will be required in order to provide plant, ma- 
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chinery, and other fixed capital. This statement is true, assum- 
ing that the enterprise is simple and unified, and that the pro- 
moters and managers know exactly what they intend to do, and 
do this and nothing more. 

Unfortunately this last condition does not always exist. It 
is a common occurrence to find that a company which was started 
to manufacture a given line of goods, gradually engages in the 
manufacture of something entirely different. Or it may con- 
tinue to manufacture a given line but discovers that some new 
process is required. Again, after a company has once developed 
its own special business successfully, its managers almost in- 
variably begin to thirst for fresh conquests and begin to take on 
“side lines.”” Or, yet again, the managers of a company which 
has proved successful may decide to make use of the surplus that 
is accumulating, instead of distributing it to the stockholders, and 
may built up a large account under the head of ‘“‘investments.” 

In figuring the requirements for fixed capital, therefore, we 
have to consider not only the original plant and equipment 
required to bring the business into existence, but also later 
acquisitions or developments along any one of the following lines: 


1. Extensions of the original plant. 

2. Increases or changes in equipment. 
3. Adoption of side lines. 

4. Outside investments. 


It is in connection with subsequent changes or developments 
along these lines that most of the opportunities for mistakes and 
miscalculations in the investment of capital in fixed forms arise. 
The subject of such investments is considered in some detail in a 
subsequent chapter.? 


§ 143. Relative Amounts of Fixed and Working Capital 


This chapter has been devoted, in part, to emphasizing the 
necessity for providing adequate working capital. The result 


2Ch, XXXIV, ‘‘Expansion.”” 
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may be to restrict the investment in fixed forms and thus to 
limit the output and profit-making possibilities of the business. 
Nevertheless such a policy would insure a degree of safety, even 
in the presence of emergencies, which comes only from the 
possession of an adequate working capital. 

The popular impression seems to be that it is absolutely 
essential for a corporation to possess fixed assets which will 
enable it to turn out its product, whatever that product may be, 
and that whatever sum is left over will necessarily have to serve 
as working capital. There is probably no more dangerous fallacy 
in the whole range of business thought and action. The fact of 
the case is that, for most corporations, adequate working capital 
is essential, while adequate fixed capital becomes desirable and 
necessary only after the success of the business has been fully 
demonstrated. This last statement is not intended to apply, of 
course, to those lines of business, particularly transportation and 
public utilities, in which a large working capital is not a requisite, 

To make the case concrete, let us suppose that a water power 
company is working out a fully completed project for installing 
a power plant and for serving manufacturing and public utility 
enterprises throughout a given district. We will assume that 
contracts for delivery of all the power that can be produced have 
already been assured and that the payments on these contracts 
are to be made monthly in advance. Under these conditions, we 
have an instance of a corporation which must have an amount of 
fixed capital that can be closely estimated in advance, and which 
must be sufficient to enable it to complete its whole installation. 
It needs but little working capital, for the monthly cash receipts 
will be more than sufficient to meet its monthly outgo. 

But let us take also the very common case of a corporation 
which is designed to produce and sell a patented device. Fre- 
quently the first step is to raise whatever fixed capital is required 
to build a plant and install equipment. Even though the com- 
pany may have sufficient working capital, it is more than likely 
to find out a little later that the device itself, or the methods by 
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which it is made, are not in their final form and much of the 
fixed capital will be wasted. 

A far more sensible procedure in such cases would be to have 
the device manufactured during the first year or two by some 
company already equipped for work of the kind, and then devote 
all the available capital to building up a selling plan and selling 
Organization, to financing sales, to establishing the credit of the 
new corporation, and to working out whatever mechanical or 
business improvements are found desirable. That is to say, all 
the resources at the beginning should be kept in the form of 
working capital. After the selling problem has been solved and 
the final form of the product has been determined, it will be time 
enough to proceed with the erection of a plant. If this pro- 
cedure were more generally followed, there would be fewer 
set-backs and failures in business. 

A closely related fallacy is the common idea that ‘‘more 
capital” is needed in order to make a business move ahead suc- 
cessfully, whereas the real need, ordinarily, is for a better use of 
the capital already available, and for a demonstration on a small 
scale that the enterprise can be made a profit-maker. After 
that demonstration has been given, it is usually comparatively 
easy to raise fresh capital. 


GHAPTERSXY. 


WORKING CAPITAL REQUIREMENTS—TIME, 
TURNOVER AND TERMS OF PURCHASE 


§ 144. Factors Affecting Working Capital 


In the preceding chapter the necessity for adequate working 
capital has been emphasized. The question as to what is to be 
considered “adequate” in any given case, however, has been 
left open. It would be too much to expect that this chapter 
should present an exact arithmetical answer, or even a formula 
for arriving at the answer. There are too many variable factors 
to be considered. It is possible, however, to list and discuss 
the most important of these factors, and perhaps in this way 
throw additional light on one of the most difficult and most vital 
problems in the field of business financing. 

As stated in the preceding chapter, the factors which require 
chief consideration when the amount of working capital required 
by a manufacturing enterprise is to be calculated are as follows: 


. Amount and cost of raw material. 

. Cost of labor. 

Overhead. 

. Length of period of manufacture. 

. Turnover. d 

. Terms of purchase. 

. Terms of sale. 

_ Facilities for converting current assets into cash. 
_ Seasonal variations in the business. 


0 COM ANP WN H 


§ 145. Ratio of Current Assets to Current Liabilities 


It may be well to repeat at this point the definition of working 
capital as “excess of current assets over current liabilities.” In 
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transportation and other enterprises which do not carry any 
considerable excess of assets over liabilities there is but little 
working capital; in manufacturing enterprises it is generally 
considered that the proportion of assets to liabilities should not 
be lower than 100 to 75, or 100 to 80. Sometimes the same ratio 
is expressed in the reverse order, and it is stated in mortgage 
indentures that current assets shall never be less than 133144% 
or 125% of current liabilities. These ratios are not in them- 
selves fixed and final standards. It would be far better to 
determine the amount of working capital in some more definite 
manner; if the amount is sufficient, we may be certain that the 
ratio of current liabilities to current assets will always be well 
within the limits of safety. 


§ 146. Manufacturing Costs 


A company turning out a product which requires a consid- 
erable time to manufacture will not only be compelled to pur- 
chase raw materials, pay for labor and other expenses incident 
to manufacture, but also to wait for a long period before the 
finished product is ready to sell or deliver. Large amounts of 
capital will necessarily be tied up in the process of manufacture 
itself. As an extreme instance, take shipbuilding. To build 
and equip a large vessel may require three or four years. The 
outlay may amount to several millions of dollars. In case several 
vessels are under construction at the same time, it is clear that 
the amount of capital invested by someone in raw materials, 
partly finished products, and other forms of working assets will 
become enormous. This condition also obtains in the erection 
of large buildings or other important pieces of construction which 
may require several years’ time and the investment of millions 
of dollars before the product is completed. 

In these extreme instances the responsibility of providing 
the expenses of construction is thrown in large part upon the 
purchaser. Contracts for construction involving heavy in- 
vestment in work in process almost invariably provide for in- 
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spection and acceptance of the work that has been completed 
up to given stages, or at given intervals, and for payment on 
account by the purchaser of a proportionate share of the contract 
price. This arrangement is customary even with comparatively 
small pieces of construction, such as the installation of bank 
vaults, the erection of dwellings, and the like. 

Even with this proviso, it is usually the case that construction 
and contracting firms are called upon to lay out large sums and 
to wait for a considerable period before they are reimbursed, 
and it is quite necessary, therefore, that their working capital 
should be correspondingly ample. There is scarcely any line of 
business in which insolvencies are more frequent than in con- 
tracting. The explanation is nearly always the same; the 
working capital of the contracting firm was not sufficient to 
“swing” its undertakings. This is a difficulty which is peculiarly 
apt to confront enterprising, progressive,and otherwise successful 
contractors. 4 


§ 147. Time as a Cost Factor 


In the extreme instances that have just been cited, the 
necessity of securing either an exceptionally large working 
capital or a series of payments on account in advance of de- 
livery of the finished product, is universally recognized. But 
there are numerous less extreme cases in which the importance 
of this factor seems to be overlooked. In many processes of 
manufacture, time is one of the important elements. This is 
true particularly in handling ‘“‘green”’ products such as lumber 
and hides; in making pianos where seasoned materials must be 
used; in developing suburban real estate; and so on indefinitely. 
The moment an effort is made to rush the process of turning out 
a finished product in any of these lines, the result is either a 
great increase in expense or an impairment in quality. And in 
most cases it is not practicable to secure payment from the pur- 
chaser in advance of delivery of the finished product. Under 
such conditions large sums of working capital must be provided. 
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§ 148. Price Variations 


Moreover, there is a danger connected with long-process 
manufacturing, not on contract but for the general market, that 
fluctuations in prices may diminish or wipe out expected profits. 
To take care of such fluctuations and to carry the company 
through periods of distress which may result, it is essential both 
that the average profits should be high and that the supply of 
working capital should be ample. 

This was one of the main sources of trouble for the United 
States Leather Company when the combination was first formed; 
between the date of purchase of green “packer” hides in this 
country and the actual sale of the finished leather, from six to 
twelve months usually elapsed. Between the purchase of 
Argentine hides and the sale to a foreign consumer, this period 
might be extended to a year and a half or more. Ata time of fall- 
ing prices, the prices of hides may lag behind that of leather. Asa 
result of such a condition, in the middle nineties, the United 
States Leather Company repeatedly sold leather for less than its 
cost of production. In 1920 huge losses were again suffered by 
the leather companies. For the Central Leather Company— 
successor to the United States Leather Company—a net profit 
‘of $15,748,837 in 1919 turned into a deficit of $21,075,290 in 
1920. 


§ 149. Variations of Demand 


Still another handicap to a business in which the period of 
manufacture is lengthy, is the impossibility of making quick 
adjustments to market conditions.’ By way of contrast, consider 
the case of a company at the other end of the scale—a bread- 
baking company, which manufactures overnight the product 
that it sells the next morning. If there were to be a sudden 
shifting of demand from one kind of bread to another, or even 
away from bread altogether toward some other kind of food, the 
bakers obviously could adjust themselves to the change in short 
order. The leather manufacturer has no such advantage. He 
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is continually tied up with enormous quantities of hides and of 
leather in the various stages of manufacture. It is at least 
expensive, and in many cases impossible, for him to shift from 
one kind of product to another. He may sufler—and in fact 
many leather manufacturers have suffered—severe losses due 
simply to changes in taste on the part of the consuming public. 

It is clear from all this, that the length of period of manu- 
facture is an important factor in determining how much working 
capital a corporation will need. A breadmaker does not risk as 
much in proportion to the volume of his business as does the 
leather manufacturer; for he has scarcely paid for his flour and 
labor before the receipts from his sales flow back to him. 

One important improvement in automobile manufacturing 
which has put it on a safer and more stable basis, is the reduction 
in the length of time required for turning out finished cars. 


§ 150. Turnover 


A factor closely related to the time element is the rapidity of 
turnover of working capital. Although the word “‘turnover’’ 
has come to be highly popular, there is a remarkable absence of 
clear-cut, authoritative definition. Observation of customary 
usage, however, makes it plain that its meaning in the minds of 
merchants and manufacturers is always the same. “The turn- 
over of a merchant or manufacturer represents the number of 
times his capital in the form of stock-in-trade is reinvested in 
stock-in-trade during a given period.”! It is the figure, in other 
words, which shows how many times the amount invested in 
goods has been traded in, or “turned over” during the year. 

We hear a great deal about turnover in trading operations, 
particularly in retail merchandising, and comparatively little 
about it in manufacturing operations. It is, to be sure, relatively 
of greater importance to the merchandiser than to the manu- 
facturer, but it is by no means unimportant to the latter. As 
has previously been remarked, almost all the assets of a trading 


11 Montgomery on Auditing, p. 444- 
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concern are working assets; the only capital invested in fixed 
assets is that which is given up to office furniture, store equip- 
ment, and the like. Both the wholesaler and retailer customarily 
buy on fairly liberal terms of credit and endeavor to sell the 
merchandise and make collections before their bills for the mer- 
chandise fall due. If they could always be sure of accomplishing 
this result, there would be no necessity for their possessing work- 
ing capital; but, as we shall shortly see, there is a strong tendency 
in this country toward shortening the period during which mer- 
chandise bills run and there is also an ever-present uncertainty 
as to the retailer’s ability to dispose of his products within any 
fixed period; consequently, for both these reasons, the whole- 
saler is called upon to provide a certain amount of working capi- 
tal and often a very large amount. The manufacturer’s pro- 
portion of working capital to fixed capital is much smaller than 
the trader’s proportion. Nevertheless, up to the extent of his 
investment in working capital, he is interested as well as the 
trader in turnover. 


§ 151. Rapidity of Turnover 


It is clear that the quicker the turnover, the larger the volume 
of business that can be conducted with a given working capital. 
Ifa retail store, for instance, is handling a product for which there 
is a great demand and which can be sold almost as rapidly as it 
is stocked, the gross sales will be large and the investment in 
stock will usually be small. If sales, on the other hand, are 
irregular and slow, the amount of working capital invested in 
stock will necessarily be comparatively heavy. 

This is the first element in determining the rapidity of turn- 
over. A daily newspaper stand will necessarily have a very 
rapid turnover, for most of the capital invested, plus the dealer’s 
profit, will be realized in cash, at least once and perhaps several 
times a day. The turnover for the newsdealer, under the above 
conditions, is 500 to 700 times per year. As soon as the news- 
dealer adds a stock of magazines and books, which sell more 
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slowly,investment in stock increases and his turnover decreases. 
Far towards the other end of the scale is a great jewelry store such 
as Tiffany’s, in which it is necessary to provide an immense stock 
of valuable goods from which the customer may choose, while 
at the same time the sales are comparatively irregular and infre- 
quent. Evidently the turnover in a business of this kind must 
be slow. 


§ 152. Increasing the Turnover 


In addition to the timeliness of the merchandise that is carried 
for sale and the degree of standardization of the merchandise, 
which determines how much stock must be carried in order to 
give a satisfactory range of choice to the customer, another 
element that determines rapidity of turnover is the sales policy 
of the merchandising firm. If the sales efforts are strongly 
directed toward disposing of a given stock of goods quickly—il 
necessary, making a sacrifice in price or incurring an extraordin- 
ary selling expense in order to achieve this result—the rate of 
turnover will clearly be higher than in case there is no definite, 
clearly thought-out sales policy. Right here is the point at which 
the financing of great numbers of retail stores breaks down. If 
a proprietor fails to recognize the great importance of achieving 
volume of sales and rapidity of turnover, even though an inci- 
dental sacrifice of profits here and there may be involved, the 
result is that his shelves gradually become loaded with unsalable 
goods; his receipts are not sufficient to meet promptly all his 
obligations for merchandise; his bills accumulate and his credit 
declines; and eventually he finds himself—usually to his own 
surprise—in a receivership or in bankruptcy, 


§ 153. Manufacturing Turnover 

Precisely the same elements determine the rapidity of turn- 
over in manufacturing concerns. The timeliness or immediate 
salability of the manufactured product determines whether he 
keeps his stock of raw materials, half-finished products, and fin- 
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ished products moving, or whether it piles up on his hands. 
Second, by standardization of his product, accompanied by 
advertising which impresses the consumer with the superiority 
of the standardized product, the manufacturer may cut down the 
number of his styles or varieties. The automobile manufacturers 
have learned that one or two styles of chassis, each with two or 
three styles of body, is an ample line for any one manufacturer. 
Those that have been most successful do not offer even this much 
of achoice. Thousands of manufacturers are still turning out a 
large variety of products to meet the tastes—often the whims— 
of customers, when it would be possible for them to standardize 
both the demand and their own output and thus increase to a 
wonderful extent their turnover. The third element—definite 
sales policy which endeavors to “clean up” accumulating stock— 
is almost as essential to the successful manufacturer as to the 
merchandiser. 

In determining the rapidity of turnover the manufacturer is 
more or less circumscribed by one element that does not affect 
the merchandiser, namely, the length of period of manufacture. 
The merchandiser buys only finished products, and in order to 
attain a satisfactory turnover has only to stimulate the sales. 
The manufacturer, however, if his period of production is lengthy, 
will necessarily have a small ratio of turnover no matter what 
sales efforts he may put forth. 


§ 154. Rate of Turnover 


It would be impossible to state definite figures for turnover in 
the various lines of business. In general retail store merchan- 
dising, the turnover has been known to go as high as 8 or 10, 
but this is exceptional. Ordinarily 2, 3 or 4—depending on the 
location of the store, the class of goods carried, and so on—would 
be regarded as a satisfactory turnover. 

Investigations carried on by the Bureau of Business Research 
of Harvard University show that the annual rate of turnover in 
retail shoe stores ranges from .7 up to 5.1. The turnover in a 
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large number of these stores was found to be 1.8, and the Bureau 
considers a turnover of 2.5 as a realizable standard in the average 
retail shoe store. In retail hardware the rate of turnover 
ranged from .85 to 5.75, a common figure was 1.8 but “enough 
stores turn their stock at least 2.5 times to indicate that this is 
a fairly realizable goal.” In retail groceries the turnover 
ranged from 3.5 to 23.8, with 7 as a common figure and 12 as a 
standard to be aimed at. For wholesale groceries the turnover 
ranged from 2.8 to 11.6 times a year, with 5.7 as a common 
figure. 


§ 155. Terms of Purchase—Discounts 


If an enterprise is paying cash for everything it buys and is 
selling on credit, it will obviously need a working capital sufficient 
to purchase outright its entire stock of goods, including every- 
thing that has been sold but not yet paid for. On the other 
hand, if the enterprise is able to buy on long credit and sell for 
cash, it can provide its whole stock with no immediate outlay 
and will pay its bills as they mature out of receipts from its own 
sales. Ordinarily neither one of these extreme arrangements 
prevails. Goods are both bought and sold, at least in part, on 
a credit basis. 

The tendency within the United States, however, during the 
last two or three decades—and especially during the time of the 
Great War—has been strongly toward reducing the length of 
credit available to purchasers of raw materials and of goods for 
resale. This reduction in the period of credit has for the most 
part been brought about, not by an exercise of pressure, but by 
granting special ‘“‘concessions” to those who were able to pay 
cash or to pay within 10 to 30 days. Gradually, as these conces- 
sions have come to be more and more accepted, the competition 
among retailers has made it more and more necessary that they 
should be accepted. Moreover, the increasing tendency in this 
direction has now made it the custom in many lines of business 
to purchase for cash or on Short time, and has therefore placed 
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the sellers of merchandise in a position to insist upon prompt 
payment. - 

In retail stores, for example, 40 years ago it was not uncom- 
mon, nor was it considered improper, for a retail merchant to 
purchase a line of goods on six months’ time. Sometimes he was 
compelled to ask for further extensions. A little later some of 
the wholesalers who felt the need of more available cash in their 
own business began to offer liberal discounts for payment within 
30 to 60 or go days; and well-to-do retail merchants gladly took 
advantage of these discounts. Other merchants, as will be more 
fully explained later on, saw the advantage to themselves of 
borrowing from their local banks at fairly low rates of interest 
to secure funds with which they could take advantage of the 
discounts offered them. After this custom became firmly 
established, the wholesalers began to expect prompt payment, 
and, although the terms were still nominally three months to 
six months with a discount for anticipating payment, the 
wholesaler based his calculations on the cash price and the so- 
called ‘‘discount”’ came to be more and more in the nature of a 
penalty imposed upon those who failed to pay their bills within . 
10 to 30 days. So well is this understood at the present time, 
that a merchant who fails to take advantage of the cash discount 
offered to him is soon looked upon with suspicion. 

The discount plan is made possible in this country only by 
the existence of great numbers of local banks. The local mer- 
chant is in position to borrow from these banks and thus to take 
upon his own shoulders the whole burden of financing his pur- 
chases of goods. 

The effect on working capital of this trend towards the cash 
discount system is self-evident. When the purchases of a firm 
are made on long-term credits and money is collected from sales 
before the corresponding obligations fall due, working capital is 
required only to take care of emergencies. But when the pur- 
chaser undertakes to discount his bills for goods, i.e., pay cash, 
he must either possess so much working capital that he.can make 
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payment out of his own resources, or at least he must possess 
enough to provide a margin of safety which will enable him to 
borrow from banks without question and on favorable terms. 
The shorter the period of credit that is customarily used by a 
firm in making purchases, the larger must be the working capital 
of the firm, 


§ 156. The Trade Acceptance 


Another variation of method in financing a purchase of goods 
is by means of the trade acceptance. This is a draft, usually at 
30, 60 or go days, drawn by the seller upon the purchaser at the 
time the goods are purchased and accepted by the purchaser. 
This gives a two-name paper readily discountable. Under this 
system the seller of the goods, either through his own resources or 
through his banking connections, attends to the financing of the 
transaction. There is in this country a trend towards the use of 
the acceptance when goods are sold. 


CHAPTER XVI 


WORKING CAPITAL REQUIREMENTS—TERMS 
OF SALE, SPECIAL PROBLEMS 


§ 157. Terms of Sale 

Looking now at dealings in raw materials and merchandise 
from the seller’s point of view, let us consider the effect upon 
working capital of the customary or average terms of sale. 

So far as dealings between producers and those who purchase 
for manufacture or resale are concerned, these dealings have been 
discussed at sufficient length in the preceding pages. It is 
enough here to state the corollary of the conclusion therein 
reached, viz., the longer the period of credit which it is necessary 
to extend in effecting sales, the larger must be the amount of 
working capital. 

Take for instance the conditions that obtain in the export 
trade. In this the European custom is followed of drawing 
a draft upon the purchaser at the time the goods are shipped. In 
the South American trade this draft is usually due for payment 
go days after the goods have arrived at their destination; on 
arrival of the goods, therefore, it is expected that the purchaser 
will promptly inspect them and, if they are in accordance with 
his order, will “‘accept”’ the draft which in the meantime will 
have been presented to him for the purpose by one of his local 
banks. Inasmuch as it requires at least a month, or usually 
more on an average, to secure delivery of shipments from this 
country to South American countries, and another month is 
required before funds paid at a South American city can be 
transferred by mail to a city within the United States, there is an 
interval of at least five months to be bridged over between the 
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date of shipment and the date of receiving payment—one month 
for the shipment and draft to reach destination, three months 
until maturity of the draft, and one month thereafter until pay- 
ment reaches the shipper in the United States. It should be 
borne in mind, also, that five months is almost the minimum 
period. In case it is desirable or necessary to renew the draft, or 
in case communication requires more than one month, the period 
before final payment is received may drag out to six or nine 
months or even more. 

Under such conditions, if a manufacturer is to build up export 
trade as an important feature of his business, it is evident that 
he must either provide a great addition to his working capital or 
he must have assistance of some kind in financing this export 
trade. Usually he arranges, either by discounting his drafts or 
by securing loans on the strength of his export business, to make 
it finance itself, in part at least. 


§ 158. Instalment Sales 


A highly important feature of modern American business 
practice which calls for special consideration, is the custom of 
making retail sales of high-priced goods on the instalment plan. 
Originally, selling on the instalment plan was confined largely 
to high-priced sets of books and a few other articles of luxury. 
At the present time, however, it is the customary plan of sale 
in such widely separated lines as pianos, suburban real estate, 
agricultural machinery, courses of instruction, and sewing 
machines. It is being introduced more and more also in selling 
clothing, furniture, jewelry, motor cycles, automobiles, and 
many other articles. 

A serious financial problem confronts the manutacturer or 
retailer who adopts the instalment plan. Frequently it has 
been adopted without the slightest realization, apparently, that 
it involves any financial problem. As a result, hundreds— 
thousands—of instalment houses in various lines of business have 
found the burden of carrying instalment sales too heavy and have 
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been wound up in bankruptcy proceedings. As a result of this, 
the whole method, no matter how it may be applied, has come to 
be looked upon by bankers with much distrust. Here, again, 
some discrimination should be used. 

The financial difficulty arises out of the simple fact that the 
whole cost of the product that is being sold, plus the cost of 
selling and of overhead administration, is paid out or carried in 
some way by the instalment house before the product is delivered 
to the customer; whereas payment for the product is received 
only in small periodic amounts extending usually over several 
months. In disposing of real estate on the instalment plan, it 
is not uncommon for payments to be spread over five to ten years 
or even longer. In selling pianos the payments frequently 
spread over as long as three years; in selling furniture, agricul- 
tural machinery, and the like, the term of payment is customarily 
about one year. 

A secondary financial difficulty arises out of the fact that a 
certain proportion of the sales will be made to people who can- 
not, or will not, live up to their contracts. The manufacturer 
or retailer may then proceed to take back his goods, but they will 
usually be in a damaged condition. In any case the expense of 
making and handling the sale and of attempting to collect the 
instalment payments will have been incurred and cannot be 
recovered. The expenses and losses of collection together con- 
stitute an item that must be carefully calculated and taken into 
consideration in every instalment business. 

The simplest and one of the most common forms of instal- 
ment contract is an agreement on the part of the purchaser to 
pay the fixed price of the article he acquires at the periods and in 
the amounts agreed upon, in return for which the purchaser 
obtains full possession of and title to the goods. The seller under 
this agreement has practically nothing except an open account 
against the purchaser. 

Where the amount involved in each sale, however, is large, 
or where it is desirable to reserve as full protection as possible for 
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the selling house in order to satisfy bankers’ requirements, two 
variations—both designed for the protection of the seller—may 
be introduced. One of these variations consists in retaining 
title to the property even though it is in the hands of the pur- 
chaser, until after the agreed price has been paid in full. This 
is legally allowable in most of the states and is the arrangement 
when equipment is sold to railroad companies. It is customary 
in selling pianos, furniture, real estate, and many other high- 
priced articles. 

The second variation is that of requiring the purchaser to 
give a series of notes covering his instalment payments. This 
puts the transaction into a much more definite, irrevocable form, 
and also where the amounts are large enough to justify notes, 
assists the seller, as we shall see presently, in making his financial 
arrangements. 


§ 159. Working Capital Requirements of Instalment Sales 


Coming now to the financial problem of carrying on an 
instalment business, let us take the hypothetical case of a product 
which sells at a retail price of $100. We will say that the cost 
to the manufacturer or retailer is $60, the selling expense is $20, 
and the overhead charges, including collection expense and loss, 
are $10, leaving a net profit on each article of $10. We will 
assume that 50 of the articles are sold during the first month of 
operation; 100 the second month; 150 the third month; 200 the 
fourth month; and thereafter 200 each month; and that instal- 
ment payments are made at the rate of $10 per month. In order 
to simplify the problem, we will make the arbitrary assumption 
that the whole $90 outgo, including collection expense and loss, 
is incurred at the time each sale is made. Under these assumed 
conditions, how much working capital will be required to 
“swing” the stated volume of business? During the first month 
the outgo would be 50 times $90, or $4,500, and the cash receipts 
would be so times $10, or $500, leaving a cash deficiency of 
$4,000. During the second month the outgo would be roo times 
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$90, or $9,000, while the receipts would be $500 covering sales 
made during the first month, plus $1,000 for sales during the 
second month, making a total of $1,500; leaving a cash deficiency 
of $7,500. Putting these and succeeding calculations into tabu- 
lar form, they would he as follows: 


Cash Accumu- 
Deficiency lating 

Outgo Receipts for Month Deficiency 

First TIO ee ee $ 4,500 $ 500 $ 4,000 $ 4,000 
Second Soo VANE Stee 9,000 1,500 7,500 II,500 
Third lt = Se eee oS 13,500 3,000 10,500 22,000 
Fourth Lida Renee 18,000 5,000 13,000 35,000 
Fifth She ae Say, tn a 18,000 7,000 11,000 46,000 
Sixth SPILL ae 18,000 9,000 9,000 55,000 
Seventh Sea etry Ace tarrhat 18,000 II,000 7,000 62,000 
Eighth SNe ak 18,000 13,000 5,000 67,000 
Ninth thee hatte at ood 18,000 15,000 3,000 70,000 
Tenth SESE a dine ee om 18,000 17,000 1,000 71,000 
Eleventh ChE Shee 18,000 18,500 500* 70,500 
Twelfth RE ee 18,000 19,500 1,500* 69,000 


*Excess Receipts. 


It is clear from the above table that, in case the instalment 
seller intends to carry the whole burden of financing on his own 
shoulders, he must be prepared with a working capital amounting 
at a maximum to $71,000. Unless his business afterwards 
increases more rapidly than his cash receipts, he will be able 
later to draw large profits in cash which are the accumulated 
results of sales that he has made during the preceding months. 


§ 160. Financing Instalment Sales 


The case above given is necessarily crude, for within the 
space limits that can be assigned to the subject in this volume 
it would be impossible to enter into all the intricacies of the cal- 
culations that would be required in any actual case. The 
figures presented, however, serve to emphasize one principle 
which must be borne in mind in connection with all instalment 
financing: 
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During a period of rapidly increasing business the cash 
receipts cannot keep pace with the volume of sales and the outgo. 
Accordingly cash receipts pile up much more slowly than sales; 
and the first stage in building up an instalment business, there- 
fore, is a stage of heavy investment and of patient waiting. No 
matter what profits may be figured on the volume of business 
that is being done, it is evident that the realization of those 
profits in cash will necessarily be deferred to a later period, and 
this preliminary state may last for several years. 

The question arising in connection with every instalment 
business, therefore, is: What can be done to shift some of 
the financial burden of building up the business from its own 
shoulders to the shoulders of its bankers or of other financial 
agencies? 

Ordinarily this may be done in one of three ways: 


1. By securing a large line of credit from the bank simply 
on the strength of its general showing of profits and 
its accumulating assets, consisting of instalment ac- 
counts receivable. 

2. By securing, as indicated above, notes from its purchasers 
which may be discounted. 

3. By making arrangements, not with a bank, but with a 
financing company, which will either purchase the 
instalment accounts or notes receivable, or will make 
advances against these accounts or notes when put up 
as collateral. 


This last method brings us to the subject of converting assets 
into cash, which is treated in the next section. 


§ 161. Liquidity of Assets 


A distinction is to be made between cash and other quick 
assets; under the latter classification are to be included accounts 
and notes receivable that mature within a few days, and mer- 
chandise which is already sold or is readily salable for cash. The 
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only asset that is acceptable in settling bills is cash, but other 
assets that are really ‘quick’? may be counted as almost equiva- 
lent to cash. 

Those current assets which are convertible into cash only after 
a considerable lapse of time or after considerable effort, belong in 
a different category. It is dangerous to count on them as if 
they were cash, for numerous contingencies may interfere with 
their being converted into ready cash at the time that has been 
anticipated. Many a merchant has found himself suddenly 
faced with bankruptcy because he counted merchandise on his 
shelves as if it were already sold and later found it to be un- 
salable; or because he looked upon accounts receivable on his 
books as if they were already collected and later found that some 
of his important customers were themselves embarrassed or were 
“slow pay.” It is because these contingencies exist, that it is 
necessary in the prudent management of most business concerns 
to maintain current assets at an aggregate figure considerably 
exceeding current liabilities. In manufacturing concerns, as we 
have seen, the current assets are usually regarded as normal if 
they are in the proportion of 125% to 133% of the current lia- 
bilities. 

The more readily the current assets of a corporation are con- 
vertible into cash, the less need be the proportion of current 
assets to current liabilities, or, to state the same thing in other 
terms, the less need be the working capital of the concern. It 
is clear that if working assets consist exclusively of cash, all the 
requirements of safety would be met if these assets were equal 
to the current liabilities. In other words, a concern with per- 
fectly liquid working assets, needs but little working capital. 
The nearer a company approaches to this condition, the smaller 
is its requirement of working capital; consequently, it follows 
that any measures which can be taken to increase the liquidity 
of such assets as inventories and accounts receivable will make 
possible a corresponding saving in the sum that must be pro- 
vided for working capital. 
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There is no method of increasing the liquidity of stocks of 
merchandise except care in manufacturing or in purchasing only 
stocks that are readily salable. No one outside the business 
itself can be of much assistance in securing this result. Accounts 
receivable, however, constitute an asset that can be transferred, 
and inasmuch as most of these accounts are automatically at 
some later date converted into cash, they furnish an excellent 
collateral for preliminary advances of cash—a use of accounts 
receivable that is frowned upon by the banks. 

In this general connection the following table showing the 
amount of cash and securities as compared with its total working 
capital carried by the American Car and Foundry Company, is 
of interest.1 This company is highly successful, has been paying 
dividends for many years and, sincé 1919, at the rate of 12%. 


Working Cash on 

Capital Hand 
LQ QT ec eee ner: $37,544,509 $11,474,420 
TOV 39,098,017 10,034,399 
TOLO Ar 4Gs ba tae 37,114,377 16,843,587 
LOM Site SA yet ciees 32,074,478 7,140,496 
TOU ace neers Xe 26,559,182 6,017,220 
QO ieee se 20,597,809 4,443,959 
IOIHRLG. AIIRRY 18,911,543 3,659,856 
LOU cra rey: oleh 18,830,607 4,251,577 


§ 162. Finance Corporations 


Within recent years a large business has been built up by 
financing corporations which make it their business to purchase 
at a discount instalment accounts receivable and commercial 
accounts receivable, thus enabling concerns which own such 
accounts to convert them wholly or partially into cash before 
they have come to maturity. 

In European practice, financing corporations of this type 
are unknown and unnecessary, for most sales of merchandise 
are represented by accepted drafts (more commonly known as 


1 Wall Street Journel, Feb. 27, 1922. 
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“trade acceptances”) which the selling firm may discount at its 
own bank or may sell in the open market. In the United States, 
however, while the trade acceptance is gradually working its 
way into favor, the custom still prevails among its banks of 
granting “lines of credit.” These lines of credit are based in 
large part on the showing of a satisfactory proportion of working 
assets to current liabilities, and the banks do not favor any 
method of anticipating the normal conversion of current assets 
into cash or of pledging any of the current assets. It has, in 
fact, grown to be an accepted principle, which many bankers 
perhaps fail to apply with sufficient discretion, that all current 
assets must be kept free and unencumbered. 

In spite of this opposition on the part of the banks, the 
financing corporations have rapidly increased the volume and 
raised the character of their dealings. Moreover, certain banks 
and trust companies have gradually come to carry on a limited 
amount of business of the same type. 

There are two distinct fields of operation for these financing 
corporations, and they are readily divisible into two correspond- 
ing groups: the first group confines itself almost entirely to 
making advances against instalment accounts receivable, and 
the second group into making advances against commercial 
accounts receivable. The instalment accounts handled are 
mainly those which arise in connection with the sale of agricul- 
tural machinery, automobiles, pianos, and other musical instru- 
ments. On such accounts, if the general conditions are good, 
these corporations will advance from 60% to 65%. 

On commercial accounts these companies usually loan up to 
about 75% or 80% of the face value of the paper which they 
accept as collateral. Sometimes a fixed line of credit is granted 
to a client, against which a corresponding amount of collateral is 
constantly maintained (paid or bad accounts being continually 
replaced by fresh ones), and sometimes a separate loan is made 
against each given block of collateral, each loan being regarded 
as a new and distinct transaction 
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~§ 163. Seasonal Requirements 


Many concerns work under the handicap of extreme varia- 
tions in the amount or the character of their business according 
to the season. This is true, for example, in the automobile 
business, where the great bulk of sales are made in the spring 
and early summer of each year. Manufacturers of rubber goods, 
especially rubber shoes, find their sales concentrated at certain 
seasons; the same thing is true of manufacturers of agricultural 
implements, of sporting goods, and of many other products. 
On the other hand, manufacturers of textiles, of beet sugar, and 
of other products made from raw materials gathered from the 
soil, are under the necessity of buying heavily at certain seasons 
of the year in order to secure the benefit of minimum prices. 

In all such lines of industry where seasonal fluctuations in 
purchases or sales are experienced, either large stocks of finished 
products must be accumulated during the remainder of the year 
in order to meet the requirements of the busy season, or large 
stocks of raw materials must be purchased at a given season, and 
gradually used up during the remainder of the year. In either 
case it is clear that much larger sums of money must be tied up 
in working assets during certain periods than during other 
periods of the year. This is a situation that involves unusual 
difficulties and greatly affects the amount of working capital 
that is required. 


§ 164. Provision for Meeting Seasonal Requirements 


The usual method of meeting these seasonal demands on 
working capital is to secure a gradually increasing amount of 
bank loans as finished products are accumulated, which are 
rapidly paid off during the sales season; or if the other situation 
prevails, a large loan is effected during the buying season which is 
gradually paid off during the remainder of the year. Dependence 
upon bank loans exclusively, however, is unsafe, as many companies 
have discovered. Sometimes such loans cannot be secured when 
needed; at other times anticipated renewals have been refused. 
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Textile manufacturing companies and other lines of business 
where similar heavy purchases must be made at certain seasons, 
have been peculiarly subject to failure because of their inability, 
owing to some unforeseen contingency, to meet the obligations 
held by their banks. Some years ago, when the so-called “Sugar 
Trust”? desired to obtain control of an important beet sugar 
refinery, it is alleged to have obtained this control by secretly 
buying up all the short-time notes given by the refinery during 
its purchasing season and then demanding prompt payment of 
these notes instead of granting the customary partial renewals. 
As a result the prosperous refinery suddenly found itself con- 
fronted with the prospect of bankruptcy and was forced to sur- 
render. 

Although it would not ordinarily be economical for companies 
engaged in seasonal industries to keep themselves supplied with 
the amount of working capital required at the maximum period 
of each year, it is highly desirable and prudent that they should 
carry a much larger working capital than would be sufficient for 
the off seasons. This is a part of their normal expense of doing 
business. Such companies sometimes find it advantageous to 
invest their surplus cash reserves during the off seasons in se- 
curities which can either be readily converted into cash, or may 
be used as collateral for loans. 


§ 165. Month-by-Month Calculations 


It was remarked at the beginning of this chapter that it 
would be impracticable to draw up any invariable formula for 
calculating the amount of working capital required in any given 
concern. We must content ourselves with the general statement 
that working capital requirements vary roughly in proportion 
to the cost and quantity of raw materials required, the cost of 
labor, the overhead, the volume of business, the length of period 
of manufacture, the average length of credit extended to cus- 
tomers, and the extent of seasonal variations in volume of busi- 
ness, and that they vary roughly in inverse proportion to the 
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rapidity of turnover, length of credit obtained in purchases of 
goods, and the facilities available for converting current assets 
into cash. These are the factors to be taken into account. 

Inasmuch as the customary unit of time used in reckoning 
most commercial operations is the month, it is worth while, in 
all close thinking and figuring as to working capital require- 
ments, to make estimates on a month-to-month basis. An esti- 
mate of this nature relating to a hypothetical case of a house 
doing an instalment business has already been given and will 
serve as an illustration of the method that should be followed in 
making up such estimates. If all the factors that have just been 
named are known, and assuming in addition that the various 
costs of manufacture or of purchase, selling, overhead adminis- 
tration, and the like are known, there will be no difficulty in 
approximating the cash outgo and cash receipts of each month. 
This will show the working capital requirements month by 
month. By adding a liberal margin to cover faulty estimates 
and contingencies, the approximate amount of working capital 
required, even for a new corporation, can be estimated. In the 
case of an established corporation, which has behind it years of 
experience and of records, the information that is desired can be 
worked out with much accuracy. 


CHAP FERXYVIT 
THE FINANCIAL PLAN 


§ 166. Adaptation of Securities to Market 


In previous chapters the principal forms of security issues— 
common and ordinary shares, preferred shares, income bonds, 
debentures, collateral trust bonds, mortgage bonds, and the 
like—have been described. The point has been emphasized 
that, while there are favored and popular forms of security 
issues, there are no invariable forms. Some kind of a security 
issue can be found that will suit both the taste and the pocket- 
book of anyone who has capital at his disposal. The financial 
manager of a business enterprise will naturally make such 
adaptations of the securities he has to offer as will best fit them 
for the market he is trying to reach. If his prospective pur- 
chasers are people of small income, he may find it best to issue 
shares of a par value of $5 or $10, instead of the conventional 
$100. On the other hand, if he is getting out a note issue ex- 
clusively for sale to some of the big institutions, he will perhaps 
give his notes a par value of $10,000 or even $100,000. He will 
also pay reasonable attention to passing fashions or popular 
interests. In one year convertible bonds are much talked about 
and easily sold. In another year the popular interest is centered 
largely on industrial preferred shares. In another year there is, 
it may be, an unreasoning aversion to collateral trust bonds. 
Any successful seller of securities will carefully study these 
fashions and whims on the part of the investing public. 

In choosing forms of securities, unfamiliar financial devices 
are usually to be avoided unless perhaps they are brought for- 
ward by some individual or corporation with great prestige. 
The financial conditions at the time the security is brought out 
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must also be carefully considered. Thus during the period 
of the Great War short-term securities were. issued in great 
quantities, partly because there was a public preference for such 
notes and partly also because it was hoped that interest rates 
would fall and thus make the conditions more favorable for 
long-term issues. The wisdom or unwisdom of this course need 
not be considered here. The point to be made is that the large 
corporations have been consciously endeavoring to adjust their 
security issues to current conditions in the security market, 


§ 167. Results of an Ill-Judged Issue 


A striking example of very poor judgment in trying to make 
this adjustment is found in the history of the ill-fated Cordage 
combination. In December of 1892 the common stock of the 
combination was selling at $142 a share and the standing and 
reputation of the company was high. In January a stock divi- 
dend of 100% was declared, increasing the common stock from 
$10,000,000 to $20,000,000. In April, 1893, the company had 
an inventory consisting of between $5,000,000 and $6,000,000 
of binder twine, against which it had borrowed upward of $5,000,- 
ooo from New York and Boston banks in the form of demand 
loans and short-term paper. 

While it was in this difficult condition the crisis of 1893 
became more and more threatening and some of the bankers 
notified the company that the loans must be taken up at least 
in part on maturity. On Friday, April 28, 1893, the shares of 
the National Cordage Company were selling at excellent prices, 
the preferred at 10334 and the common at 61, and the credit 
of the company was high. The following morning at a special 
meeting of the board, it was decided to take care of the demands 
of the banks by an immediate offer to the common shareholders 
of $2,500,000 of new preferred shares at par. This was equiva- 
lent to giving the common shareholders a privileged subscription 
of some slight value. Under ordinary conditions there would 
have been little doubt as to its success. But the conditions were 
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not ordinary. The action of the board was interpreted in the 
light of the general feeling of suspicion and uncertainty as to the 
soundness of all corporations; a bear party attacked the Na- 
tional Cordage Company’s shares and within the day the market | 
price of the preferred stock fell to less than par and that of the 
common to less than 50; two days later the preferred had gone 
down to 83 and the common to 36. 

Under such conditions it was, of course, out of the question 
to make a success of the preferred stock issue. The next day the 
common stock fell to $18.75, the banks became alarmed and 
demanded immediate and full repayment, and the company sud- 
denly collapsed. It was one of the most surprising and spec- 
tacular insolvencies to be found in the financial history of the 
country. Undoubtedly the National Cordage Company was 
in unsound financial condition at this time, but the immediate 
cause of its collapse was the imprudence of the directorate in 
failing to give due consideration to the general market condi- 
tions.1 

Every possible measure should be taken to meet the conven- 
ience of prospective purchasers in putting out security issues; 
for instance, large corporations which enjoy an international 
market frequently make interest payable at the principal cities 
of the various countries in which the bonds are likely to be sold. 
There are a number of bonds issued in this country the interest 
on which may be collected in Paris, London, Berlin, or New York. 
On the other hand, the interest and also the principal of most of 
the recent external loans of the governments of Europe are 
payable in this country and in its currency. 


§ 168. Adaptation of Securities to Corporate Conditions 


Up to the present point we have considered only the relations 
between security issues and the needs or desires of the prospec- 
tive purchaser of these issues. It is, of course, clear that there 
must be a correspondence also between the security issues and 


.1 Dewing on Corp. Prom. and Reorg., p. 112 et seg. 
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the financial condition of the corporation. The mere fact that 
a security of a given type is thought to be easily salable is not 
always the final reason for issuing just that security. The cor- 
poration’s interests may best be served by some other type of 
security, and it may be necessary—in fact, generally is necessary 
—to make a compromise. 

From the corporation’s standpoint, the outstanding securities 
should be in correct relation both to the assets of the corporation 
and to its earnings. If this correct relation—or an approxima- 
tion to it—is not secured, then one of two undesirable results 
must follow: either the capital required is secured upon terms 
that are more or less onerous and wasteful, or, on the other hand, 
the corporation is burdened with claims which it may not be 
able to meet and which therefore endanger its continued exist- 
ence. The first-named fault is probably both less frequent and 
less to be condemned than the second fault. 


§ 169. Adjustment between Common Stock and Prior Obligations 


There are some corporations, which have actually caused 
unnecessary sacrifices to their stockholders by reason of a blind 
adherence to the policy of putting out only common stock. If 
a public utility company, for example, were to attempt to finance 
itself solely by the sale of common stock, the chances are that 
there would be very little money for anyone interested. The 
profits on such enterprises are comparatively limited, and the 
financing must be watched with the closest attention in order to 
preserve reasonably good earnings for the benefit of the common 
shares. This can be made clearer by a hypothetical case than 
by any example which is at hand, for practically all public utility 
companies do raise the greater portion of their capital through 
issuing obligations rather than through issuing shares. Let us 
suppose that a public utility corporation requires $10,000,000 
capital, and that its net earnings amount to $700,000, or 7% 
on the invested capital. Clearly this would not in itself be an 
attractive return to prospective purchasers of the common stock, 
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Let us further assume, however, that $6,000,000 of the required 
capital is secured by bond issues at an average cost to the cor- 
poration of 6%; that $2,000,000 is obtained through preferred 
stock or junior bond issues at an average cost to the corporation 
of 8%; and that $2,000,000 is obtained by the sale of common 
stock. In that case the annual profits would be distributed as 
follows: 


WBonds4 0; 000; 000 AL O0/pre etre eee ee ioe rarer ore $360,000 
Preferred'stock,-$2}000,0c0at 895-5. 216. fe. ww ste ees 160,000 
Common stock, $2,000,000 with earnings of 9%......... 180,000 

Wotalsearnin gs wowuc spustue cua eee. Mer sakes $700,000 


As a matter of fact, it is customary to provide all the cost of 
the tangible property of public service enterprises by issuing 
bonds up to about 75% of the cost, and preferred stock or junior 
bonds up to about 25%. The common stock in this case repre- 
sents intangible assets or earning power and is retained by the 
promoters of the enterprise as their profits. If this rule were 
followed in the case just cited, the results would be as follows: 


$7,500j;000 bonds/at'69,7 Heke rs. pee. cee eee os $450,000 
$2.500,000; junior bondsyati$9, st ae nee ees ee 200,000 
Available as earnings on common stock................ 50,000 

Totals. tr? . AAP ee ne Renee Can RE) See $700,000 


§ 170. Relation between Income and Security Issues 


It would be useless to give illustrations at this point of cor- 
porations which have transgressed the limits of prudence in sell- 
ing their obligations to the public, for such cases are dealt with 
in the later chapters, where financial embarrassments, insol- 
vencies, and reorganizations are discussed. It is obvious, on the 
face of it, that a corporation, like an individual, may abuse its 
credit. The rule of safety in the issuance of funded obligations 
requires that the corporate income shall at its minimum not only 
cover the fixed charges, including both interest payments and 
sinking fund payments if any, but leave a safe margin beyond 
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this. The rule of prudence, when securities such as income bonds 
are issued which carry a contingent liability, is that the cor- 
porate income over and above all fixed charges must be ample 
under all conditions that can reasonably be anticipated, to covel 
these contingent charges. The rule of good faith in connection 
with the issuance and sale of common stock requires that the 
anticipated income, based upon the probabilities, should be 
ample to provide in addition to all fixed and contingent charges 
a reasonable and increasing return on the common shares. We 
may state this relation as follows: 


1. Assured net income should be more than enough to meet 
all fixed charges on funded obligations, including inter- 
est and sinking fund payments. 

2. Additional income anticipated beyond reasonable doubt, 
should be more than enough to cover any contingent 
charges. 

3. Additional probable income should be more than enough 
to provide a satisfactory yield on common shares. 


Tt is true, of course, that unforeseen occurrences frequently 
wreck even the soundest and most careful estimates, and that 
the organizers and financial managers of corporations are not 
always entitled to censure because their plans miscarry. They 
are clearly entitled to censure, however, if they do not make 
their estimate of future income with reasonable foresight and 
conservatism, and if, after having procured sound estimates, they 
fail to observe the relations above referred to between earnings 
and security issues. 


§ 171. Relation between Assets and Security Issues 
The assets of every enterprise fall into three natural divisions: 
rt. Fixed tangible assets, which represent a permanent in- 
vestment essential to the conduct of the business. 


2. Current assets, which consist of cash and of such property 
as can readily be converted into cash. 
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3. Intangible assets, which, as previously defined, are the 
capitalization of the earning power which cannot be 
attributed to the other assets. 


There is a relation between these classes of assets and the 
security issues of a corporation, which may be stated in the fol- 
lowing form: 


The actual value of fixed assets (not merely the book 
value) should exceed by at least 25% to 50% the bonded 
obligations outstanding. 

The actual value of the fixed assets, plus the value of net 
current assets (after deduction of current liabilities) 
should at least equal, and generally considerably exceed, 
the outstanding preferred shares, income bonds, or other 
contingent obligations. 

The actual value of tangible assets, plus that of intangible 
assets, should equal or preferably exceed, the combined 
value of fixed obligations, contingent obligations or 
shares, and common shares outstanding. 


§ 172. Common Stock to Represent Intangible Assets 


Quite a large number of industrial corporations have followed 
the principle of issuing bonds and preferred shares up to the full 
net value of their tangible assets, and then issuing common stock 
up to the value of their intangible assets. Cluett, Peabody and 
Company, the well-known manufacturers of collars and shirts, 
carry an account called “Good-will, Patent Rights, Trade- 
Names, etc.,”’ of $18,000,000, against which the corporation had 
outstanding up to 1920, $18,000,000 of common stock. In 1920 
this common stock was increased to $18,275,000. The F. W. 
Woolworth Company has good-will $50,000,000, and common 
stock now $65,000,000, but up to 1920, exactly $50,000,000. 
The George A. Fuller Company, later consolidated with the 
United States Realty and Improvement Company, at the time 
of its incorporation presented a balance sheet showing net quick 
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assets of approximately $5,000,000, and ‘‘Tools, Machinery, and 
Good-Will” of $10,000,000; against this, $5,000,000 of preferred 
and $10,000,000 of common stock were issued. 

In most cases the correlation between the different forms of 
securities and the three classes of assets is not so direct and 
readily visible. But there is, or should be, some measure of 
relation. The possibilities in this direction have, though, 
been somewhat interfered with in late years by the provision 
of the Federal Excess Profits Tax Law, limiting the valuation of 
intangibles to ‘‘25 per centum of the par value of the total stock 
or shares of the corporation outstanding at the beginning of the 
taxable year.’’? 


§ 173. Special Forms of Securities 


As has been previously stated, there are many forms of 
securities issued. The more important types have been de- 
scribed in previous chapters, but a few examples may be cited 
here of instances in which unusual changes were made in order 
to adapt the security to peculiarities in the assets or in the mar- 
ket conditions. English practice runs very strongly toward the 
the issuance of perpetual or irredeemable debentures, the idea 
being that all the debtor cares for is to have his interest paid 
regularly, thus giving hin{ a security which is readily marketable. 
Even the large brewing companies in England, which can hardly 
be thought to have a business that is beyond all human vicissi- 
tudes, have nevertheless issued and sold a large number of these 
perpetual debentures. In this country perpetual bonds are 
almost unknown, though there are a few issues, such as the 
Lehigh Valley Railroad’s Consolidated “Annuity” bonds, which 
have no redemption date. 

In the United States participating bonds are occasionally 
brought out when it is desirable to make an issue unusually 
attractive, as in the case of the 6% Debenture Gold bonds of the 
Beneficial Loan Society of New York, where each purchaser 


2 Excess Profits Tax Law, Sec. 326a, Subdiv. 5. 
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receives a profit-sharing certificate which entitles him to a share 
in the profits of the society on a prescribed basis as long as his 
bond is outstanding. Of a similar nature are the 7% Par- 
ticipating First Mortgage Guaranteed ro-Year Gold bonds of the 
Eastern Limestone Corporation of New Jersey, where each year 
20% of the net earnings of the company, after deducting sinking 
fund requirements, are to be distributed to the holders of these 
bonds. : 

Other devices of a somewhat similar nature to make securities 
attractive are not uncommon, as where a land company makes 
its bonds or stock redeemable in land at the option of the holder. 
Recently a Florida company, organized to prospect for oil on its 
13,000 acres of land, offered “certificates” for sale which in case 
the company did not strike oil might be exchanged for “‘citrus- 
growing” land. An even more peculiar security was brought 
out by a large distilling company—before the days of national 
prohibition—consisting of a preferred stock issue which was to 
be redeemed by the corporation and was secured by a first lien 
on all the whiskey stored in bond. The holder of a share of 
preferred stock could, however, if he chose, take a barrel of 
whiskey in payment of his claim. Even this ingenious arrange- 
ment, it is understood, did not bring about the success of the 
issue. ; 


§ 174. Haphazard Financing 


There is very little real planning in the financial development 
of most corporations. The easy and obvious thing to do is to 
meet each financial difficulty or problem as it comes along, in the 
hope that there will be no further problems. Frequently the 
result is to create a maze of conflicting claims, and to impose 
obligations upon the corporation which seriously interfere with 
the normal growth of its credit and lead to loss or even to in- 
solvency. 

Many of the financial troubles which come to concerns that 
are fundamentally sound and prosperous are wholly unnecessary. 
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They could be avoided by a moderate amount of foresight and 
careful planning. A typical instance is that of a knitting mill in 
an eastern state which is capitalized at $900,000, $600,000 com- 
mon and $300,000 7% cumulative preferred stock. The quick 
assets are $450,000 in excess of its quick liabilities, and the com- 
pany has a surplus of $500,000. This corporation, like most 
textile concerns, borrows heavily from the banks. It seldom 
has loans of less than $600,000 outstanding, and frequently they 
rise to $900,000; the loans are obtained at an average rate of 
6%. The question that has been raised and is now under con- 
sideration, is whether it would be desirable to put out an addi- 
tional $300,000 of 8% preferred stock at par, thus cutting down 
the bank borrowing, 


§ 175. A Financial Plan 


To this question there is apparently but one sound answer. 
When bank loans of this concern reach their maximum of $900,- 
ooo, these loans are equivalent to the whole capital stock, and 
the margin of quick assets is too small for safety. A failure to 
dispose of the products of the mill on the usual terms and at the 
usual time might suddenly bring on bankruptcy as in the case 
of the National Cordage Company already cited. Because of 
its extensive and growing business, the corporation is evidently 
driving towards a possible financial position of serious danger. 
Probably the preferred stock is the best form of security that 
could be issued, and granting that this can be sold, the advisa- 
bility of the issue can hardly be questioned. The proceeds 
would reduce the bank borrowings to a reasonably safe amount. 
The preferred dividends would, it is true, also reduce the earn- 
ings on the common stock by approximately $6,000 per year, 
but this is a small item compared with the gain in safety. 

It may be asked why the problem is not solved by placing a 
mortgage upon the mill and thus borrowing on better terms than 
through the issue of preferred shares. The answer is that, in the 
textile industry it is a well-recognized principle that mill prop- 
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erty should not be mortgaged. Cotton mills borrow from the 
banks so heavily that any permanent loan outranking the 
banker’s lien would be a distinct handicap. 


§ 176. Incorporating a Partnership * 


Many puzzling problems arise in connection with the custom 
which has become common in recent years, of giving up the 
partnership form of organization in established business enter- 
prises and substituting for it the corporate form of organization. 
During the life of the partnership numerous personal agreements 
have usually been entered into which at first sight seem difficult 
either to continue or replace under the corporate form. More- 
over, one essential feature of the partnership form is that every 
partner, irrespective of his financial interest, shall have an equal 
voice in the management of the enterprise. If there is wide 
discrepancy between the financial interests of the partners, it is 
difficult to continue this arrangement under the corporate form. 
The following is a concrete example which will make clear some 
of these difficulties: 

Three partners, A, B, and C, conduct a jobbing business 
established 60 years ago by A’s father. A, having inherited his 
father’s estate,is the principal owner and the head of the concern; 
B, who began 30 years ago as a clerk, is in charge of the produc- 
tion and a large share of the selling; C, who entered as a book- 
keeper 20 years ago, is in charge of the financing, office manage- 
ment, and credits. The capital of the firm is $325,000, of which 
A owns $275,000, B $35,000, and C $15,000; interest at 6% is 
paid each partner on the amount of his investment; each partner 
draws a salary of $7,200 per annum, and the profits are divided 
as follows: A 50%; B 40%, and C 10%. The annual sales 
are about $750,000, and the net profits $25,000. An important 
reason for turning the partnership into a corporation is to provide 
a safe and simple method of allowing department heads and some 


3 For a full discussion of this subject see Book I, Ch. LIX, “Incorporating a Partnership.’ 
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of the salesmen to gain an interest in the business. This could 
be done under the corporate form by permitting these subordin- 
ates to buy stock. 

It is at once evident, in considering this case, that its diffi- 
culty arises out of the fact that profits are divided without any 
fixed relation either to investment of capital or to the value of 
services. Six per cent is hardly a sufficient rate of return on the 
capital employed in a business of this character, so that it is no 
doubt intended to give some special allowance to A in the division 
of profits, that will constitute an increased return on his capital. 
However, this cannot be the controlling interest since B, with a 
comparatively small investment, receives 40% of the profits. 
The problem is then to preserve these various rights and claims 
under the corporate form. 


§ 177. Adjusting the Partnership Interests 


It would be possible to issue 6% bonds of the proposed cor- 
poration to A,B, and C to represent their respective investments, 
but inasmuch as this is a jobbing business, it would be preferable 
to issue preferred stock rather than bonds. We will start, then, 
by providing for the issuance of $325,000 of 6% cumulative pre- 
ferred stock; $275,000 to A, $35,000 to B, and $15,000 to GC 
The best method of determining the total amount of common 
stock to issue is to capitalize the remaining $25,000 of profit at 
some reasonable percentage, say 8%, making the common issue 
$312,500. If we assume that the distribution of profits to the 
three partners is meant to represent their permanent contribu- 
tions to the upbuilding of the business, this $312,500 of common 
stock should be divided among them, 50% to A, 40% to B, and 
10% to C. Possibly, though, this division of profits in the 
partnership is based on a difference in the abilities of the three 
men in directing the affairs of the business, if that were the 
case, these discrepancies should be adjusted by corresponding 
changes in the salaries of the three men, which in turn would 
involve a different distribution of the common stock. 
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§ 178. Financial Plan for a Railroad 


Another problem of especial interest in illustrating some of 
the principles discussed, arose some years ago in connection with 
the financing of a short railroad in one of the southern states. 
The whole project involved an investment, including terminals, 
of about $4,183,000. The probable gross earnings after two 
years from date of opening the road to operations, were calcu- 
ated at $2,018,000; operating expenses were estimated at 
approximately 65%, say $1,300,000, and taxes and insurance at 
$80,000, making the total expense, $1,380,000, and leaving a 
net revenue of $638,000 from which to meet fixed charges and 
provide a surplus. It is estimated, also, that there would be a 
deficit close to $100,000 during the first 2 years of operation. 
Equipment was expected to cost $1,650,000. The total capital 
required was as follows: 


Gost.Gf ConstPaction’ as 5 seem a een eee eee $4,183,000 
Cost ofequipments 6 .cr.a2 oan ee tremens teers aie 1,650,000 
Loss in first two years of operation................... 100,000 
Working} capitaly.$}...cssrarel maeGerien $5 2h SRE 500,000 

Whol: eRe eens aA hy BRS SRE Sooty die $6,433,000 


A certain amount of capital required for the earlier stages of 
construction would necessarily be tied up without any income to 
pay the interest on it, until the road is put in operation. To 
take care of this expense it would be well to form a construction 
company to build the road and furnish all other necessary prop- 
erty and cash. The construction company should be prepared 
to hand over to the railroad company $600,000 in cash, that sum 
being required to provide working capital and to cover the loss 
on the first two years of operation. The construction company 
should also pay interest, taxes, insurance, etc., up to the time 
the property is handed over to the railroad company. In 
exchange for the railroad and the cash, the railroad company 
would then turn over all its securities to the construction com- 
pany, from the sale of which the construction company would 
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derive its profit. The promoters of the railroad would nat- 
urally be the organizers of the construction company. 


§ 179. Capitalization of Railroad Company 


On the basis of normal earnings of $638,000, the corporation 
might be capitalized as follows: 


Cash Fixed and 

Nominal Receipts to Contingent 

Value Corporation Charges 
514% first mortgage bonds on all pro- 
perty, exclusive of equipment, to be 
disposed of at 90 with a bonus of two 
shares of common stock to each $1,000 

[SaTaG be PRES Ba Reine ce eeoro eaten $4,000,000 $3,600,000 $220,000 

6% to-year serial equipment notes...... T, 500,000 1,500,000 90,000 
Annual payment during first to years of 

operation to retire ADOVE MOTES Voeyas ks fae © « sesrsko| Desi rays “te 150,000 
8% cumulative stock to be disposed of at 
90, with a bonus of one share of com- 

mon to each five shares of preferred... 1,500,000 1,350,000 120,000 

$7,000,000 $6,450,000 $580,000 


This leaves a balance of $58,000 a year available for contin- 
gencies out of the income of the first ten years. 

The common stock required for bonuses to purchasers of the 
first mortgage bonds and of the preferred stock, is $1,100,000. 
The promoters of the enterprise will want some pay for their 
services, and will probably want to retain control of the company. 
They should therefore issue approximately $4,000,000 of com- 
mon stock to the construction company. Under the above esti- 
mates $2,900,000 of stock would be left for themselves. 

For the first ten years—unless the earnings should largely 
increase—the common stock could not expect to receive any 
dividends. It will be noticed that $150,000 worth of serial 
notes is to be retired each year, and that the interest on that 
amount each year should be added to the balance available for 
contingencies. At the end of ten years, not only will there be 
no interest to pay on the notes but the annual payments on the 
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principal will cease. Thereafter $298,000, less any reserve or 
payments for contingencies, may be disbursed as dividends on 
the common stock. If all this amount were available it would 
mean almost 744% earnings on the common stock. 

It will be noted that in the above arrangement, first mortgage 
bonds are issued to an amount approximately equal to the actual 
cost of the property mortgaged. This may seem to be, and is in 
fact, somewhat reckless financing; yet it is a common practice 
in railroad construction and it must be assumed that the project 
itself is worth something; that is, the rails, buildings, and real 
estate, which are the chief items in cost, are worth more after 
they are laid down and the railroad is ready for operation, than 
their actual first cost. The preferred stock is more than equiva- 
lent to the remaining balance of all the tangible assets and is 
partly offset by good-will. The proposed common stock issue 
of $4,000,000 is offset wholly by good-will or prospective earning 
power. The amount of each class of security that may safely 
be issued has been determined with reference to the earnings 
rather than with reference to the assets. It is assumed that there 
is little likelihood of failure to meet the fixed charges amounting 
to $460,000. 


§ 180. Financing an Advertising Agency 


At the other end of the scale from a railroad company is an 
enterprise, such as an advertising agency, which renders a service 
that is largely of a personal nature analogous to the service 
rendered by a lawyer, physician, or consulting engineer. It is 
true, of course, that many of the functions of an advertising 
agency are of a more or less clerical nature; but the more impor- 
tant functions are advisory and cannot be performed properly 
except by well.qualified, high-priced men. The time and 
energy of the principals are limited, and if an attempt is made to 
spread their efforts over too many undertakings, the result is 
apt to be unsatisfactory both to their clients and to themselves. 
Under these conditions the growth of an advertising agency, if 
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it is a healthy, permanent growth, is necessarily a rather slow 
process. Also it is difficult—and usually impossible—to finance 
such an undertaking by the sale of its securities to outside 
parties. 

. It would seem, therefore, in considering the financial problems 
of an established agency, that a reasonably rapid growth ought 
to be financed directly out of the profits of the agency. It is 
not necessary to maintain a great working capital in proportion 
to the volume of business handled, for an advertising agency 
usually pays its bills on the same terms that its own bills to 
clients are paid by them. For example, if an advertising agency 
gets a discount of 2% for cash in 10 days, it should give the same 
discount to its clients and thus secure the cash from them with 
which to meet the bill. 

Tn one instance, however, an advertising agency was assisting 
some of its clients to carry on large advertising campaigns by 
granting them extra time for the payment of their accounts, 
while the advertising agency was paying its own bills on the 
minute. The result was that it became necessary to add $75,000 
to $100,000 to the working capital of the agency. The agency 
had been in existence for many years, was highly regarded, and 
was making satisfactory profits, and it was in as favorable posi- 
tion as possible for the sale of securities. The best that could be 
done, however, was a sale of preferred stock to some of the per- 
sonal friends and acquaintances of the president of the agency, 
and, in order to make the stock attractive, it was found necessary 
to give it a participating feature, which would make the possible 
net earnings run as high as 25%. Under these conditions the 
stock was sold. It is, however, a difficult problem to raise 
cash by sales of securities for an enterprise in which personality 
plays so prominent a part. 


§ 181. Simplicity Desirable 


The successful financial plan is not, as a rule, one that is highly 
involved and full of unusual and supposedly ingenious expedients. 
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It is more likely to be simple and to look beyond the needs of the 
moment. The chief financial virtue is foresight. Hit-or-miss 
financing is almost certain to involve either waste or danger. 

We see this exemplified over and over again in examining the 
tangled affairs of insolvent corporations which are in process: of 
reorganization. One of the noteworthy advantages of most 
reorganizations is the greater simplicity secured in the reorgan- 
ized company by the refunding of small and isolated issues into 
a few large issues with well-defined claims. 

It is usually best, also, in financing, to work along con- 
ventional lines. Originality is only too apt to arouse distrust. 
There is almost an established routine in organizing public 
utility corporations, which is about as follows: First mortgage 
6% bonds are issued up to 75% or 80% of the cost of construction 
or, if the company is a consolidation, of the value of the com- 
bined fixed assets. These bonds sell to bankers at 95 to Ioo. 
Preferred shares carrying a 7% or 8% cumulative dividend are 
then issued for the balance of the tangible assets plus a reasonable 
amount of good-will. It is expected that these preferred shares 
will be able to keep up their dividends. They are usually taken 
by bankers at about 95. Common stock is then issued to such 
an amount that the remaining earnings, after the period of 
development is over, will be sufficient to pay at least 5% or 6%. 
This would be considered a conservative method of capitaliza- 
tion, and in fact it would be difficult to suggest any material 
improvement. 


CHAPTER XVIII 
COMBINATIONS 


§ 182. Types of Industrial Combination 


‘Among the fields for promotive activities, probably the one 
that has attracted the most public attention is the formation of 
combinations of previously existing companies. The small com- 
pany is usually of little importance but of much independence. 
As it grows, however, it is almost sure to come into closer and 
closer relations with the concerns from which it buys and those 
to whom it sells, and may even establish some financial connec- 
tion with them. It is likely, also, to come into increasingly bitter 
competition with rival concerns, which competition may either 
seriously cut its profits or greatly limit the field of its operations. 
Thus, there exists an almost universal tendency toward combina- 
tion along one or both of the following lines: 


1. What may be called “vertical combination,”’ which means 
the establishment of joint control over two or more 
concerns that have buying or selling relations. 

2. What may be referred to as ‘horizontal combination,” 
which means the establishment of joint control over 
two or more competitive concerns. 


Vertical combination is especially common between those 
who produce or deal in raw materials, which may be wholly or 
partially monopolized, and the manufacturers of these materials. 
It is also common, on the other hand, between manufacturers 
who do not sell direct to the final consumers of their products and 
the middlemen who intervene. 

The United States Steel Corporation is a notable example of 
a complete vertical combination, since it includes great iron- 
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mining companies, ships and railroads for the transfer of ore, 
blast furnaces, mills of all kinds for the production of finished 
iron and steel in every form, and selling agencies for its disposal. 
Here is a complete integrated organization which carries on the 
whole process of mining, manufacturing, and selling. The 
United States Steel Corporation in some of its aspects also is a 
horizontal combination. Examples of combinations between 
competing concerns are not difficult to find, and will readily 
occur to every reader, 


§ 183. Tendency towards Combination 


The large combinations, with their hundreds of millions of 
dollars of capital, so common from 1897 to 1903, and now occa- 
sionally formed, have naturally attracted most attention. It is 
not always realized that the combination movement is still going 
on among comparatively small concerns, and that the aggregate 
importance of these smaller combinations is probably even 
greater than the aggregate importance of the huge combinations 
that have their securities listed on the stock exchanges. The 
idea of taking over an interest in another concern, or the idea of 
forming a new corporation which shall hold control of two or 
more other concerns, is now entirely familiar and is being applied 
in hundreds of cases. Ina great many of the smaller cities, manu- 
facturers who have been operating on a comparatively small 
scale have in recent years combined their facilities. The remark- 
able growth of business associations made up of competitive 
manufacturers or traders has been a factor of importance in 
facilitating this movement toward small combinations. 


§ 184. Promotion of Combinations 


If the combination is purely a case of one concern purchasing 
a controlling interest in one or more other concerns, there is no 
distinct process of promotion. In cases, however, where a new 
corporation is formed to take over two or more previously inde- 
pendent corporations, promotion is an essential feature of the 
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arrangement. Some person, or group of persons, must conceive 
the combination, must carry on investigations, work out a finan- 
cial plan, assemble their proposition, see to its preliminary financ- 
ing, and finally dispose of the securities put out by the new 
corporation.! 


§ 185. Fields for Combinations 


We have spoken above chiefly of combinations among manu- 
facturing concerns; and this is probably the field in which the 
tendency has in recent years been strongest. However, it should 
not be forgotten that there are other fields for combination. 
Among the trading companies there have been a great many 
mergers or alliances of department stores and of groups or 
“chains” of small retail stores. Sometimes these chains of stores 
have grown up in a very loose association, held together really by 
the personality of one or two men who are interested in each of 
the separate stores or plants. This loose association, it may be 
remarked, is especially common in the trade publication field, 
where one man will often possess a controlling interest in a num- 
ber of trade papers, each one of which has its own separate cor- 
poration and organization. 

An example of a somewhat similar arrangement in the retail 
store field is that of the J. C. Penney Company. There is prac- 
tically a partner in each one of the 197 stores which constitute 
the “chain,” as the managers of these stores are also stockholders 
and participate in the profits of the stores they manage. The 
undertaking has been very successful. 

The movement toward combination has been strong among 
companies in the theatrical and moving picture field, resulting 
in Loews, Incorporated, owning or affiliated with 40 other amuse- 
ment companies, and owning a stock interest in almost 30 more, 
the Orpheum Circuit, Incorporated, controlling 45 vaudeville 
theaters; and Famous Players-Lasky Corporation, a moving pic- 


1 For investigations and accounting requirements of combinations, see Book III, 
Part V, ‘Corporate Combinations.” ¢ 
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ture combination, owning in whole or in part 147 moving picture 
companies. 

Combinations among banks are also fairly common. Thus 
the merger of the Seaboard National Bank and the Mercantile 
Trust Company, both of New York City, was announced, Janu- 
ary 23, 1922, the new bank which will retain the name of the Sea- 
board National Bank having total resources of over $80,000,000 
Again, but a few weeks later—March 7, 1922—the New, York 
Times announces: 


The Mechanics and Metals National Bank yesterday announced 
that it had acquired a controlling interest in the Lincoln Trust 
Company and would continue to operate the branches of that insti- 
tution as adjuncts to the bigger institution. This is the third large 
institution which has been taken over by the Mechanics and Metals 
Bank within the last eight years. In 19174 it took over the Fourth 
National Bank, and in June, 1920, it took over the Produce Ex- 
change National Bank, thereby establishing nine branches. 


Such combinations are apt to be successful because they pro- 
duce stronger banks with a more diversified clientele, less likely 
to be swamped by local disturbances. 

Another field in which there has been a great deal of com- 
bination is among public utilities—including gas and electric 
light and power companies, street railways, water works, irriga- 
tion works, and the like. Combinations in the public utility field 
are of a slightly different type from those in the manufacturing 
field. Usually they include a considerable number of local com- 
panies, each one operating in its own community, which may be 
far distant from any other of the combined companies. In fact 
it is regarded as a point of strength if the various companies in 
a public utility combination are not affected by the same geo- 
graphical or economic conditions, thus minimizing the danger 
that all of them may be seriously depressed at the same time. 
While a combination of this type may be classed as “horizontal,” 
it is evidently made up, not of competing enterprises, but of en- 
terprises which may profitably co-operate in such activities as 
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the purchase of raw materials, securing high-grade engineering 
talent, comparing experiences, and the like. The great advan- 
tage, however, which the public utility combination has to offer, 
is the fact that it can float bond and stock issues on a large scale 
and give them a national market, whereas the local public utility 
company experiences difficulty in selling its securities outside its 
local market. Asa result, “about 78.5% of the total gas, electric 
light, and traction capital of operating public utilities is now 
owned by holding companies. The average electric light com- 
pany has about $342,000 of securities outstanding. The under- 
taking is too small to finance itself efficiently when it has to in- 
crease its capital investment about 20% per annum; that is why 
the holding company is efficient as a financial medium.”? A single 
company, Cities Service Company, owns or controls over 100 
subsidiary companies—28 of them oil companies—with a com- 
bined investment, January 10, 1921, of over $600,000 ,000. 

Among recent noteworthy combinations in other lines are the 
General Motors Corporation, almost rivaling the United States 
Steel Corporation in size; the Allied Chemical and Dye Corpora- 
tion, a combination of the most powerful chemical manufactur- 
ers of the country, with a capital stock of over $50,000,000, and 
a surplus, December 31, 1920, of over $126,000,000; and the Sin- 
clair Consolidated Oil Corporation, with a capital stock of almost 
$200,000,000. 


§ 186. Basis of Combination—National Starch * 


The first consolidation in the starch industry was the National 
Starch Manufacturing Company in 1890. In this case the pro- 
moter, after making his preliminary investigation and forming 
his financial plan, secured options on 20 starch manufacturing 
plants. All the options stipulated that the vendors should re- 
ceive 25% of the value of their mills in cash; 3334% in bonds; 


2 W. H. Gardner, in New York Annalist, June, 1915. | 
3 The data in this chapter as to the starch combinations are based upon the accounts 
given in Dewing’s Corp. Prom. and Reorg. 
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2214% in first preferred stock; and 1834% in second preferred 
stock. In addition, each manufacturer was to receive a common 
stock bonus of 2714%. The working assets of each independent 
concern were taken over and paid for in cash. 

It was part of this general plan that the promoter himself, 
through the Cumberland Investment and Security Company, of 
which he was president, should furnish $1,545,750 cash, for which 
he received an equal amount in bonds and preferred stock and 
100% bonus of common stock. Assuming that the promoters 
were able to market these securities at the prices prevailing dur- 
ing the first two years following the promotion, their compensa- 
tion amounted to $722,677. 

It is evident that in this instance, although the promoter was 
acting on his own responsibility, there was a common basis of 
valuation and terms of payment for the plants which were turned 
into the combination. When securities are exchanged, it is, in 
fact, necessary that there should be some such common agree- 
ment—or at least an informal understanding—for otherwise there 
is no method of judging the probable value of the securities re 
ceived in payment for the plants. 


§ 187. Basis of Combination—United Starch 


In 1899 another promoter planned to organize a second starch 
combination, and a meeting was held for the purpose of deciding 
upon the basis of combination. The notes of this meeting have 
been preserved, and are extremely interesting as showing the first 
stages in the process of organizing a combination. 


MEMORANDUM OF MEETING held in the office of Charles R. 
Flint, June 30, at 10 A.M. 

Present: Messrs. Flint, Auerbach, T. P. Kingsford, Higgins, 
Duryea, Morton, and Allen. 

It is agreed to organize the United States Starch Company with 
a capital of $2,500,000 preferred 6% cumulative stock and $3,500,- 
ooo common stock. And that the former shall be held in trust by 
the United States Mortgage and Trust Company, and issued later 
through bankers to be provided by Mr. Flint. The common stock 
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shall also be held in trust for the owners for such a time as they 
may elect. 

It is agreed and understood that the vendors shall receive 
$950,000 in cash, $1,550,000 preferred stock, and $3,000,000 in 
common stock, for their plants and inventories, to be provided for 
as follows: 

First, a loan shall be made by the United States Mortgage and 
Trust Company for $950,000 for nine months, same to be paid from 
the proceeds of the sale of an equal amount of preferred stock to be 
issued at such time as in the judgment of the Directors may be 
proper. The proceeds of this loan to be used as follows: 


ANDER IGS lees ecorigg mame ome ome bocoT oC $400,000 
CSR MEE NOTCOM ore ROS te cress ts Se netete Us 175,000 
PO AGTraves a IAL: a. ce Re ois 350,000 
rem DUIN CAtra. aks prt > Danio eek eerie 25,000 

BR Ota lM aie: teet, Maras te es eeces Ag orate > ik ingehe eaten $950,000 


Second, in addition to the cash paid as above, preferred stock 
shall be assigned to the vendors as follows: 


IKemestords pace. ser y- > $1,100,000 on plant and inventory 
Morton se St 125,000 “ plant 
Duryealsee Sh..sh3e i 100,000 “ inventory 
1 ee ee 75,000 “ plant 
GTAVeSt ee ce ores 100,000 “ inventory 


“ce “cc 


BS Riad artes stk 50,000 plant 


mhotalawle - bycetarti- fn $1,550,000 


which shall be held in trust by the United States Mortgage and 
Trust Company for account of the owners until the time of issue. 

$3,000,000 of common stock is to be issued to the vendors in 
part payment of real and personal property turned over to the new 
company, as follows: 


Ringcfotde cose eed esc aret el are realness $2,422,500 
IMMOAYOID. acre fico tie eet CO oad b UO Camo m Ga. 255,000 
Duryed. AAW vty shies Ph aloe oni 322,500 

tale canis caicse koi are Mh ele gateeians cogs $3,000,000 


Included in the property turned over by the vendors, it is es- 
timated that there will be about $750,000 of quick assets, consisting 
of grain, package materials, and starch, manufactured and in 
process 
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$500,000 in common stock shall be paid to cover the entire costs 
of promoting the company, including the charter, the organization, 
the commission paid in stock for’securing the loan, the fee of the 
bankers who issue the preferred. 


Common stock to vendors. .....:..:..,+.55++-- $3,000,000 
Common stock to promotetsa. 0-1-3 ele eis 500,000 
TotalOts, ANNO PRES fe acetns oe $3,500,000 


§ 188. Consolidations 


Sometimes two or more formerly independent corporations 
are not joined under one control by an exchange of securities, 
but are actually “consolidated” or “merged.” The two words 
just quoted are sometimes used in a popular sense as almost 
equivalent to “combined,” but are here used in their legal sense. 
A “consolidation” or “merger,” technically speaking, consists of 
the complete union of one corporation with another corporation, 
so that the charters, corporate powers, and security issues are all 
combined, making only one corporation in place of the two which 
previously existed. This is entirely different, it will be seen, from 
the usual plan of keeping alive all the corporations that enter the 
combination and simply acquiring voting control over those 
corporations. One of the largest and most important consolida- 
tions that has ever taken place in the United States was that of 
the New York Central and Lake Shore and Michigan Central 
Railroad Company in 1914. The prime purpose in this case, it 
was stated, was to make possible a more extensive mortgage and 
larger bond issues than could be brought out by either of the 
corporations separately. 


§ 189. Financial Plan for a Small Combination 


The following brief review of the facts as to a small combina- 
tion of manufacturing plants located in a western city illustrates 
the principles of financial organization as applied to combinations. 

The Western Machinery Company was organized for the 
purpose of manufacturing certain patented specialties. Its capi- 
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tal stock was $150,000, and first mortgage bonds were issued to 
the extent of $25,000; $100,000 of the capital stock was given in 
payment for patents, and $50,000 was given to a promoter for 
his services in disposing of the bonds at par. The $25,000 re- 
ceived for the bonds represented the total cash actually invested. 

It was quickly found that the business could not prosper with 
the few specialties it controlled, and other specialties intended 
for the same general market were added. Asa result, practically 
all of the profits which were earned from year to year were spent 
in securing new patents and in their development. This con- 
tinued for some five or six years, when at last a satisfactory out- 
put was made. Then, however, a depression in the following 
year almost wiped out the business of the company and cut down 
the profits practically to zero. Since then there has been a re- 
covery and net profits are now running at the rate of approxi- 
mately $20,000 per annum. The character of the business has 
changed considerably since its inception, but it may be regarded 
as established on a reasonably sound basis. The company, how- 
ever, is considerably handicapped by its location which is unfav- 
orable for the business in which it is now engaged. 

A few miles distant from the city in which the Western 
Machinery Company operates is a related, but not competitive 
business, owned outright by a gentleman whom we will call 
James Smith. He has a small plant worth perhaps $60,000, 
which is earning net profits of about $6,500. 

There is also in the immediate neighborhood the plant of a 
manufacturing company which became bankrupt some years 
ago. The plant has been closed for over three years. The build- 
ings and other assets, even in their present depreciated condition, 
are estimated to have a value of well over $100,000, but could be 
bought for a much smaller consideration. 


§ 190. The Proposed Plan 


It is now proposed to combine these three plants under the 
name and charter of the first-named company. It is believed 
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that the management which has developed this business in the 
face of unfavorable conditions can at least go ahead with the 
successful operation of the plant owned by James Smith and can 
reorganize and successfully conduct, the abandoned business of 
the company which formerly owned the third plant. James 
Smith is willing to remain with the new organization for a short 
time and then retire, so there are no personal antipathies or 
jealousies to be overcome. It is proposed to recapitalize the 
Western Machinery Company as follows: 


Issued at 

Authorized Time of 
Issue Combination 
64 First: Mortgage Bondsee a. one se see es $500,000 $150,000 
6% Cumulative Preferred Stock............. 250,000 180,000 
Common, stock s:5-5.4 cae a eee oer 250,000 250,000 


It is proposed to distribute the securities of the reorganized 
company as follows: 


Preferred Common 
Bonds Stock Stock 
Western Machinery Company............. $ 30,000 $100,000 $250,000 
‘Jammesnomith*.., 7 Stench cae Seger ep aera 20,000 
Owners of abandoned plant.............. 20,000 40,000 
Mogbersoldsto the publics anc. am. seemee ce 100,000 20,000 
otalovs « vateurtas > fas Gen ee ot $150,000 $180,000 $250,000 


It is anticipated that the bonds, with a 20% bonus of pre- 
ferred stock, can be sold to an underwriting syndicate at par. 
The syndicate will probably be able to dispose of the bonds alone 
at par, leaving its selling expenses and profits to be covered by 
the bonus of preferred. Thus the company will realize $100,000 
in cash. 

It is further provided in the financial plan that James Smith 
shall receive in addition to his $20,000 preferred, $30,000 in cash, 
thus leaving $70,000 in cash for the rehabilitation of the aban- 
doned plant and for working capital. 

It is further provided that when earnings on the preferred 
stock amount to as much as 12%, then the 70% of preferred re- 
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naining unissued at the time of organization shall be distributed 
is a bonus in agreed proportion among the owners of the three 
nlants entering into the combination. 

It is estimated that the net profits of the combination should 
werage at least $60,000, or approximately three times the inter- 
-st and preferred dividend payments, at the outset. The three 
ines of business fit together well and the combination of the dif- 
‘erent businesses will provide excellent facilities for manufactur- 
ng and shipping. This will much improve the efficiency of the 
two going plants and will make possible the profitable operation 
of the abandoned plant. 


§ I9I. Criticism of Financial Plan 


In an independent analysis and criticism of the foregoing plan, 
it was pointed out that the earnings of the proposed combination 
appear to be loosely estimated and that a much more thorough 
investigation of probable markets for the products of the com- 
bination, of the selling expenses, and of the actual expenditures 
required to build up an efficient working organization in the 
abandoned plant, would be demanded by a conservative investor 
before putting any of his money into the proposition. Unless it 
can be demonstrated, not merely as a supposition, but as a rea- 
sonable certainty, that the earnings will average $60,000 or more, 
there will be no real advantage to the Western Machinery Com- 
pany in carrying through this combination. After all, the plant 
which that company possesses is the only one that is now earning 
a considerable volume of profits, and this plant will presumably 
be the chief contributor to the profits of the combination. 

Also, while it is no doubt true, as stated in the plan, that the 
Western Machinery Company could make use of enlarged facili- 
ties advantageously, the question to consider here is whether a 
small bond or preferred stock issue, based upon the assets of the 
company, would not provide facilities for enlarging its operations 
and earning more profits with less risk than would be the case if 
the combination were formed. Under the proposed plan, the 
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Western Machinery Company assumes nearly the whole burden 
of risk, must contribute its own profits to the payment of interest 
and dividends, and must rely on its ability to develop new busi- 
ness for the other two plants before the combination can give a 
satisfactory return to the present owners of the Western Machin- 
ery Company. To state the case in slightly different terms, the 
most successful of the three companies entering into this plan 
will be giving up the practical certainty of continued satisfactory 
profits, for the uncertainty of developing a new enterprise. 

It may be stated in general terms, that the wisdom of com- 
bining a going, successful concern with an unsuccessful concern 
may almost always be questioned. If the successful concern de- 
sires to acquire the assets of the unsuccessful concern, that may 
best be done by raising cash upon its own credit and purchasing 
those assets outright. The situation is entirely different from the 
one which exists when two or more going and successful corpora- 
tions are combined on the basis of their earning powers. 

On the strength of this criticism, the plan was abandoned. 


§ 192. The Rock Island Manipulation 


It sometimes happens that the promoters of a combination 
have in mind, not so much the immediate cash profits from a- 
combination as the control of properties. If two or more compa- 
nies are already capitalized at a high figure, it may be difficult 
to put through an exchange of securities that will realize much 
profit; yet possibly control may be secured with a very small 
expenditure of cash. 

One of the most remarkable illustrations of this type of com- 
bination is afforded by the history of the old Rock Island Com- 
pany, which in r915 went into a receiver’s hands. The original 
company was the Chicago, Rock Island and Pacific Railway 
Company of Illinois, which up to 1901 had outstanding capital 
shares amounting to $50,000,000. In 1901 a controlling interest 


4As the facts cited in this section are not matters of public record, the names and some of 
the identifying details are altered. 


Ch. 18 COMBINATIONS 749 


was acquired through the open market by a group which came 
to be known as the “Rock Island Crowd,” made up of W. H. 
Moore, Daniel G. Reid, William B. Leeds, James H. Moore, and 
some minor participants. With the exception of Mr. Leeds, none 
of these men had had any special experience or interest in rail- 
road affairs. Their activities in Rock Island were almost wholly 
in connection with its finances. 

In June, rgor, within three months after they had secured 
control, the capital stock was increased from $50,000,000 to 
$60,000,000, the new shares being sold to the public at par. In 
1902 the authorized capital stock was again increased to $75,- 
000,000 and the new shares sold at par. This $25,000,000 was 
used to construct and buy small lines or “feeders” for the railroad. 

Shortly afterwards a new corporation, the Chicago, Rock 
Island and Pacific Railroad Company of Iowa, was organized 
with an authorized capital stock of $125,000,000, and an author- 
ized issue of collateral trust bonds of $75,000,000. The collateral 
trust bonds were exchanged, dollar for dollar, for the outstanding 
capital shares of the Chicago, Rock Island and Pacific Railway 
Company of Illinois. 

At about the same time another new corporation, the Rock 
Island Company of New Jersey, was incorporated and at once 
issued $96,000,000 of common and $54,000,000 of preferred 
shares. This $150,000,000 of stock was exchanged for the capital 
shares of the Chicago, Rock Island and Pacific Railroad Company 
of Iowa. A peculiarity of the Rock Island Company of New 
Jersey was the fact that the preferred stock elected a majority of 
the board of directors. Hence, control of slightly over $27,- 
000,000 of the $54,000,000 outstanding preferred stock would 
give control of the corporation. Inasmuch as the preferred stock 
sold below par in the open market, the actual cash investment 
required was $16,000,000 to $17,000,000. As the stock was good 
banking collateral, a large part of this could be borrowed. 

As is evident, the new Rock Island Company controlled the 
Chicago, Rock Island and Pacific Railroad Company of Iowa, 
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which in turn controlled the Chicago, Rock Island and Pacific 
Company of Illinois, the operating corporation. In other words, 
the relatively small cash investment of not over $17,000,000 was 
sufficient to control a corporation whose outstanding stock had 
| a book value of over $75,000,000. 

The Chicago, Rock Island and Pacific Railway Company of 
Tllinois resumed operations after the termination of the receiver- 
ship in 1917, under its original charter. 


§ 193. Requirements for a Successful Combination 


It may be remarked, in closing this chapter, that the history 
of the large industrial and railroad combinations does not sup- 
port the opinion formerly prevalent that combinations neces- 
sarily achieve economies and improvements in operation. On 
the contrary, the general impression which today prevails among 
conservative bankers and investors is that most combinations 
are more or less failures, due largely to the recklessness and in- 
efficiency of their management. It is clear that when the execu- 
tive organizations of a number of different plants are suddenly 
disrupted, and a new executive organization takes over the man- 
agement of all these plants, there are pressing and difficult prob- 
lems of organization to be solved. The controlling spirits of the 
new management must indeed be able, thoroughly trained, and 
resourcéful, if they are to retain the good features of the former 
managements and also add the other good features which their 
larger capital enables them to command. It is but seldom that 
they are adequate to the task. 

Sometimes a combination is formed under auspices so favor- 
able and with so much harmony that a majority of the executive 
talent engaged in the former independent concerns remains with 
the combination. Then, if the leader of the combination proves 
to be a man of unusual breadth and of commanding abilities, he 
may be able quickly to build up a new and efficient organization. 
Ordinarily, however, it happens that the executive officers of the 
former independent plants, who are perhaps not large sharehold- 
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rs in those plants, are not satisfied to accept subordinate posi- 
ions in the combination. They prefer to go into other lines of 
yusiness or even to start competing concerns of their own. The 
nalting combination and the various starch combinations afford 
xcellent examples of such a result. They were formed to limit 
ind forestall competition; their chief result was to increase the 
imount and intensity of competition. 

On the other hand, this difficulty is not so likely to arise when 
. combination grows gradually, absorbing one or two plants at a 
ime. In that case the executive organization may also expand 
iccordingly and the concern will be built on a safe basis. 

It may further be said that when the principles of business 
yrganization are better understood and more effectively applied, 
he greatest obstacle to the success of combinations will tend to 
lisappear. 
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Part I[V—Securing Capital 


CHAPTER XIX 


PROMOTION— PREPARATORY WORK 


§ 194. Three Steps in Promotion 


After the financial plan for a new undertaking has been 
agreed upon, the next step is to put it into operation. If the 
only persons to be identified with the new enterprise are those 
who have talked it over among themselves and have come to a 
decision as to the plan, there can hardly be said to.be a separate 
process of persuading them to accept the plan and to purchase 
the securities of the new enterprise. But when the launching 
of an enterprise necessitates the seeking of capital outside the 
original circle, then there is a distinct stage of shaping the 
proposition into salable form and of raising the required capital 
through the sale of th corporate securities—a process known as 
“promotion.” 

As to the legitimacy and usefulness of the promotion of 
sound and beneficial enterprises, there can be no real question. 
The promoter finds an opportunity and turns it into a reality. 
His work has been in part discredited because the term “pro- 
motion” has been misapplied to many swindling efforts to sell 
worthless stock. In its proper meaning, however, it should be 
a term of honor. The promoter is the organizer who brings 
together capital and an enterprise in which this capital can be 
usefully and profitably employed. 

If promotion is carried on properly, it is divisible into three 
distinct stages: 
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1. The thorough investigation of the new enterprise in all 
its phases. Sometimes the promoter is so familiar with the 
enterprise that this stage may be almost ignored; more fre- 
quently, he possesses merely a general knowledge of similar 
enterprises, which knowledge enables him readily to grasp the 
particular enterprise before him. It is dangerous, however, 
to make any assumptions without full and accurate verification. 

2. The “assembling” of the enterprise, that is to say, the 
forming of the financial plan, the securing of options, the char- 
tering of the new corporation, and the other final preparations 
for selling securities. 

3. The financing of the new enterprise; that is, the actual 
sale of its securities to secure capital to establish the business. 


§ 195. Necessity of Investigation ! 


When any one of the thousand and one possibilities of the 
business world is brought forward for financing no matter by whom 
or in what stage of its progress of development, the first and most 
important question is: “Will it pay?” The question can only be 
answered by investigation. This investigation, then, is obviously 
of the most vital importance to everyone interested, whether 
owner, promoter, operator, or investor. Upon its thoroughness, 
intelligent direction, and accuracy depend the safety of the investment— 
if an investment is made—and to a very large degree the whole future of 
the enter prise. 


§ 196. For Whom Investigation Is Important 


In this matter of investigation there is, when an enterprise is to 
be financed, a paralleling of interests of both owner or promoter and 
the prospective investor. The owner or promoter is desirous of 
capitalizing his enterprise at the highest legitimate figure and the 
prospective investor wants to ‘“‘come in” at the lowest possible 
figure, and in these respects their interests are opposed. But in 
each case, before the financial aspect of the undertaking can be 
intelligently considered, both parties require the same basic in- 
formation. No matter what the enterprise to be financed—the 
development of a mine, the exploitation of an invention, the com- 


1 From 1 Financing an Enterprise, by H. R. Conyngton, pp. 81, 82. 
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bination of existing industries, or some other form of commercial 
activity, the owners or promoters cannot determine the value of 
what they have to offer until a very thorough investigation has 
given a basis of estimation, or in the case of a going concern or a 
combination of going concerns, until appraisals have been made 
and balance sheets and profit and loss statements have been worked 
out and so compared and combined as to supply the desired in- 
formation. On the other hand, the investor cannot gauge the 
worth or the safety of the investment offered until he has in some 
way secured access to the same data. Both are vitally interested 
in the intrinsic worth of the enterprise and consequently in the 
adequacy and accuracy of the preliminary investigation, 


§ 197. Inadequate Investigation 


Most promoters, however, have to do, not with entirely 
new enterprises, but with readjustments or combinations of 
old enterprises; consequently, some of the processes of in- 
vestigation may be eliminated. The common tendency, however, 
is to slur over all of it, and the common result is that calcula- 
tions of prospective earnings, of the amount of capital re- 
quired, and the like, are frequently far removed from the 
truth. This is just where slipshod methods do most harm. 

A curious case of disaster resulting from unanticipated 
conditions is that of the Canadian Sardine Company which 
some years ago put up a half-million dollar plant at St. Johns, 
New Brunswick. This plant was thoroughly modern and 
efficient and was expected to yield large profits. Unfortunately, 
for two or three years after the completion of the plant the 
sardines did not run. It was impossible to carry on the busi- 
ness, and the company went into bankruptcy. Shortly there- 
after, the sardines returned to the Newfoundland fishing banks 
and ran as usual but it was too late. This is a striking, but by 
no means extreme instance of establishing a business and in- 
vesting a large sum of money upon an uncertainty. In this 
particular case it may not have been possible to determine 
in advance the approaching conditions which led to disaster. 
In most cases, however, the uncertainties can by careful, pre- 
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liminary investigation be avoided entirely, or at least greatly 
minimized. 


§ 198. Scope of Investigation 


We cannot here enter into a discussion of the technical 
points and subjects which are covered in the investigations 
of many different projects, for their range is infinite. A well- 
known engineering firm has had under investigation within 
the last two years such various undertakings as an irrigation 
project in Brazil, a steam railroad in the Philippines, a street 
railway in South Africa, and hundreds of proposals within the 
United States. Every one of these propositions that seems 
worth while is reported upon at great length by trained engineers 
and investigators. The stock of information which is contained 
in the reports filed with the head office of this firm is varied 
and enormous. It includes many studies of sociological and 
political conditions, as well as of more technical considerations 
of construction and engineering. Each one of the more elaborate 
reports is illustrated with photographs pasted on the type- 
written pages. Often a report will run from 50,000 to 200,000 
words and yet will contain only essential information boiled 
down to as brief a space as safety will permit. 

The questions to be considered in such an investigation 
are well stated in a paper on “Initial Financing of an Enter- 
prise” by E. K. Chapman, president of the Hudson Trust 
Company of New York City. According to Mr. Chapman, in 
promoting a manufacturing corporation which is taking over 
either tangible property or patent rights, copyrights, good-will, 
and the like, there are eight points which should at the outset 
receive careful consideration: 


1. The validity of the patents, copyrights, and other titles 
and rights, or the soundness of the claim of good-will. 

2. Strength and dangers of present and potential competition. 

3. Likelihood of securing for the new company the proper 
grade of managerial talent. 
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4. Sufficiency of capital and dependable resources. This 
should be enough, not merely to get along if everything goes 
well, but to include the expenses and losses of the early experi- 
mental stage, and to provide a safe margin for emergencies. 
It is generally not desirable to apply for money a second time 
to the people who subscribed the original amount of capital 
stock. 

5. The par value of the capital shares, which should be 
low if the appeal is to be made to small investors, and not less 
than $100 if the appeal is to be made to large investors. 

6. The contract between the corporation and the promoter. 
The promoter should be reimbursed in cash for his actual cash 
expenditures, but the compensation for his services should be 
in the form of shares in the corporation. 

7. Necessity of investing a large sum of capital in con- 
structing a plant for manufacturing the proposed product. 
Ordinarily it is less risky to start by having the product manu- 
factured under contract by outsiders or by assembling the 
parts which have been purchased or manufactured under 
contract. 

8. Probability of securing capital from men with experience 
in similar lines of business or with special information. 

It is well for a banker, or investor, or anyone else who 
has to do with financing new enterprises, to have some such 
list as Mr. Chapman’s before him in order to make sure he is 
not overlooking some essential point of any suggested enter- 
prise. 


§ 199. Preliminary Analysis 

The preliminary analysis and review of the underlying 
conditions of an enterprise to be financed has been best stan- 
dardized, perhaps, in public utility fields. A great number of 
projects of this nature have been presented during recent years, 
and bankers have worked out and come to accept certain well- 
defined standards. Their preliminary estimates of earnings. 
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for instance, are based upon approximately the following prob- 
able yearly receipts, from each person in the territory covered 
by the public utility.? 


Electric light and power companies...... $3.00 to $6.00 per capita 
Gas. companiese:,. yr. x4pb vr baer ae ole 2:1 OOS Marea ioe 
Electric street railways in small cities.... 4.00 “ 5.00 “ “ 
Electric street railways in large cities.... 7.00 ‘‘ 10.00 “ “ 
Interurban tailways...4)s0e 9. ee see 665“ ro~onte 


§ 200. Preliminary Survey of an Electric Railway 


The New York Annalist? describes the preliminary survey 
of an electrical railway project as follows: 


There are 25 or 30 banking houses in New York City that spe- 
cialize in financing electrical railways. Each of them is supposed 
to receive 500 to 1,000 proposals for building new lines or purchas- 
ing and rehabilitating old lines each year. 

In judging these new projects, the bankers take into considera- 

tion, first of all, the political attitude of the state or city in regard 
to public utilities. They have on file tabulated data with regard to 
the political record and activities of each state. They consider, 
next, the United States census figures of population and statistics, 
which indicate the rate of growth of population. 
"Next, the promoter is asked to pay the expenses and fees of an 
expert engineer designated by the banking house, who makes a 
preliminary survey of the proposed line. He tabulates the number 
of cuts and fills and arrives at an approximate estimate of the cost 
of construction. He also inquires closely into the cost of rights of 
way and of terminals. His advance estimates of cost of construc- 
tion and operation are generally expected to come within 5% of the 
actual figures. 

This preliminary report is then checked against the previous 
experience of the house. They add to the cost of construction the 
carrying charges on the investment before it begins to make any 
return. They may get bids on the construction of power plants. 
This office analysis and checking is expected to result in very 
accurate estimates of gross,earnings and of outgo. . 

Some bankers decline to take up any such propositions unless 
advance estimates show net interest earnings equal to two and one- 
half times the interest charges on the bonds that will be necessary. 


>From Prom. and Org, of Pub, Serv. Corp., by L. R, Nash, of Stone and Webster, 
3 July 20, 1914. 
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Each mile of track should earn a minimum of $5,000, which is a 
generally accepted figure for interurban roads. 

If the operating cost is 60%, this leaves net earnings of $2,000. 
If the construction cost is $25,000, all provided by bonds at 5%, 
the interest charges per mile are $1,250, leaving $750 per mile to 
provide for depreciation, unexpected losses, and accidents. 

A population per mile in a strip two miles wide on each side of 
the road of one thousand is considered a safe minimum. The inter- 
urban railroad which exists mostly on paper is not in large favor, as 

_ it is believed that most of the choice locations have been occupied. 


§ 201. Preliminary Analysis of a Railroad 


A proposal of some complexity came from a southern, state 
in which it was planned to build a railroad of some 30 miles 
through three prosperous villages so as to open up a rich agri- 
cultural and lumber country:to Port “D” and the sea. Some 
information was furnished by the intending promoter, but the 
information submitted by him was so incomplete that a list of 
definite questions was drawn up in order to secure the data 
that would be at once required by any banker or capitalist 
looking into the proposition. These questions are given below: 

1. How much traffic is now hauled by existing transporta- 
tion agencies in this region? 

2. How much standing lumber will be made available for 
shipment by this new road? 

3. What are the important markets for this lumber? 

4. At what price can it probably be sold in these markets? 

5. What, approximately, will be the cost of cutting and of 
hauling lumber to railroad and loading on cars? 

(Answers to the above questions will give a basis for figuring 
the possible rates on lumber from the point of loading to the 
markets.) 

6. Just how much rail and water traffic through “D” is 
in sight? 

7. What advantages as a port for rail and water traffic 
will Port ‘““D” have over competing ports? 

8. What inducements can be offered which will lead to the 


760 CORPORATE FINANCE [Bk. II- 


diversion of traffic now moving through competing ports to 
the route through Port “D”’? 

9. At what rates does traffic now move through competing 
ports to and from the markets which the promoter hopes to 
reach by his proposed route? 

to. What is the attitude of connecting rail and water lines? 
Will they be inclined to assist in the development of Port “D” 
or will they find it to their interest rather to discourage the 
growth of this port? (This is perhaps the most important 
question of all, for a short railroad, such as the promoter has 
in view, could scarcely exist, let alone thrive, unless it has the 
cordial co-operation of connecting lines.) 

11. Assuming that connecting lines are friendly, what rate 
per ton-mile can the proposed railroad probably secure on 
through traffic? 

12. What will be the exact cost of securing the right of 
way and constructing the proposed road? 

13. What will be the cost of providing docks and other 
terminal facilities at Port “D”? 

14. Do the above estimates contemplate providing a well- 
built, modern road, or rather a temporary construction which 
will have to be replaced later? 

15. What will be the cost of equipment and of necessary 
supplies of all kinds? 

16. Will it be possible to secure local subsidies or other 
assistance? 

17. Does the promoter have banking connections on which 
he can rely for assistance in floating the securities of the proposed 
road? 

18. Does the promoter know any capitalists who may be 
willing—provided satisfactory answers to all the above ques- 
tions are given—to buy the stock issues of the proposed road? 

19. Is the promoter able and willing to incur the expense 
that will be necessary to secure correct, dependable answers 
to all the above questions? 
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The process of securing answers to the questions above 
listed would in each case probably bring to light many addi- 
tional questions requiring investigation. Just what these 
questions may be, could not very well be determined in ad- 
vance, inasmuch as they would result in part from the local 
conditions under which the project is to be established. By 
working out a list of questions such as this, in their logical 
sequence and by getting the most complete and trustworthy 
answers possible, the promoter may be certain that he is leaving 
nothing of great importance uncovered. To be sure, there may 
be unfortunate slips and omissions even in the most thorough 
investigations, but they will generally be found to be due to 
peculiarities of the business or of the locality in which it is 
carried on which escape the eyes of a stranger. For this reason 
it is always very desirable that the investigator should associate 
himself as closely as possible with men who are thoroughly 
familiar, by long experience, with the peculiarities of the project 
and the locality. 


§ 202. Investigating a Combination 


Among the questions that should be fully and clearly an- 
swered before any combination of going concerns is attempted, 
are the following: 


1. What is the financial history of each concern that is to be 
considered as a possible member of the combination? How long 
has it been in existence? Is its organization stable? Are its 
earnings increasing or decreasing? Are adequate depreciation 
and other reserves deducted before estimating profits? Is the 
plant and physical property in good condition? 

2. Who are the men engaged in this industry who have 
shown the most enterprise and good judgment? Will they join 
in the proposed combination and work together on harmonious 
terms? Will it be necessary to give positions to incompetents 
or to make unfair concessions in order to influence men who are 
essential to the combination? 
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3. What, if any, advantages as a money maker will the 
proposed combination have over the separate, independent 
concerns? Will the combination be in violation of any laws? 
Will it be necessary to raise prices or otherwise incur any un- 
popularity in order to secure larger profits? Is it possible to 
introduce more efficient methods into the management of the 
various plants without arousing undue hostility at the beginning? 

4. Assuming that the combination is agreed to, what should 
be the financial plan of the proposed combination? Upon what 
basis can its securities be exchanged for the securities of the 
independent concerns? On what basis can other securities be 
underwritten and sold to the public? How much fresh capital 
will the combination need? Will there remain a block of securities 
sufficient to compensate all who took part in the promotion, 
for their respective risks and expenditures? 


The questions above suggested are by no means exhaustive, 
but merely indicate the lines which the promoter will follow in 
his own preliminary investigation. If the promoter is himself 
engaged in the industry in which the combination is to be formed, 
he will probably be familiar at first hand with the answers to 
most of the questions listed above. Nevertheless it is unsafe 
for him to depend altogether on his personal knowledge, which 
will probably be inexact. The promoter must in any case pro- 
ceed with much discretion and even with secrecy in gathering the 
preliminary information that he needs; otherwise he is likely 
either to arouse suspicion, which would interfere with his later 
plans, or to stir up premature discussion and arguments that 
might lead to personal differences or might even favor the pro- 
motion of rival plans. 


§ 203. Assembling the Proposition 


After the promoter of a combination, or his immediate 
associates if there is a group of promoters, have gathered all the 
preliminary information available, it will be possible to form a 
tentative plan indicating about what capitalization the proposed 
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company should possess, and what terms should be offered to 
the concerns that are to be included. It is usually safe to assume 
that this tentative plan will be greatly modified during the prog- 
ress of negotiations. _ 

If the promoters and the financiers working with them are 
well supplied with cash, their promotion problem may be much 
simplified. In the organization of the Mount Vernon—Woodberry 
Cotton Duck Company, the promoters acquired 14 mills by 
making a separate bargain with each manufacturer and paying 
to him an agreed price in cash. The price fixed with one manu- 
facturer was not known to the others. In working under this 
method the promoters were, of course, assuming a large personal 
risk which it is frequently impossible for the organizer of a large 
combination to take upon himself. 

The next most secure plan is to persuade each concern 
that is to be taken into the combination, to grant an option for 
a limited period at a fixed price. After the promoter has 
secured enough of these options to assure the realization of the 
project, he is then in position to form a definite proposition 
and take it up with bankers for the purpose of securing finan- 
cial backing. The methods of securing options may differ 
in each case, and then a separate bargain will in each case be 
driven. When the United States Shipbuilding Company was 
undertaken, Colonel John J. McCook and John W. Young, the 
promoters, first of all persuaded Lewis Nixon to give an option 
on his Crescent Ship Yard and the adjoining property, with the 
understanding that Mr. Nixon should consent to act as general 
manager of the proposed consolidation. 

Sometimes the process of ‘“‘assembling” is completed when 
the promoter has obtained a control over some one plant or 
some one portion of the contemplated project which is regarded 
as essential. This control puts him in a position of strategic 
advantage. There can be no general rule as to assembling; 
the most that can be said is that the promoter must put himself 
and keep himself in a position of mastery over the situation. 
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If he does not do so, he cannot expect, and as a matter of fact 
he has no right to expect, any large compensation for his ser- 
vices. He is playing his game on the implied understanding 
that in case he obtains a position of advantage he will expect 
a large return for his services, which must in fairness be balanced 
by the understanding that in case he finds himself at a disad- 
vantage he will get very little return. 


CHAPTER XX 


PROMOTION—METHODS OF FINANCING 


§ 204. Preliminary Financing 

As soon as a promoter starts to develop a new proposi- 
tion, he begins to establish—if he has not previously done so— 
the banking connections that will be of greatest use in con- 
nection with the enterprise. These connections should be with 
banks that are already familiar, through their own experience, 
either with the line of business or with the field of operations 
of the business in which the promoter is working. To be specific, 
if the project is to establish an interurban railroad near Dallas, 
Texas, the promoter will look for his financial connections either 
among the New York, Boston, Chicago, and St. Louis banking 
houses that are accustomed to investigating and floating inter- 
urban properties, or among the Dallas bankers who thoroughly 
know the local situation and can perhaps assist in raising funds 
from local people. 

The active co-operation of interested bankers is quite essential 
to the success of most promotions. The first stage of the 
financing in which the banker plays his part may be reached 
when the purchase of options or the outright purchase of property 
is under consideration. The bankers interested may, at this 
point, create a syndicate which will advance money to the pro- 
moter for the purchase of options on the property, with the agree- 
ment that repayment is to be made as soon as the promotion is 
successfully floated. If the expenditure at this stage is for 
options only and the promoter’s personal means do not allow him 
to go ahead unassisted, he will very likely attempt to organize 
a small syndicate among personal acquaintances who are willing 
to share with him equally the risks and the profits of the pro- 


765 


766 CORPORATE FINANCE [Bk. IIl- 


motion. Ordinarily the bankers would not step in unless out- 
right purchase on a large scale was called for. 

The next stage at which bankers’ co-operation may be called 
for is during the period of development, when the promotion 
involves a great deal of construction; or the period of waiting, 
when the promotion is a combination that cannot at once be 
financed by the sale of securities to the public. Let us take an 
assumed example for the sake of clearness. A new manufacturing 
company is to put up a plant costing $1,000,000, and provide 
machinery and equipment amounting to $500,000. Let us as- 
sume that the product is of such nature that there can be no 
question as to its marketability. It may sometimes be desirable 
and possible to raise the full amount of required capital— 
$1,500,000 in this case—at the outset, and expend it gradually 
in the construction of the plant; but in other cases this plan will 
be found impracticable and the question will arise as to how to 
secure the funds with which to keep construction going while 
at the same time taking care of the sale of securities. 

The customary plan is to place a mortgage on the property 
acquired, and to issue bonds to the extent of the mortgage. 
These bonds, however, will not be salable until the property has 
actually been developed. The difficulty may best be met by 
depositing them with bankers as security for short-term loans 
and using these loans for construction. The banker receives 
the bonds as collateral, which will eventually be salable, and in 
case the whole proposition is sound, he may consider himself 
at least fairly well protected. Usually the arrangement is that 
the bonds shall be delivered as construction goes on, so that the 
banker may never have on hand bonds representing property 
that exists as yet only on paper. 

The analogous difficulty in case a combination is formed, 
the securities of which are not at once salable, is met in the 
same way. ‘The securities are posted as collateral for bank 
loans and the loans are later paid off as the securities are dis- 
posed of. 
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By means of this preliminary financing, an enterprise can 
be financed, even though the promoter and his ‘immediate 
friends have limited funds, up to the point when the sale of 
securities to the public brings in the required amount of capital. 


§ 205. Plan to Raise Capital for a Factory * 


The following interesting and successful plan of raising money 
for cotton mills is described by Daniel Augustus Tompkins, 
“A Builder of the New South.’ The same method of raising money 
could be utilized with equal success in many other directions. 


There are in successful operation in the southeast a number of 
cotton factories built by money raised on the instalment plan as the 
payments are made in a building and loan association. The writer 
had observed that in-many towns there was a strong desire among 
the people to build and operate a cotton factory, but they conceived 
it impossible to raise the capital at home because, as a rule, few 
people in towns or small cities have much unemployed capital. It 
was further observed that in almost if not quite every one of these 
instances one or more building and loan associations were in opera- 
tion with accumulated cash in excess of what was considered pos- 
sible to raise for the construction of a cotton factory. The con- 
clusion was therefore reached that if a plan could be formulated by 
which a company could be organized whose capital stock was made 
payable in the shape of regular weekly or monthly saving, then any 
ordinary community could raise the money to build a factory. 

Following out this line of thought it was found that with shares 
of one hundred dollars par value they could be paid in full as follows: 


1. At the rate of one dollar per week per share the par value 
would be reached in a little less than two years. 

». At the rate of fifty cents per week the time would be a little 
less than four years. 

3. At the rate of twenty-five cents per week the time would be 
a little less than eight years. All of these plans of pay- 
ments have been tried at Charlotte, North Carolina, and 
in every case the result has been successful. .. . 


On the basis of subscriptions aggregating one hundred thousand 


1 By permission of Doubleday, Page & Co., from ‘‘A Builder of the New South, Daniel 
Augustus Tompkins,” by George Tayloe Winston. 
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dollars there would be paid the company each year about twenty- 
five thousand dollars. With this amount of money the buildings 
could be constructed and paid for in the first year. Within the 
second year, one-third of the machinery could be purchased and put 
in operation. In three years from the time of organization it would 
be usually possible to have the entire plant in operation with some 
debt, which could be paid off as the instalments were paid in the 
last year... 

It goes without saying that the quickest time in which the 
capital can be accumulated is the best. If subscriptions can be 
procured on a basis of two dollars a week per share, thus making 
the capital payable in about a year, this would be the next best 
thing to having the money subscribed subject to call as it might 
be needed. Next to the rate of $2.00 per week the one dollar per 
week would be desirable. Then follows fifty cents a week and 
twenty-five cents per week. 

The last-named rate, while it has been proven practicable in the 
case of a few mills, is undesirable if the subscriptions can possibly 
be got to fifty cents per week or more. 

The plan of fifty cents per week has been the most popular one, 
and it has in all cases worked well, the result having been dividend- 
paying manufacturing plants. 

The completion of a mill may always be hastened beyond what 
could be done with ordinary income by borrowing money to com- 
plete the mill at once and then paying this money back as it is paid 
into the treasury in instalments by the stockholders. Wherever 
this has been done the mill company has commonly made notes 
which have been made secure by indorsement of the directors. For 
this reason it is desirable to have a board of directors whose re- 
sponsibility is well known. 

Some of the mills have been built, however, simply by investing 
the money as it came from the members; and while this is some- 
what slow, yet when the mill is finished and in operation, it is 
usually so much property ahead for the stockholders for it fre- 
quently represents money that would not have been accumulated 
at all, except for the obligation of the stockholders to get together 
and save so much money each week or month. . . . 

The preliminary preparation for the organization of such a 
company in the way of preparing the right kind of charter, by-laws 
and subscription list, should be left to the engineer selected to make 
plans and guide the company in the conduct of its affairs. 


Ch. 20] PROMOTION—METHODS OF FINANCING 709 


It is very important for a company of inexperienced people to 
select a good engineer and then rely upon his knowledge, skill, and 
judgment. Any attempt to build a mill without good counsel will 
be troublesome. Advice picked up here and there, free of charge, 
is worth just what it costs, viz., nothing. A good engineer will 
charge a good fair price, and will handle the matter just as a good 
lawyer would a law-suit or as a physician would handle a case of 
sickness. There are numbers of good engineers in the country 
whose records for successful work become a guarantee for the 
success of whatever they undertake. .. . 

In one or two cases another feature has been introduced, viz., 
subscribers give notes for the amount of their subscriptions. By 
this plan the company has the notes to use for collateral in case of 
borrowing money; and if the notes are made interest-bearing then 
the burden of interest falls on the subscribers and not on the 
treasury of the company... . 

The factories built with capital raised on the above plan have 
all been successful, and are now doing well. 


§ 206. Necessity for Adequate Financing 


One of the most common errors—and also one of the most 
dangerous—in organizing a new corporation is to start it off with 
insufficient capital to carry it through to success. The result 
is that the new corporation perhaps makes a fine start, gives 
promise of yielding large profits, and then suddenly threatens to 
collapse because the supply of cash has been exhausted. Credit 
is not readily available for most new corporations. The or- 
ganizers turn hopefully to the natural recourse of selling more 
stock, and usually find themselves confronted by a blind wall of 
skepticism. It is a curious fact that an entirely new project, 
which exists only as an idea and has not yet been troubled by © 
any of the harsh vicissitudes of business existence, appeals 
strongly to the imagination and is generally able to command 
capital with comparative ease; whereas exactly the same project 
six months or a year later, when substantial progress has been 
made and its profitableness has been in part demonstrated, is 
no longer appealing and raises new capital with difficulty. T he 
reason is no doubt to be found in the fact that the owner of the 
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capital in the second case looks at the project at close range, 
sees it in its prosaic realization and can hardly conceive it as a 
great money maker. In the first place his imagination was left 
untrammeled. Promoters are insistent, therefore, on one piece 
of advice in which they all agree: in organizing a new enterprise, 
raise at the outset all the capital required to bring it to success. 

One difficulty that often comes up at this point is that of 
estimating the amount of cash capital required. The strong 
tendency is to underestimate. Even where a new proposition 
is of quite a definite character, that is to say, where it involves 
buying a given property or properties at an agreed price, turning 
out a stable product for an assured market and selling it at a price 
known in advance—even under such conditions underestimates 
are frequent. They most commonly arise from two oversights: 
first, the neglect to provide sufficient working capital;?2 second, 
overlooking the incorporation and selling expenses to start the 
corporation and dispose of its capital stock. Selling expense 
of capital stock may run as high as 25% or 30%, or even more. 


§ 207. Effect of Inadequate Funds 


The following is a typical experience in organizing a small 
corporation with insufficient financial backing: 


About two years ago I was induced to purchase stock in the 
Johnson Manufacturing Company, which owned the patents and 
intended to manufacture and sell an office equipment device. Only 
one other person was interested and he took an equal amount of 
stock and was to be the active man at $150 per month. It was 
nearly six months before we were able to get our dies constructed 
and sufficient stock on hand to go after business, and this work took 
a lot more money than we anticipated: We also had trouble with 
our finish and replaced a lot of our devices which we had placed in 
the first few months. Manufacturing difficulties were finally over- 
come and we have had no other complaints on that score. Our 
difficulty now is to market the product. Sales for the year have 
been only about 2,500 units. 


2See Chs, XV and XVI,.!Working Capital’ Requirements.” 


Ch. 20] PROMOTION—METHODS OF FINANCING 771 


Up to this time about $20,000 has gone into the business and as 
yet we are hardly making expenses on average monthly sales of 
$1,000. It has come to the point now where we must find a more 
profitable method of merchandising, sell out, or liquidate. We 
would prefer to sell out, but we have nothing very encouraging te 
offer a*purchaser, so it resolves itself into one of the other two. A 
first-class merchandising man, in whom both of us feel confidence, 
could be secured if we were in position to put in another $10,000 so 
as to make sure that the business runs for another year. Personally, 
I am convinced that with the right plan of sale, the whole project 
would be a tremendous money maker, but we haven’t the cash our- 
selves, don’t know where to turn for it, and haven’t’ much of a 
record to fall back upon. 


§ 208. Causes of Failure 


The stories of loss in establishing enterprises that are known 
to be in themselves sound and profitable, are so numerous 
that probably every reader can pick one or more out of his own 
experience or observation. It will take very little analysis of 
each one of these cases to demonstrate that the loss has been due 
to carelessness in one or more of the following features: 


1. In not ascertaining all the available facts in advance 
of investment. 

2. In neglecting to clinch the legal rights of the organizer 
by means of contracts, options, or the. outright pur- 
chase of some of the essential property. . 

3. In failing to establish close relations with financial hae 
which would be of assistance in carrying the enter- 
prise through the construction stage and up to the point — 
where securities could be sold as the issues of an estab- 
lished concern. 

4. In making insufficient estimates of capital require- 

ments, including not only fixed capital but also working 
capital and the necessary expenses of selling securities. 


All these errors with a little judgment and foresight are 
easily avoidable. 


CHAPTER XXI 


THE PROMOTER 


§ 209. Professional Promoters 


The word “promoter” has come to be associated with Colonel 
Sellers and J. Rufus Wallingford, and consequently is commonly 
regarded as a term of reproach rather than of praise. Yet when 
it is used in its proper sense, it indicates a man of exceptional 
energy and foresight who is able to conceive a new enterprise and 
to set it on its feet.. He belongs to the class of men who make 
for progress. 

One unfavorable connotation for the word comes out of the 
expression, “professional promoter.”’ Each one of the two 
words in the expression is innocent in itself, but where they are 
combined they seem to imply an individual who is making his 
money by his wits either at the expense of the enterprise he is 
supposed to finance, or of the dupes whose money goes into 
these enterprises. There is undoubtedly some truth in this 
implication, for a certain group of semi-criminals who call them- 
selves brokers and promoters make it their business to prey 
upon struggling enterprises and defraud them while they pretend 
to assist. 

Yet there are some men of excellent standing to whom the 
term “professional promoter,” if used in its correct sense, could 
properly be applied. Of this type are such men as Charles M. 
Warner, who took part in promotions so widely separated as 
the American Malting Company, the Corn Products Refining 
Company, the Bay State Cotton Corporation, the International 
Cotton Mills Corporation, and the National Asphalt Company. 
To the same class belong many of the most prominent financiers 
of the day, who have assisted with more or less directness in all 
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the great promotions and combinations of the past twenty years. 

The professional promoter is not, however, of so much 
importance to the business world as what may be termed the 
occasional promoters who make up in the number of enterprises 
promoted for the smaller average capitalization of each. These 
promoters come mainly from the following classes: 


Local lawyers and bankers 
Engineering firms 
Business executives 


§ 210. Local Lawyers and Bankers 


There is little to be said, if we are to speak in general terms, 
of the activities of local lawyers and bankers as promoters. 
It is enough to call attention to the fact that ordinarily they are 
natural leaders in organizing new local enterprises. If some 
western country town is establishing a new creamery or a new 
cannery; if in some eastern city there is opportunity for a com- 
bination of small local manufacturing concerns; if a man of in- 
ventive talent gets up a new device and begins to talk among 
his friends as to the possibilities of developing it—in any one 
of these cases the opportunity usually comes straight to the 
lawyer or banker who is in position to give it some of his time and 
and thought and perhaps to carry it through to success. The 
number of such cases of local promotions on a small scale is sur- 
prising and accounts for a considerable proportion of the annual 
crop of new enterprises, 


§ 211. Engineering Firms as Promoters 


It is well known that a few large engineering firms of high 
standing have organized and financed and now manage thousands 
of street railway and other public utility corporations, especially 
in the smaller cities and towns. Among the most important 
of these firms may be mentioned Stone and Webster, J. G. White 
Engineering Corporation, H. M. Byllesby and Company, and 
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Henry L. Doherty and Company. All of these firms, it is stated, 
have more or less drifted into their present promotion activities. 
The business of each firm was primarily to carry on professional 
engineering work. As they grew in size and the expense of 
maintaining a large staff of high-priced experts became a greater 
and greater burden, it was found necessary to go beyond merely 
seeking profitable work for these men and to embark upon the 
policy of creating work for them. This could be done only by 
actively organizing and financing new corporations with which 
the firm then made contracts for engineering service. Promotion 
at the beginning, then, was a side issue; but it has grown and 
grown until one, at least, of these firms is regarded as much more 
distinctly a financial house than an engineering firm. . 

We might include with this group some of the large manu- 
facturing companies which are actively engaged in financing 
new enterprises with a view to obtaining their orders for ma- 
chinery and other equipment. Among the concerns that have 
followed this policy with the greatest enterprise and success are 
the Westinghouse Electric and Manufacturing Company, and 
the General Electric Company, which through subsidiary cor- 
porations disposed of the securities of a great number of enter- 
prises which they desired developed. 

All such concerns, after their ability to sell securities once 
becomes known, are deluged with a constant stream of applica- 
tions for assistance in developing new enterprises. Any of these 
which appear to be worth while are investigated along the lines 
suggested in the preceding chapter. In case the investigation 
yields a favorable report and it is decided to take hold of the new 
enterprise, they proceed to capitalize and incorporate it in 
accordance with the principles previously discussed. The pro- 
cedure thereafter differs. Some of the firms work in close con- 
nection with banking houses which underwrite the securities 
of their corporations and proceed to sell them to the general 
public. Other firms have their own departments or subsidiary 
corporations for the sale of securities, thus carrying through the 
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whole enterprise from its inception through the investigation, 
the flotation, the construction of the plant or property, and even 
beyond this, through the initial stages of its management. 


§ 212. Business Executives as Promoters 


In forming combinations among competing manufacturing 
plants, it is not at all unusual to find the initiative taken by the 
manufacturers themselves. Sometimes they get together and, 
through a committee or through informal discussion, agree upon 
some plan of combination which shall take in all the previously 
competing plants. This was done in the case of the leather, 
cordage, asphalt, and glucose combinations. In a case of this 
kind it is hardly correct to speak of a “promoter.” There is 
really not much need for his services, inasmuch as the manufac- 
turers manage the matter themselves. 

Another situation exists in some industries where there 1s 
keen competition and possibly some ill-feeling, but where one 
plant or one individual stands out as a recognized leader, either 
through size, enterprise, personality, or other cause. Tf a com- 
bination is to be formed in an industry where this situation 
prevails, it may be easily possible for the leading firm or in- 
dividual to become the promoter. This was true in the case of 
the salt, malting, and bicycle combinations. It constitutes a 
somewhat exceptional case when a business executive or a group 
of executives in one concern actually promote a combination 
with their rivals. The case is exceptional for the reason that no 
man readily subordinates himself to a former competitor or is 
easily reconciled to entering a combination in which his com- 
petitor, starting from the same level as himself, takes a leading 
part, including a large block of promoter’s profits. It is far 
easier for a man from the outside to carry through such a com- 
bination. 

The customary case of the business executive acting as a 
promoter arises in the formation of entirely new enterprises. 
The man who takes the lead in such an undertaking is commonly 
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the same man who expects to manage it after it is organized. 
In many respects this is the correct arrangement. When the 
promoter forms a combination and then ceases his active con- 
nection with it, he is usually influenced wholly by his desire to 
sell stock and float the new enterprise, and not at all by con- 
sideration of the future requirements of the enterprise. When the 
future manager of the enterprise himself promotes it, this 
situation does not exist. ‘There is though, on the other hand, 
the corresponding danger that if he is not skilled in such matters 
the promotion manager will underestimate the financial needs 
of his enterprise, or perhaps while securing his capital—if he is 
successful in getting it—will reduce it below the amount really 
required by unnecessarily crude and wasteful promotion methods. 
In the interests of men of this type, a few remarks as to points 
they should watch in forming their financial plan will not be out 
of place. 


§ 213. Promotion Requirements 


First of all, it is necessary that sufficient capital should be 
raised or authorized; yet, on the other hand, it is desirable, 
if the period of construction and development is to be lengthy, 
that the sale of securities should be postponed until the cor- 
poration is actually on its feet. There may seem to be at first 
glance no possibility of reconciling these two conflicting re- 
quirements. The solution of this problem is to be found in 
such connections with banking houses that they will be willing 
to carry through the preliminary financing and underwrite the 
sale of the securities of the completed proposition. This is one 
of the devices universally used in large enterprises, but seldom 
in small ones. There is no reason, however, why it is not almost 
equally well adapted to the small concern, which through the 
local bankers should be able to secure accommodation on the 
strength of its own securities as collateral and may later sell 
those securities and repay the bank loan. 

A second point to notice is that the promoter must protect 
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his own interests, for he may be sure that no one else will do this 
for him. If he is acting as a principal, the proper method of 
taking care of himself is to raise all the capital that is needed, 
on as good terms as possible, by the sale of bonds, preferred 
shares, and common shares, retaining for himself the remaining 
equity in the business. This is the place where many business 
executives, as promoters, fail to realize the full returns to which 
they are entitled. They are likely to put in their own money 
under precisely the same conditions as the money of other 
people, without reserving for themselves the equitable interest 
which belongs to the promoter of the enterprise and which any 
other promoter would easily obtain. 


§ 214. Protecting the Promoter 


When the promoter is not acting as a principal, or is as- 
sociated with others in the promotion or is perhaps acting for 
others, and especially if he merely plays the part of a “connecting 
link,” his interests must be protected by definite contract. 

A case in which, according to his own story, the promoter 
failed to give himself proper protection, came into the New Jersey 
courts some years ago. It appears that Harry C. Haskins claims 
to have been the originator of the scheme to unite all the inde- 
pendent lead companies not previously included in the National 
Lead Company. He went to Thomas F. Ryan, the well-known 
financier, and enlisted his support. Mr. Haskins charges that 
after Mr. Ryan and his friends had secured from him all the 
information they needed, and had made use of his knowledge 
of the lead business, resulting from years of study, they froze 
him out of the deal, and that while Mr. Ryan made enormous 
profits as the promoter of the consolidation, he himself had 
received nothing. . 

Without attempting to express any opinion whatever on 
the merits of this case, it is plain that in the eyes of the law 
Mr. Haskins could have little standing. He had no property 
right in the idea of forming the consolidation; the facts and 
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figures which he submitted to Mr. Ryan were apparently freely 
given. He may have had a verbal understanding, but, if so, 
it can be best described as an agreement to make an agreement, 
fulfilment of which cannot of course be compelled in equity pro- 
ceedings. In other words, the original promoter, Mr. Haskins, 
according to his own statement, did not contractually protect 
himself. He went ahead before he had ‘‘assembled’’ his proposi- 
tion. 


§ 215. Promotion Difficulties 


Under the most favorable circumstances the promoter does 
not lead an easy life. In investigating whatever proposition 
he has in mind, he must expend both money and time freely 
and it is quite likely that his efforts will be fruitless; he must 
exercise diplomacy and patience in securing his options or other- 
wise assembling his proposition; he must protect himself with 
the greatest care and forethought if he is to reap the reward of 
his efforts; he must approach the owners of capital with a 
proposition which he believes to be favorable to them, and yet 
must be prepared for rebuffs and suspicion. These are the cus- 
tomary difficulties in promoting an enterprise. 

The above difficulties are doubled or tripled when the enter- 
prise is a combination of previously independent concerns. 
And if the combination includes concerns that have been pre- 
viously competitive, the promoter is, first of all, confronted 
with the necessity of conciliating individuals who perhaps for 
years have been fighting each other with all the weapons at their 
command. Furthermore, the business interests of each separate 
concern going into the combination demand that it should make 
for itself the largest claims that it can reasonably support and 
should look with much suspicion on the claims that are advanced 
by the other concerns. Unless the promoter is a man of much 
force and unusual tact, it is almost inevitable that the negotia- 
tions should break off as a result of mutual distrust. This has 
been the result again and again, even though every person 
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nterested may have fully recognized the proposed combination 
s desirable for the common good of all. 


: 216. Difficulty of Creating a New Organization 


In addition to the questions and conflicts that arise in de- 
rermining the financial terms, the creation of a working organi- 
zation for the combination is more than likely in itself to break 
up all negotiations. If the promoter is a true diplomat, he will 
usually try to postpone consideration of management personnel 
until after the combination as a whole has been pretty well 
decided upon. Nevertheless, it may at the last moment wreck 
the whole project. The promoter must usually make up his 
mind between one of two courses: either he must bring in an 
outsider of high standing as the chief officer of the combination 
and give him discretion to pick the best men he can find, thus 
creating an efficient working organization; or he must “play 
politics” and choose the officers from the men whose influence 
he requires in order to form the combination. If he chooses 
the first alternative, he must make his appeal most strongly 
to the men who have capital invested and whose business sense 
will lead them to respect the necessity and justice of the proposed 
course of action, even though it may involve sacrifices on the 
part of some individuals. If he chooses the second alternative, 
he must make his appeal primarily to the active officers of the 
concerns that are to be combined, and must depend upon them 
to help him in influencing the owners of capital. Unfortunately 
this second alternative is too often chosen, and is probably the 
direct cause of the breakdown of various combinations which 
should have proved highly successful. 


§ 217. The Chances of Success 

The probabilities are that loss and failure in promotion is 
the ultimate result of fully one-half of the serious attempts to 
start new enterprises. There are, to be sure, classes of enterprise 
in which failure has become rare, as for example public utilit, 
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corporations. The standards for estimating the probable income 
and expenses of such corporations have become so exact, and the 
estimating is now so carefully and scientifically done, that there 
is little reason to fear disaster. 

Other enterprises, particularly those engaged in manufac- 
turing industries or trading, are apt to be shipwrecked through 
lack of careful calculation, foresight, and provision for the 
future. Yet in addition to these probable causes of disaster, 
there are innumerable contingencies which cannot be foreseen. 
This is true of all business enterprises. In addition to the seri- 
ous risk that the new enterprise itself may prove to be unsuc- 
cessful and all the promoter’s profits, as far as represented in 
common stock, may be wiped out, there is the further risk to 
the promoter that he may fail to carry through the enterprise 
and may lose all his own expenditures of money, time, and energy 
devoted to its promotion. 


§ 218. Promotion Profits 


Some indication has already been given of the customary 
method by which the promoter takes his profits. As a funda- 
mental principle he is entitled to whatever remains of the capital- 
ized value of the enterprise after it has been financed. To make 
the practice entirely clear, let us take a simple hypothetical 
case. A promoter determines that a given manufacturing 
enterprise will reasonably earn, after it has completed a two- 
year period of development, in excess of $110,000 per annum net 
profits. If he is conservative, he will perhaps figure on creating 
securities all of which should be salable at par on the following 
basis: 


Interest 
Capitalization and Dividend 
Requirements 
$ 500,000 7% first mortgage bonds................... $ 35,000 
250, 000),6Fowpretertied StoGk Ak s syacys nud tirtot ins pic pack 22,500 
500,000 common stock yielding 10%. ............... 50,000 


——_— 


$1,250,000 $107,500 
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We will assume that the corporation actually needs $1,000,- 
ooo cash, and that the expense of investigating, securing options, 
incorporating, and selling securities amounts in total to $150,000. 
Under these conditions, the promoter would probably enter 
into a contract to turn over $1,000,000 in cash, or possibly 
property and total assets for which he would actually pay 
$1,000,000, in exchange for all the bonds, preferred stock, and 
common stock of the corporation. He would then be able to 
sell bonds, preferred stock, and $250,000 of the common stock, 
and would retain for himself $250,000, against which should be 
offset his expenses of $150,000. In other words, under all these 
estimates his net profits would be $100,000, which would be 
realized in common stock. 

The principle that the promoter should have as his com- 
pensation a portion of the final equity in the corporation, is 
well established in what may be termed the more conservative 
promoting circles. Otherwise—in case, for instance, he insists , 
upon receiving bonds or preferred stock—he reveals a lack of 
faith in the success of the enterprise that would probably be 
fatal to his whole promotion scheme. This principle of common 
stock for the promoter obtains quite generally in the United 
States. In English practice another arrangement, which is in 
some respects preferable, has been common. In addition to 
bonds, preference shares, and ordinary shares, the organizers 
of a new corporation frequently created another claim on the 
property, ranking after ordinary or common shares, which is 
represented by what are known as “founders’” shares. The 
founders’ shares ordinarily are entitled to dividends only after 
certain dividends have been paid on ordinary shares, after which 
they are entitled to a special participation in additional divi- 
dends.1 

A favorite arrangement of this kind is to give the ordinary 
shares, say, 6% as their preference above founders’ shares, 


1See §§ 54, 55. 
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and then to divide any additional dividends equally between 
ordinary shares and founders’ shares. The founders’ shares 
are usually issued to a small nominal amount with a small par 
value to each share, often only one shilling. In a few instances 
where the companies have been phenomenally successful, the 
founders’ shares have become extremely valuable, and there are 
even cases in which separate corporations have been formed 
in order to hold the total block of founders’ shares and to sell 
interests in this block. The advantage of this English practice 
is that it defers promoters’ profits until after those who have 
contributed cash have been fully protected. 


§ 219. Illustrative Instances 


A few instances from corporate practice will show just how 
promoters have secured their profits.? 

In the case of the Mount Vernon—Woodberry Cotton Duck’ 
‘Company, the promoters had remaining in their hands $6,- 
250,000 in common stock. Figuring its market value at $25, 
this amounted to a cash profit of well over $1,500,000. How- 
ever, Mr. Parks, the chief promoter, was in no situation to keep 
all these profits for himself; they were divided to a great extent 
among the various mill owners whose personal co-operation 
had, been necessary. 

The United States Realty and Construction Company was 
incorporated in 1902 with a capitalization of $30,000,000 pre- 
ferred and $36,000,000 common stock. The five promoters, 
among whom were some of the best known and most highly 
respected citizens of New York, stated publicly that they would 
receive a profit for organizing the new corporation and for pro- 
curing the necessary working capital. The announcement was 
put in the following form: ~ 


It is proper to state that we expect to receive for the responsi- 
bility and risks assumed by us in organizing the new corporation, 


? From Dewing on Corp. Prom. & Reorg 
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procuring the cash capital, and for the expenses incurred, an in- 
dividual profit which will or may include the stock of the new cor- 
poration remaining in our hands after carrying through the trans- 


action. 

The promoters’ profits in this case are calculated to have 
amounted to about $6,000,000 in common stock, or approxi- 
mately 10% of the total securities. At the outset the market 
value was about $1,800,000, and it had an average value dur- 
ing the first year of $720,000. 

From the above instances it is clear that successful promotion 
may carry with it very large profits. There are at times exces- 
sive profits, and yet on the other hand there are very heavy 
expenses and very great risks which seem, on the whole, to make 
promotion profits in the majority of cases reasonable. 


CHAPTER XXII 
PROMOTERS’ PROFITS' 


§ 220. The Work of the Promoter 


A promoter, as considered here, is one who actively engages 
in the financing and organization of an enterprise under the 
corporate form. The term is described by an English authority 
as a “short and convenient way for designating those who set 
in action the machinery by which the Act enables them to 
create a corporation.”’ Cook briefly classifies the promoter as a 
“person who brings about the incorporation and organization 
of a corporation.’ 

Another idea enters into the modern every-day business 
use of the term. The promoter’s activity and interest in the 
affairs of the enterprise are incited by the expectation of special 
profits. If he does not realize or expect to realize special profits 
out of the undertaking, he is not, in modern parlance, a promoter. 
though filling every requirement of the legal definition. 

In the organization of most modern corporations the promoter 
plays an active and very important part. His anticipated special 
profits from these efforts are usually large and not infrequently 
excessive. As stated in the preceding chapter, among the more 
conservative promotions these profits are taken in the stock of 
the new undertaking. This, however, is far from being an 
invariable rule. On the contrary, the ordinary promoter is 
usually very anxious to secure his profits at the earliest possible 
moment and in some more realizable form than stock in his 
too often doubtful enterprise. To accomplish this the more 
easily and to secure larger profits than would otherwise be 


1 Adapted by permission from Corp. Org. & Mgt., by T. C : 
23 Cook on Corp., § 651. ¥ pls 
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possible, he sometimes attempts to make his profit a secret 
profit. 

The many different arrangements whereby the promoter en- 
deavors to secure his special profits in the form and in the way 
he prefers, have given rise to a class of cases turning solely upon 
the relations existing between the promoter, his associates, and 
the corporation. The ideal of the law in regard to these relations 
is high. It is to be regretted that the ideals and methods of 
promoters are usually on a much lower level. 


§ 221. Promoter’s Relation to Corporation 


In a large proportion if not the majority of cases, the pro- 
moter brings about the organization of his corporation for the - 
express purpose of securing special profits. There is no intrinsic 
iniquity or injustice in so doing. The only question is as to the 
propriety and legality of his arrangements for collecting these 
profits. Too frequently the methods of the promoter are not 
only of doubtful moral status, but directly in conflict with the 
established law. 

The relation of the promoter both to the corporation and 
to those associated with him in its organization is one of trust. 
He is guiding the affairs of the incipient corporation and is 
supposed to be safeguarding its interests as he would his own. 

This doctrine is too clearly established to be questioned. 
The confidential relations of the promoter being admitted, it 
follows, then, that while he may with entire propriety profit 
by his connection with the corporation, such profit must be of 
such a nature as is compatible with confidential relations. 


§ 222. Illegal Arrangements 


Corporations can be formed through irresponsible agents with 
ease. If these agents can vote away a substantial part of the 
capital stock for property of comparatively small value, and still 
with immunity to themselves and their principals receive from the 
uninformed public, cash subscriptions for the rest of the capital 
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stock, the organization and management of corporations might 
readily become a “system of frauds.”’ 


The usual mistake the promoter makes is in dealing with his 
corporation as he would with a stranger. Unreasonable or even 
large profits are difficult of attainment if the party from whom 
they are to be drawn is informed as to the facts, and for this 
reason, as stated, the promoter wishing to sell property to the 
corporation he has organized, or caused to be organized, fre- 
quently conceals or, worse still, misrepresents the real cost. 

When the promoter occupies this position, he is in conflict 
with the law, for it has been laid down clearly and unmistakably 
that a promoter must not make any secret profit out of his 
corporation, or out of those associated with himself in the 
formation of the corporation. 


§ 223. A Case in Point 


The leading case on this subject is an English case,‘ but its 
doctrines have been generally followed in this country. One 
Erlanger and his associates formed a syndicate to purchase an 
island containing phosphate which was offered to them for 
£55,000. Through agents a company was then formed, Erlanger 
naming the five directors. Of these, two were at the time out 
of the country. Of the three remaining, one was Erlanger’s 
private agent, one was Lord Mayor of London, and the third 
was a Rear Admiral of the British Navy. These two latter 
were not interested in any way with Erlanger in the sale of the 
island to the corporation, were not informed as to the circum- 
stances and did not make any inquiry, but, acting with the 
Erlanger director, accepted Erlanger’s proposition to sell the 
island to the corporation for £80,000 in cash and £30,000 in 
shares. Stock in the corporation was then sold until some 400 
shareholders were interested in the company. Later these 
secured control of the company, and, having discovered the 


3 Old Dom. Copper Co. v. Bigelow, 203 Mass. 159, 188 (1900). 
4 Erlanger v. New Sombrero Phosphate Co., 5 Ch. Div. 73; affd., 3 App. Cases 1218. 
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facts as to the sale of the island, promptly brought suit against 
all parties concerned in its sale to the company. As a result, 
the sale was ordered rescinded and the vendors were ordered to 
return the price of the island to the company, upon which the 
island was to be restored to its original owners. This decision 
was affirmed upon appeal. The Lord Chancellor, in rendering 
the decision, said: 


I do not say that the owner of property might not promote and 
form a joint-stock company, and then sell his property to it, but I 
do say that if he does he is bound to take care that he sells it to the 

- company through the medium of a board of directors who can and 
do exercise an independent and intelligent judgment on the trans- 
action, and who are not left under the belief that the property 
belongs, not to the promoter, but to some other person. 


The doctrine of the case was, first, that independent directors 
should have been named; and second, that the promoters should 
have made full disclosure to these directors of all material 
facts. In the decision it was intimated that if one director 
personally beyond suspicion had known and approved the real 
facts as to the increased price, it might have been sufficient to 
validate the sale. 

The doctrine in this country is similar. When property 
is taken by promoters for the purpose of sale to the corporation, 
whether by purchase, option, or agreement, they are bound 
to disclose any private bargain or secret profits. The relations 
are confidential and each person is bound, as in partnership, to 
act with entire openness and fairness to those with whom he is 
associated. The law as to this is very clear and has been passed 
upon again and again. 

To sum the matter up, any special profits made by the 
promoter are illegal unless made with the full knowledge of all 
the others interested, or with the consent of an independent 
and fully informed board of directors, or with disclosure of the 
conditions to those who are asked to subscribe to the stock. 
If special profits are made otherwise, suit for redress may be 
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brought at any subsequent time by the corporation, or, under 
some circumstances, by the stockholders who have contributed 
to the promoter’s improper profits by the purchase of stock 
on its first issue, or of treasury stock thereafter. 


§ 224. Improper Profits vs. Overvaluations 


These cases where suit is brought for the restoration of 
promoters’ profits must not be confused with that other class 
in which recovery is had by creditors because of the overvaluation 
of property turned into the corporation in exchange for stock, 
or bonds, or both. The two cases often go together, but are 
radically different in their nature. An improper profit to pro- 
moters might exist without any overvaluation, and an over- 
valuation might exist without any improper profits to the 
promoters. For instance, property at an overvaluation might 
be accepted by the corporation and its stockholders with a full 
knowledge of the promoters’ profits. They would then have 
no basis for proceedings against the promoters. A creditor 
might, however, in such case proceed against the stockholders 
on the ground of an overvaluation. On the other hand, the 
property might be put into the corporation at a fair figure, but 
the promoters receive a secret commission, or rebate or other 
improper profit on the sale. In such case there would be good 
grounds for proceeding against the promoters for the recovery 
of the improperly gotten profits. 

In the various states the decisions in regard to promoters’ 
profits vary in their tenor, but there is a general trend toward 
a stricter construction of the promoter’s duty and responsibility 
to his corporation. 


§ 225. Legitimate Profits 


The laws are very clear in their denunciation of the pro- 
moter’s secret profits. They are hardly less explicit in their 


5 Qld Dom. Copper Co. v. Bigelow, 188 Mass. 315 (1905); s. c., 203 Mass. 1 1909); 
See v. Heppenheimer, 69 N. J. Eq. 36 (1905); Arnold y. Searing, 78 N. J. Eq. 146 aes pal 
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recognition of the promoter’s right to profits if secured and 
taken under proper conditions. “There is no rule of law prohibit- 
ing a person from forming a corporation for the purpose of 
selling property to it and making a profit from the sale. The 
law merely requires that such a transaction be entirely open and 
free from deception upon the company and those who become 
members.’’* 
In a New Jersey case the court said:7 


Buck, as the promoter of the corporation, stood in a fiduciary 
relation to the company as soon as it was organized. As such 
promoter, it was open to him to sell property which he owned to 
the company, on making full and fair disclosure of his interest and 
position with respect to that property. Not only was such dis- 
closure necessary, but it was incumbent on him, as sole promoter of 
the company formed to purchase this specific property, controlling 
and moulding its organization, to furnish it with an executive or 
board of directors capable of forming competent and impartial 
judgment as to the wisdom of the purchase and the price to be paid. 


§ 226. Rule as to Property Owned by Promoter 


Also, if the promoter purchased or otherwise acquired the 
property in question before the inception of the corporation 
and before he assumed in any way to act for it, he was not, and 
could not be held as, the agent or trustee of the corporation when 
he purchased the property. He may therefore have acquired it 
at any price or in any way, and when later the corporation is 
organized, he is at liberty to offer his property to the corporation 
at any advanced, or different price he may choose, without 
divulging the profits to be-made thereby. The one essential 
in such cases is that the promoter’s interest in the property 
shall be disclosed, and that such offering shall be absolutely 
without misrepresentation. If he represents that the property 
is owned by him when held only by option, or that it is turned 
in to the corporation at the cost to him when he is really making 


6 y Morawetz on Priv. Corp., § 2 
7 Plaquemines Trop. Fruit Co. vy. Bact. 52 N. J. Eq. 219, 230 (1893). 
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a profit, such misrepresentations are, under the circumstances, 
material and render the promoter liable for the secret profits 
so secured. Without such misrepresentation, however, he may 
make what profit he will. 

In a case that came up in the New York courts, property 
was turned in at a gross overvaluation, but the only persons in 
interest were informed of all details and did not object; therefore 
the promoters were held to be within their rights and the con- 
tract not subject to rescission.® 

Also in a Maryland case,? a receiver attempted to hold the 
promoters responsible under the same circumstances, but his 
application was denied on the ground that there was no conceal- 
ment and therefore no wrong. 

From this it would appear that, if with the full knowledge 
of all concerned as to the circumstances thereof, a corporation 
is organized and property is exchanged for a portion or the 
whole of its stock, the completed transaction has harmed no one, 
is absolutely legal, and is not open to later objection by any 
of the parties consenting thereto. The promoters may make 
such profits as they please, provided the other participating 
parties consent thereto, and up to this point the transaction is 
legitimate and unobjectionable. 

Nor is there danger of any subsequent objection, no matter 
what profit may have been made by the promoters, if the price 
paid for the property taken was within reason, or capable of 
justification. Nor is there any danger of adverse legal action 
even if the price and profits were entirely out of reason and 
totally unjustifiable, provided creditors and subsequent stock- 
holders are informed as to the conditions before they give 
credit to the corporation or invest in its securities. 


8 Parsons v. Hayes, 14 Abb. N. C. (N. Y.) 419 (1883). 
® Tompkins vy, Sperry, Jones & Co., 96 Md. 560 (1903), 


CHAPTER: XXL 
SOURCES OF CAPITAL FUNDS 


§ 227. Capital from Stock Subscriptions 


The typical corporation starts in much the same way as 
the typical partnership—through an agreement on the part of 
two or more men who are acquainted with each other, to join 
forces in a business enterprise. In a partnership, these men 
sign a formal partnership agreement and pool part or all of their 
capital and other resources; in a corporation, they mutually 
agree upon the amount of capital required, the amount of 
capital stock to be authorized, and the issuance of the stock for 
cash, property, and services. No matter which financial form 
is adopted, the essential fact common to both is that the money 
and the business ability required are supplied by the same men. 

As the corporation expands (assuming that it is a success) 
and fresh capital is needed, it may come in whole or in part from 
the same group of men. In case their capital has been exhausted 
or is otherwise tied up, the next move, frequently, is to find 
some other man who has capital to invest and who at the same 
time will be a valuable addition to the executive staff of the 
business. Some concerns keep on growing in this way for a 
long time. Other concerns—by far the vast majority—soon 
attain their normal volume of business and thereafter need little 
if any fresh capital. In both these cases, the source of capital 
plainly is the man or group of men who are themselves active 
in the management of the business. | 


§ 228. Capital from Operating Profits 


A second source of capital, which usually operates in con- 
nection with the source just named, consists of savings out of 
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the profits of the business. Practically every concern saves 
and adds to its permanent capital a portion of its profits. In 
corporations which are owned by the people active in the busi- 
ness, the tendency is strong toward putting a large proportion 
of the profits back into the business. The active men realize 
the needs and the possibilities in the business better than outside 
stockholders could possibly do. Sometimes they are willing 
to put back practically all the profits and to keep up this policy 
over a period of years. The enormous capital of the Carnegie 
Steel Company was, for example, almost wholly built up by this 
method. Much the same thing is true of the Winchester Repeat- 
ing Arms Company before its absorption by the Winchester 
Company, and of many other closely held and highly successful 
concerns. Until the time of the Great War with its insistent 
demands for new capital, the Bethlehem Steel Corporation was a 
conspicuous example of the results which may be achieved by 
the patient saving and reinvesting of profits over a series of years. 
At the present time the United States Steel Corporation has a 
surplus of over $500,000,000 built up from earnings. 


§ 229. Outside Sources of Capital Funds 


Most companies that are successful on a large scale reach 
the point, in the course of a few years, where more capital is 
needed than can possibly be supplied by the people who are 
directly engaged in handling the business. Somecorporations, as 
we shall see, reach this stage at the very beginning; thatis to say, 
they start full blown as publicly owned enterprises. They are, 
however, exceptional. Whenever it is necessary to go outside 
the group of men who are directly connected or directly familiar 
with the enterprise, the capital may be said to be raised from the 
public at large. For our purpose we may divide this public, 
as is customarily done in nearly all writing or thinking on 
financial subjects, into two fairly distinct groups: those who 
invest and those who speculate. 

The investing public consists of the people who are more 
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concerned over the safety of their principal than they are over 
large returns. The speculative public consists of those who 
are desirous of large returns and to secure these are willing to 
accept more or less risk on their principal. Distinct types of 
security issues are designed to appeal to these two groups. There 
is, of course, no sharp dividing line between the two types. 


§ 230. The Investing Public 


The word “public” suggests a large crowd of individuals, 
and the term “investing public” may easily call up a vivid 
picture of thousands of staid and prosperous persons, buying 
bonds, putting them away in their strong boxes, and periodically 
cutting off the coupons. This picture is to a certain degree true 
when we come to the purchasers of those investments which 
have a slightly speculative tinge, such as bonds that sell on a 
basis of 6% or more. John Moody, however, is authority for 
the statement that the really “gilt-edge’”’ investment securities 
are taken chiefly, not by individuals, but by institutions. These 
securities sell on the basis of,say, 414% to 534%, and the indi- 
vidual investor is much more apt to be a contributor in some 
way to the support of these large investing institutions, rather 
than a direct purchaser of this type of securities. 


§ 231. Investing Institutions 


First among the institutional investors, we find banks. 
Savings banks are enormous purchasers of the highest grade 
bonds. Under the laws of most states their purchases are 
closely restricted to bonds of a certain approved class which 
are frequently referred to in Wall Street as “savings bank 
bonds.” Commercial banks, also, from time to time take 
large quantities of investment securities, chiefly short-term 
obligations. Insurance companies spend a vast amount an- 
nually in the purchase of investment securities. All institu- 
tions the funds of which are held in trust, such as universities, 
philanthropic institutions, and the like, must confine themselves 


794 CORPORATE FINANCE (BE. t= 


strictly to investment securities. Estates of deceased persons, 
administered in trust, are large purchasers. 

Institutions, then, constitute the public to which the highest 
grade investment securities must be sold. Individuals handling 
‘their own funds are free to exercise their discretion and take 
whatever degree of risk there may be in the purchase of securities 
that do not comply with the strict terms of the laws covering 
institutional investment. 

It will be readily seen that there are noteworthy advantages 
to the corporation which can adapt any important part of its 
securities to the requirements of institutional investment. 
First of all, such securities are in high demand and sell at excellent 
prices. Second, they are likely to “stay put” after they are sold. 
The institution ordinarily does not die or become hard up or 
panic-striken; consequently, securities which it has once pur- 
chased are likely to remain with it until they mature. Through- 
out the crisis in the affairs of the New Haven Railroad Company 
in 1913-1914, the debentures of the company, which were closely 
held by insurance companies and savings banks, did not to any 
great extent come on the market. 


§ 232. Investment Associations 


In other countries, even those individual investors who in 
this country would buy securities direct are apt to efface them- 
selves as individuals and join investment trusts or investment 
associations. These associations are common in Great Britain, 
France, and Holland, and are not uncommon in other countries. 
The investment associations frequently sell their own bonds 
as well as their own shares. - They take the money thus obtained 
and invest it in securities of other corporations. What is the 
advantage, it may be asked, of this indirect method of investing? 

The great advantage is that the uninformed judgment of 
the individual who purchases only a few stray securities from 
time to time, is replaced by the trained and experienced judg- 
ment of men well acquainted with investment securities and 
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the investment market. This at least is the theory of the 
situation. There is another advantage, also, in the fact that, 
instead of having available for investment only the small savings 
of individuals, the investment association deals in large sums 
and is therefore in a position to buy advantageously. Further- 
more, on account of its large purchases it can distribute its 
risk over a wide field. Its securities, for instance, would not 
all be bought in one country but in several countries; they 
would not all be in one or two lines of business, but in many 
lines, and so on. This principle of the distribution of risk is 
the most practical form of insuring the safety of the investment 
that has yet been brought forth. The investment associations, 
as a rule, are managed with skill and ability, and in the long run 
make money, though there are of course some unfortunate 
exceptions. 


§ 233. Speculative Public 


The purchasers of speculative or even semi-investment 
securities are, with negligible exceptions, individuals. The 
term “semi-investment”’ in this connection is applied to such 
securities as high-grade preferred stocks and junior bonds, 
which are customarily regarded as reasonably safe but which 
are not savings banks’ investments, and are subject to a greater 
degree of fluctuation and uncertainty than the strictly high-grade 
investments. There is a fairly clear threefold division of the 
immense number of purchasers and possible purchasers of specu- 
lative and semi-investment securities: 


1. The buyers who have in view primarily the safety of 
their principal, in which they do not anticipate any great 
appreciation in value, but who desire a larger rate of return than 
can be obtained from strictly investment securities. These are 
the purchasers of junior bonds, preferred shares, and the like. 

2. The purchasers who are looking primarily for an increase 
in the value of their principal, though they do not object, 
naturally, to a high percentage of yield. These are the pur- 
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chasers of common shares, especially those which are not so 
thoroughly seasoned as to approach the semi-investment grade 
of securities. ‘The members of this group are likely to be for the 
most part people who have some especial connection with, or 
interest in, the corporation, the shares of which they are pur- 
chasing; often they are minor officers or employees of the cor- 
poration. 

3. The speculators on margin, who operate on the Wall 
Street and other stock exchanges. A large number of them 
are merely gambling; others have some special information 
as to a given corporation the shares of which are listed on the 
stock exchange, and are trying to make capital out of their 
information. Still others are observers of general market 
conditions, and buy and sell standard issues with little regard 
to their intrinsic value, but with a great deal of regard for the 
buying and selling movements on the exchange, 


§ 234. The Scope of the Market 


A remarkable feature of the last ten or fifteen years in the 
United States has been the widening distribution of the shares 
of large corporations, indicating that a greater and greater 
number of people who possess or can save capital are putting 
their money into corporate securities. Taken in the aggregate, 
the size of the speculative public in the United States is enormous. 
This is well illustrated by the number of stockholders in the 
five great corporations given below, these five having among them 
over 640,000 stockholders. 


No. of 
Stockholders 
United States Steel Corporation. /. 24). 3. .5-.../..0 0.50. 189,060 
‘Renasyl vantage allroad: C Ona ernie ate en ee 141,699 
American: NelephonesézelclecraphiGow meee ener 185,000 
General; Motors’ Corporatione seen eee ee eee 70,504 
CitiestServicé/ CORMAN Sat ae atte Adee le eee 62,322 


648,585 


—— 
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The United States Steel Corporation has, as shown, over 
89,000 shareholders of record, among whom are included many 
oreign investment associations and other holders who are 
yractically trustees for a considerable number of people, so 
hat the total number of persons financially interested in United 
states Steel shares is probably well over 200,000. In rgo1 the 
iverage holding of United States Steel shares was $32,000; 
n 1906, $15,000; in 1913, $7,000; in the early part of 1922 it was 
sstimated at less than $5,000. This, while there is a steady and 
rapid increase in the number of stockholders, shows a material 
Jecrease in the average amount of stock held by each. 

It is clear from all these facts, that the most successful 
and most popular corporations are carefully cultivating the 
good-will of the owners of small amounts of capital, including 
their own employees, and that a notable transfer of ownership 
into the hands of a larger number of people is in process. This 
does not, for the present, necessarily mean a transfer of control, 
which is usually safely in the hands of a few large holders of 
shares. Yet it involves some tendency at least toward corporate 
democracy, both in the ownership and in the control of large 
corporations, 


§ 235. Small-Scale Selling 


From this same source—the speculative public—must come 
the capital for small enterprises. After an enterprise has passed 
the stage in which the capital is furnished by those directly 
engaged in the enterprise, if the business itself is worthy and 
sufficiently profitable, there is no good reason why it should 
ever fail from lack of sufficient capital. The failure in most 
instances where needed capital is not obtained is due to a 
misconception of method. 

When one of the enormous, nationally known corporations, 
with years or perhaps generations of success behind it, desires 
to obtain fresh capital—perhaps from $5,000,000 to $25,000,000 
—its officers enter into a contract with some banking firm which 
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undertakes to furnish the capital and which in turn disposes 
of the securities of the corporation among its own clientele. 
This is the big-scale method of raising fresh capital from the 
speculative public. The actual work of selling the corporate 
stock is not performed by the corporation’s officers. All that 
they do is to make the right kind of contract. 

Often the manager of a small local corporation forms the 
idea that he should and can raise his capital in the same im- 
personal way, or that he must go far from home to get the 
money he needs. He altogether forgets that his neighbor Jones 
has just sold a farm and has $10,000 lying idle in the bank; 
that his customer Smith is a good personal friend of his and 
can raise any reasonable amount of money; that his employee 
Brown is building up a good-sized savings account and would 
save more and work better if he were stimulated by the pride 
of owning an interest in his employer’s business. Instead of 
interviewing Jones, Smith, and Brown, with money in their 
pockets which they would willingly exchange for shares in his 
enterprise, the corporate manager of this type is apt to think 
that some broker in a distant city could easily raise the $10,000 
or $50,000 that is needed if he could only be persuaded to 
undertake the job. 

The best place to begin looking for purchasers of specu- 
lative or semi-investment securities of a small corporation is 
among business acquaintances of the men who are already 
interested in the corporation. After a few of these acquaint- 
ances have themselves become shareholders, they will co-operate 
in reaching other people, and so the list of prospective pur- 
chasers of the securities will expand in an ever-widening circle 
until the whole amount of the capital required has been raised. 
Often the best person to whom to turn for advice is the most 
progressive banker in the community or—if it is a large city— 
the banker best acquainted with the trade in which the cor- 
poration is engaged. It is the banker’s business to know the 
standing of his customers and advise as to their investments. 


———e—re 


CHAPTER XXIV 


SELLING SECURITIES DIRECT 
TO BUSINESS ASSOCIATES 


} 236. Four Methods of Sale 


When a corporation is organized, and in many cases from time 
o time during its life, some of its securities must be sold. The 
nitial capital must of course be raised by the sale of securities, 
subsequent capital may come either by savings out of profits 
yt by fresh sales of securities. We shall take up, in the order 
yamed, the four methods of sale commonly used: 


1. Allotment to insiders or to previous shareholders. 

2. Direct sale to the outside public. 

3. Sale to banking houses, which in turn dispose of the 
securities by direct sale to the outside public. 

4. Sale to banking houses or brokerage houses, which in 
turn dispose of the securities through the machinery 
of stock exchanges. 


The term “insiders,” as used above, includes all who are 
either active in, or closely connected with, the management of 
the corporation. The term is not used in any derogatory sense, 
but merely as a convenient designation for those who have 
intimate relations, so to speak, with the concern. In very small 
or closely held corporations—assuming that there is good feeling 
among the various persons interested—it is customary to allot 
securities as they are issued, to all those actively interested 
under some kind of mutual agreement. The universal rule of 
law is that where new voting shares are issued by an established 
corporation, every voting shareholder must have an opportunity 
to take up the new shares in proportion to his holdings of the 
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old shares. Unless there is some agreement to the contrary, 
it is generally found advisable in close corporations to allot new 
issues of common stock on this basis. Preferred stock and bonds 
are more likely to be sold to outsiders. 


§ 237. Cultivating the Stockholders’ Good-Will 


Corporations already established and going ahead success- 
fully which require fresh capital from time to time for expansion 
of their activities, find it highly profitable to cultivate the 
active good-will of the stockholders. This applies especially 
to companies having many stockholders, most of whom are 
not in close touch with the management of the business. The 
man who has invested money in the stock of a corporation is 
likely to feel a certain personal interest in its continued success 
and growth; he usually likes to be considered, not as a complete 
outsider, but as a person who is entitled to special information 
and privileges. He therefore follows its fortunes with more 
than usual interest and is peculiarly approachable, if he is kept 
in an interested frame of mind, when a proposition to make a 
further investment is brought before him. In the language of 
salesmanship, two steps—making a favorable approach and 
arousing interest—have already been taken. The corporation 
presumably possesses his confidence. The succeeding steps 
creating a desire to invest further and securing his decision to 
do so—should be comparatively easy if he is in a position to 
make further investments in anything. 

The idea of deliberately setting to work to cultivate the friend- 
ship of the body of shareholders not identified with the manage- 
ment, may be regarded as a recent development in business 
finance. Even yet, there are comparatively few corporations 
which have grasped and consistently apply the idea. The ten- 
dency still persists among the corporate officials to regard the 
average stockholder—usually unknown personally—as merely a 
name which some clerk enters upon the books. We may go a 
step farther and say that in many corporate offices he appears to 
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oe regarded as an unavoidable nuisance who insists on draining 
wway with his dividend checks—if he is fortunate enough to get 
them—the earnings which the officers and directors would much 
prefer to retain for themselves. The truth is that the average 
stockholder is a human being who likes to be treated as such and 
who will readily respond if he is treated with fairness, courtesy, 
and some degree of cordiality. 


§ 238. Methods of Cultivating the Good-Will of Stockholders 


There are many ways in which the interest and good-will of 
the stockholders can be cultivated. On one occasion when the 
stockholders of a great railroad received their dividend checks, 
they were at least mildly surprised and to some extent interested 
to find enclosed an attractive account of a trip to the Yellowstone 
National Park, which the railway company was promoting, 
together with a return post card on which the stockholder might 
inquire for further details. 

The National Biscuit Company some years ago sent out to 
their stockholders a “‘Pandora Box”’ which contained samples of 
many of the company’s products. The Loose-Wiles Biscuit 
Company followed their example. Swift and Company not only 
furnish their stockholders with a formal annual report, but with 
an attractively illustrated “Year Book” which contains an 
intimate review of the internal workings of the company. As 
stated in the preface of the 1920 edition, ‘Originally this annual 
publication was intended for the information of shareholders; 
the demand from the general public has increased to such an 
extent, however, that it has been enlarged from year to year 
and is now distributed in large numbers to all who wish to send for 
it?? 

Among the many subjects discussed in the 1921 edition, are: 
Earnings, Dividends and Surplus, Number of Shareholders, 
Sales, Beef Prices, Proposed Legislature, Wages, Relations with 
Employees, Prospects, and “Shareholders Should Use Our Pro- 
ducts,” under which title it is said, “If every one of the 40,000 
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shareholders should become familiar with our products and insist 
upon buying them, it would have a valuable effect on the busi- 
ness.” Armour and Company also get out a handsome annual 
publication, illustrated in colors, for the information and interest 
of their shareholders. . 

Of a somewhat different order and severely plain in appear- 
ance, but issued for the same general purpose, is the annual 
report of the American Telegraph and Telephone Company. 
The following quotation is from the 1921 report: 

To THE STOCKHOLDERS: 

It is the purpose of these reports to make clear to a large and 
steadily increasing body of stockholders not only the present 
financial status of their properties, but also such facts as to the 
broad and far-reaching extent of the Company’s business, the in- 
sistent and steadily increasing demand for additional telephones 
and facilities, as will enable them to form accurate judgments as to 
the soundness of the structure which has been successfully created, 
and the assurance of continuing returns on their investments. 

Tn addition to the annual report, many of the larger corpor- 
ations publish periodicals or issue special reports from time to 
tine which are sent to their stockholders, and which not only 
keep these latter informed as to what the corporation is doing, 
but are an efficient aid in cultivating their good-will and in 
increasing their friendly interest in the corporation whose shares 
they hold. Corporations which work along such lines may 
safely count on finding their shareholders responsive when a new 
issue of securities is offered to them. 


§ 239. Cultivating the Good-Will of Employees 


In discussing this subject of relations with shareholders, 
it is convenient—although it might logically come a little later 
—to treat the subject of relations with employees. The modern 
corporation with broad-gauged management is no longer in- 
clined to treat its employees as if they were outsiders entitled 
to no special consideration. On the contrary, a direct conscious 
effort is continually being made to bring them into sympathy 
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vith the point of view of the management and, whenever 
yossible, to persuade them to participate actively as share- 
1olders in the risks and profits of the business. 

An effective appeal to employees is that of Swift and Com: 
yany. The following statement is from the 1920 report: 


1919 EMPLOYEES’ STOCK SAVINGS PLAN 

In order to encourage saving, thrift, and loyalty on the part of 
employees, a new plan was put into effect on June 2, 1919, permit- 
ting employees to purchase some of Swift and Company’s treasury 
stock at par ($100 per share) when the market value was about 
$136.00 per share. 

Employees earning less than $20.00 a week were allowed to pur- 
chase one share, the number of shares increasing with the weekly 
salary so that those earning $50.00 and over could purchase five 
shares. 

Payment is on the instalment plan, $1.00 a share a week to be 
deducted from employee’s wages until paid in full. 


The results a year later are given in the 1921 report: 


Swift and Company now has over 40,000 shareholders of record, 

over 13,000 of whom are employees. There are only four or five 
‘ other corporations in the United States whose shares are more 
widely held. 

In addition to our shareholders of record, there are more than 
7,000 other employees who have subscribed for shares under our 
1919 Employees’ Stock Savings Plan, making a total of over 20,000 
of our 60,000 employees who are, or will soon become, shareholders 
of record. The results from the Employees’ Stock Savings Plan 
upon which we reported at the last annual meeting have been very 
encouraging, and we have thought it wise to keep this plan in 
operation. 


In 1921 the United States Steel Corporation sold 255,325 
shares of stock to 81,722 employees. 


§ 240. Cultivating the Good-Will of Customers 

In a field which is entirely unrelated, the same plan was 
adopted by one of the great public utility corporations of the 
United States—the Pacific Gas and Electric Company. The 
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report of this company for the year ended December 31, 1914, 
states that a campaign to induce its customers to become 
further interested in the operation of the company by pur- 
chasing first preferred stock had been successful, $4,000,000 
of this stock having been taken up by customers and over 
$500,000 additional by employees. In the first six months of 
1915, an additional $1,800,000 of the stock was sold to 1,069 
customers. 

It is clear that one result of this policy must be to secure 
a higher degree of local public interest and to strengthen the 
bonds which unite the corporation in friendly relations with 
the communities which it serves. 

The same idea is available for almost any kind of enterprise. 
The Hammond Typewriter Corporation of New York, in the 
early part of 1922, sent out the following appeal to its customers: 


The 
BoarD OF DIRECTORS 
of the 
HAMMOND TYPEWRITER CORPORATION 
extends to 
Mr. JAmMEs WItson 
an invitation to inquire concerning his privilege of becoming a 
member of its Founders Underwriting Syndicate and participating 
in the $437,000 of underwriting stock profits to be divided among 
syndicate members. 
The enclosed card of inquiry, mailed promptly will bring you 
full particulars. 
Very truly yours, 
G. J. EpMoNson, 
Vice-President 


In explanation of the above appeal, the company says: 
“In order to provide the additional working capital for this 
business expansion, the Hammond Typewriter Corporation is 
inaugurating, through its Founders’ Underwriting Syndicate, a 
plan of stock distribution which marks a new era in industrial 
financing.” 
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The same idea has recently been used with success in securing 
additional capital for a moving picture company, which appealed 
to the patrons in attendance at its theaters; similarly the W. L. 
Douglas Shoe Company advertised an issue of preferred stock in 
connection with the advertisements of its shoes and presumably 
with success, as its outstanding preferred stock increased from 
$2,500,000 on July 5, 1919, to over $3,700,000 in December, 
1920—the period during which the advertising appeared. 

In all probability the same policy of appealing to customers 
and prospective customers could be applied advantageously in 
thousands of other enterprises. Many an owner of a small 
business who chafes helplessly against his “lack of capital’ 
and blames the “trust” for his poor success, could obtain all 
the capital he needs if he would work out a sound proposition 
and present it by letter or in person to the people who are 
already interested as his customers. 


§ 241. The “Stock Right” ' 


When a corporation desires to obtain capital by issuing 
additional stock, it extends to its stockholders the privilege of 
subscribing to the new stock, in proportion to their individual 
holdings, at a price fixed below the market value of the outstand- 
ing stock. This privilege of subscribing, technically known as 
a “stock right,” is evidenced by a formal document or “‘warrant,” 
which in appearance resembles a securities certificate. 

Stockholders are permitted to assign or transfer this subscrip- 
tion privilege to others in case they do not care to take advantage 
of it themselves. Such transfers are made in the open market 
and as the new stock is offered at less than the market price of the 
old stock, the rights possess value. 


§ 242. Two Definitions of the Stock Right 


In offering new stock to its shareholders, the corporation 
announces that those of record on a particular date will be 


1 The discussion of “‘rights’’ which foliows is written by Thomas York, author of ‘‘Foreign 
Exchange.” 
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entitled to subscribe to the new stock on the basis, say, of one 
new share for every two shares of the old stock owned by them 
on the specified day. 

In different localities usage varies as to what a single “stock - 
right” is. According to one usage, the term refers to the privi- 
lege of subscribing for one new share. Thus, df the holder of 
two old shares is entitled to purchase one new share at the 
specified price, he is considered to have one right, a holder of 100 
old shares to have 50 rights, etc. Each stockholder, in other 
words, has as many rights as the number of new shares he may 
subscribe for under the company’s offer. 

In its other usage the term “stock right” means the sub- 
scription privilege attaching to each share of the old stock. In 
the example cited the holder of two old shares has two rights as 
thus defined, the owner of 100 shares has too rights, etc. When 
this meaning is assigned to the term, a stockholder has as many 
rights as he has shares of the old stock. ‘This is the signification 
ordinarily attached to the term stock rights in New York, and 
as it is proposed here to describe rights as they are bought and 
sold in the New York market, the term will be used in this latter 
sense only. 


§ 243. Conditions of Subscription Offer 


To take a hypothetical example, suppose the Manufacturing 
Corporation of America with a capital stock of $1,000,000 divided 
into 10,000 common shares, each of $100 par value, all outstand- 
ing and with a market value well above par, decides to offer to 
its stockholders 5,000 shares of additional stock at par. The 
first official announcement of this sale of new stock is made to 
the company’s stockholders and reads in substance as follows: 


The Manufacturing Corporation of America will extend to its 
shareholders of record on May 1, 1922, the privilege of subscribing, 
at $100 a share, to 5,000 shares of additional common stock, of $100 
par value, in the ratio of one shareof new stock for every two shares 
of old stock held. Subscriptions will be payable on or before 
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June 1, 1922. Transferable warrants specifying the number of new 
shares for which they are entitled to subscribe will be mailed to 
stockholders of record as soon after May 1 as practicable. 

New York, April 2, 1922 


§ 244. Trading in the Rights 


The three dates in the foregoing announcement define the 
period in which the stock rights may be sold and the two distinct 
stages of trading into which this period is divided. 

Trading in the rights commences April 2, immediately upon 
the public announcement of the new issue. The prospective 
rights, however, go with the shares until May 1, and therefore 
the market value of the shares up to that date includes the value 
of the rights; or as it is commonly expressed, the stock sells 
“rights on.” 


§ 245. Sales of Rights on a ‘‘When Issued”? Basis 


All rights traded in between April 2 and May 1 are bought and 
sold on a “when issued” basis. That is to say, a stockholder 
who does not wish to sell his stock but does wish to sell his 
rights before May 1, may make such sale for delivery and pay- 
ment a few days after May 1, when the warrant will be avail- 
able. The sale is made at the prevailing market price, and the 
first problem is how that price is determined. ° 

If upon the company’s announcement of the new subscription 
on April 2, Jones purchases in the market two shares of the old 
stock at $150 a share, he will, on May 1, receive the two rights 
that will entitle him to subscribe for one new share. This he 
does, and on June 1 he is the owner of three shares in the com- 
pany’s increased stock, which have cost him a total of $400, or 
an average of $13314 per share. 

Suppose that instead of exercising the two rights and sub- 
scribing for one share of new stock, Jones sold the rights on 
April 2, each for the amount of the difference between $150 (the 
prevailing market price of the old stock) and $13314 (the aver- 
age cost per share of the old and new stock combined) that is, 
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for $1624. The cost of each of his two shares would be in that 
case reduced by this amount to $13314, as is evident from the 
following: 


Cost of two shares of old stock at $150 per share.......... $300 

Amount realized on the sale of the two rights............. 3334 
Net cost of the two sharese. 0 eee sia i ee $26624 
Net COSt Of ONG SHATE. = oa cmenee ee meee cos aie eet esses $13344 


From the foregoing it is plain that a purchaser of the old 
stock at $150 fares the same on the sale of the rights at $1624 
as he does when he retains the rights and subscribes for the new 
stock at $100, as in either case the cost is $13314 a share. 


§ 246. Parity Value of Rights Dealt in ‘‘When Issued” 


In this situation, with the rights quoted at $1624 and the 
stock at $150, there is neither gain nor loss in dealing in the 
rights, for it then matters not whether one purchases two shares 
of the stock and subscribes for a share of the new stock against 
the two rights which accompany the two shares; or whether he 
purchases six rights and acquires three shares by subscription. 
In either case the cost per share is $13314. In this price 
relationship the rights are said to be at parity with the stock 
and their value‘is referred to as the parity value. 

The rule for ascertaining the parity value of a right when the 
market quotation for the stock is given, is easily deduced from 
ourexample. It will be observed that the difference between the 
market price of $150 for the old stock and the subscription price 
_ for the new is equal to three times the parity value of $1624 for 
the right. Hence the parity value is equal to this difference of 
$50 divided by 3, which divisor, it will be noticed, is equal to the 
sum of the terms of the ratio of subscription, 1 and 2. It will 
be found that this rule is of general application where the sub- 
scription ratio is given in terms of the number of old shares 
entitled to subscribe to one new share. Hence, if m represents 
the market price of the old stock, s the subscription price of the 
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new, and 2 the number of old shares carrying the subscription 
privilege to one new share, then #, the parity value of the right, 


e wale — 
° i oat 


N 247. Tendency of Rights to Parity Value 


As for the actual market price of the rights, this shows a 
constant tendency to equal the parity value, and therefore also 
fluctuates with the market value of the stock; for whenever any 
appreciable difference arises between the parity value and the 
market price of the rights, it becomes profitable to undertake 
certain market operations in the rights and the stock, the effect 
of which is to render the market price of the rights equal to their 
parity value. These operations are of three kinds, as follows: 

1. PURCHASE OF R1GHTS.—Suppose that the price of the old 
stock is $150, so that the parity value of the rights is $1624, and 
the market price of the rights is $15 In such case rights are 
relatively cheaper than the stock, and those who wish to acquire 
stock in the company will do better to purchase rights and sub- 
scribe for new shares than to buy old shares, as is snown below: 


(a) When old stock is purchased: 


Cost of purchasing two shares of old stock at Sra. Jieas 300 
Subscription price of one new share (the two nents heue 
acquired with the purchase of the old stock). ............ 100 
Gostomtherthree Shares nuit eects ices paseo Ses os $400 
(Cashaiione a iiiew ya 5 See ie oaths. abe loeeasar $1334 
(b) When rights are purchased: 
} Cost of six rights at $15 per right.........+.+ sees eeeees $ yo 
Subscription price of three new shares......-.++-. 0 200 
@ost of the three shares: «) sate . sities « dekawide wsbsfeers = $390 
Gost ofsOne SHALet PAE Ree Mia MUne Pelee rote chet esp aleve eaves anal $130 


Thus the saving by purchasing rights is $314 per share. 

2. SALE OF STOCK AND PurcHase OF Ricuts.—If the 
market price for rights is less than parity, a profit accrues to 
owners of the old stock who sell and at the same time buy the 


810 CORPORATE FINANCE {Bk. II- 


number of rights necessary to secure a like amount of new stock. 
Thus: 


Sale of two old shares (with rights) at $150 yields.......... $300 
Value of the two rights attaching to the two shares sold. ..... 30 
Amount realized for the stock exclusive of the rights......... $270 
Purchase price of four rights at $15 per right......... $ 60 

Subscription price of two new shares..............-. 200 

Total.cost- of the new, sharess, 35./day lpn elem, obeyed hast ke hele «ys 260 
Profition thet WO, Sales. arid oe ete cists em a een es tere cele $ Io 
Profit om one-sShare. 24. mote cee earl ete ote od ool $ 5 


The proper basis for comparing the amount realized on the 
old stock with the cost of purchasing rights and subscribing to the 
new stock, is to compare the old and the new stock as they will 
be after May 1 when the old stock loses the value of the rights. 
This is done in the-computation by deducting the market value 
of the rights from the proceeds of the sale of the old shares. 

3. ARBITRAGING TRANSACTIONS.—The disparity between the 
market price for the stock and that for the rights gives oppor- 
tunity also for profitable operations by brokers who make more 
or less a specialty of this class of business. These transactions 
are called “arbitraging transactions,” and consist of: 

(a) Selling the stock “short” (i.e., the broker does not have 
the stock but borrows it to make delivery). 

(b) Buying rights and subscribing to the new stock. 

(c) Turning this stock over to the lender of the old stock. 

The following example indicates the method of computing 
the arbitrageur’s profit: 


He'sells'twoold’shares‘short’>at $150) 2. sonar seis eee $300 
At the same time he purchases six rights at $15 per right. $ 90 
He subscribes for two new shares................-.0. 200 
Total costiof thestwo' new'shares @. . wen. vuswoneeh suis. eke 290 
His total profit on the turnover of two shares.............. $ 10 


His ‘profit on'one shares &. UES 102, DE Ae Tier. eee $ 5 
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It will be noticed that the arbitraging broker purchases two 
rights more than the four required for subscription to two 
shares of new stock. These two extra shares he delivers to the 
lender of the two old shares after the stock sells ex-rights and the 
warrants are issued. That is, he borrowed two shares which 
carried with them the rights, and he now returns their equiva- 
lent in the shape of two rights and two shares of the new stock, 
the latter of which he delivers when the certificate is available 
after June r. 

The effect of the foregoing three classes of operations, occa- 
sioned as they are by the presence of a disparity between the 
market quotations for the stock and the rights, is to cause a 
readjustment in the demand and the supply of the stock and the 
rights. The demand for the rights is increased, while the offer- 
ings of the stock are augmented. As a consequence of this, 
the market price of the rights rises above $15, and the market 
price of the stock falls below $150; and with that the two quota- 
tions are drawn toward mutual parity. If this tendency hap- 
pens to be strong enough to overcome any forces operating in 
the opposite direction, parity between the quotations is eventu- 
ally realized, as when the stock is quoted at $148 and the right 
at $16 ($148 minus $100, divided by 3, equals $16). 


§ 248. Rights Quoted at a Discount and a Premium! 


Almost invariably any disparity between the stock and the 
rights is a discount from the parity value of the rights at the 
moment. The reason for this is that when the privilege of sub- 
scribing to additional stock is extended to shareholders, many of 
thém sell instead of exercising their rights. Pressure is thus 
exerted on the market for the rights and causes their price to fall 
below parity. This in turn, through the operations of those who 
take advantage of the disparity to effect a saving or reap a 
profit, reacts on the price of the stock and may cause it to fall 
also, though not necessarily, as parity may be brought about 
simply by the market price of the rights rising. / 
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Instances of the opposite disparity, in which the market price 
of the rights is at a premium above the parity value, are extremely 
rare. Perhaps the most notable case, in recent years, of this 
sort of disparity was in the sale of rights to a new issue of Texas 
Company stock in 1915. At one time the stockholders stood to 
save as much as $6.50 a share by buying the old stock and selling 
their rights to the new stock. 


§ 249. Stock Selling Ex-Rights 


When the company closes its stock ledger on May 1, it takes 
the list of stockholders and prepares warrants to evidence the pro 
rata subscription privilege of each. The outstanding shares 
no longer carry a right to the subscription of 14 share of the 
new stock, and thereafter are sold “‘ex-rights,” that is, minus the 
rights. Dissociated from the stock, the rights become the sub- 
ject of independent trading, free and apart from the stock, in 
the manner of ordinary securities. 

On the New York Stock Exchange, stock begins to be quoted 
ex-rights at the commencement of trading on the day the sub- 
scription privilege takes effect, May 1 in our example. This is 
because of the Stock Exchange’s system of settlement, which 
calls for the payment and delivery of the stock on the day fol- 
lowing the transaction. 

On May 1, when the stock ceases to carry the right, its market 
quotation loses the value of the right. Accordingly, when the 
market opens on that day, the price of the stock is marked down 
from the closing quotation of the previous day by the amount of 
that value. Suppose, for example, that the last quotation for 
the stock on April 30 was $150, and for the right $16.. Other 
things being equal, the stock will begin the next day at $134. 
But as other things are generally not equal, instead of starting 
at $134, the stock is very likely to begin above or below that 
figure. In expressing the price change from the last quotation 
of the preceding day, account is only taken of this deviation 
from $134, because the amount deducted for the value of the 
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right has not been lost through any depreciation but is now simply 
represented by what is virtually a separate security. 


§ 250. Parity Value of Rights When Stock Is Quoted Ex-Rights 


It has been noticed that in the first period of trading in the 
rights, when the stock sells “rights on,” the difference between 
the market price of the shares and the subscription price of the 
new stock is, in our example, three times the parity value of the 
right. Since the price of the stock is reduced on May 1 by the 
value of one right, it is evident that in the second period of the 
trading, from May 1 to June 1, when the stock sells ex-rights, 
the difference between the stock quotation and the subscription 
price is only twice the parity value of the right. Thus the 
parity value of the right is now found by taking the difference 
between the market quotation for the old stock and the sub- 
scription price, and dividing this difference by the number of 
rights necessary to subscribe to one share of new stock. Hence 
the formula for finding the parity value of the right when the 


_ m 
stock is selling ex-rights, is 


The market price of the rights during this second period tends 
to coincide with this parity value, because any wide divergence 
from the parity value at once opens an opportunity for arbi- 
traging and other transactions entered into for a profit, which 
bring the stock and the rights closer to parity, just as when the 
stock is selling ‘‘rights on.” 


CHAPTER XXV 


SELLING SECURITIES DIRECT 
TO OUTSIDERS 


§ 251. The Problem 


We may next take up the case of a corporation which desires 
to raise a considerable amount of new capital either at its organi- 
zation or at some later stage in its development, and which can- 
not count on meeting its needs by selling to its own stockholders 
or to those intimately associated with the business as employees 
or customers. The corporation, we will assume for the present, 
either cannot command or does not desire to obtain the services 
of bankers or stock exchange brokers, but wishes to deal directly 
with the prospective purchasers of its securities. In other words, 
the corporation is in the position of wishing to sell its own securi- 
ties to the public at large without the employment of inter- 
mediaries. 

In such case the corporation must look for prospective buy- 
ers and must carry on an active campaign for the purpose of 
disposing of its securities. To determine the amount and nature 
of the securities to be offered belongs to the field of financing 
proper; what methods should be adopted in disposing of these 
securities directly to investors is primarily a selling problem. 
This problem as applied to the sale of securities may be analyzed 
as follows: 


1. How shall the names of prospective buyers be obtained? 
2. What is the most suitable and attractive manner of ap- 
proaching these prospective buyers? 
3. How shall their interest be aroused? 
4. How shaii their confidence be secured? 
814 
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5. How shal) a desire be created on their part to purchase 
the securities that are being sold? 

6. How shall a favorable decision and consummation of 
the sale be secured? 


It is necessary here only to present a few remarks as to the 
application of the principles of salesmanship to this problem of 
disposing of securities. 


§ 252. Selling by Mail Order Methods 


The first method of reaching prospective buyers which occurs 
to many organizers or managers of small corporations, is ad- 
vertising or extensive circularizing. This method, however, has 
proved itself almost worthless for sound, legitimate enterprises, 
although it is extensively used by unsound enterprises. First of 
all, the very fact that swindling promoters endeavoring to float 
the securities of worthless oil companies, mining companies, and 
the like, have used this method so largely is almost a decisive 
argument against it. It has become—perhaps unfortunately— 
so closely associated with fraud that any offer of stocks through 
widespread advertising and circularizing is at once looked upon 
with suspicion by conservative men. A more fundamental ob- 
jection is that the method is bound to be expensive. It is not 
likely that any securities, unless they should be the securities of 
companies already widely and favorably known, could be sold 
by advertising and circularizing at an expense of less than 25% 
to so% of their offered price, which is entirely too high for a 
legitimate enterprise. Generally speaking, the selling expense of 
legitimate securities ought not to exceed 5% to 10%. 

While this is true, it is also true that the government of the 
United States employed mail order methods in selling Liberty 
bonds, and in connection with other methods, employed it with 
signal success. It is also true that oil companies, reputable and 
fairly prosperous, can be found in Texas and elsewhere, whose 
securities have been sold through mail order and general adver- 
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tising work. It is also true that the method may be—and has— 
at times been employed economically and with success by cor- 
porations in other lines and in other places. Nevertheless the 
general condemnation of the method is sound. 

It may also be said that this condemnation of mail order 
methods of selling securities does not, of course, extend to the 
advertising of high-grade securities by reputable and conserva- 
tive banking houses. Such advertising is customary, dignified, 
and usually effective. 


§ 253. Circularizing Special Lists 

The usual mail order method of selling securities may be 
modified by limiting it to selected lists made up, for instance, of 
the customers or probable customers of the enterprise. If the 
list is carefully selected, and the circularizing carried on in a 
dignified and effective manner, this method may sometimes prove 
inexpensive and successful. The suggestion in the preceding 
chapter as to the possibilities of securing capital from customers 
and employees supports this view. It must be borne in mind, 
however, that there is grave danger here of arousing the suspicion 
that the corpofation is financially embarrassed, or at any rate is 
not sufficiently well financed to provide funds in the usual ways 
for its proper development. 


§ 254. Personal Selling 


The third and ordinarily the best method of finding prospec- 
tive buyers for securities of small corporations is through per- 
sonal effort. It may seem at first glance that this statement is 
in contradiction to the customary practice in marketing commodi- 
ties. “Experience has long ago proved,” it may be argued, “that 
personal salesmanship is a slow and highly expensive method of 
selling automobiles, real estate, and many other high-priced 
commodities. At any rate, it should be supplemented and sup- 
ported by advertising, circularizing, and other cheaper methods. 
Why should not the same principle apply to the sale of securities?” 
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The answer to this natural inquiry is that the element of con- 
idence in the management of an enterprise—and in the salesman 
—is a vastly more important factor in effecting the sale of stocks 
ind bonds than it is in effecting the sale of such things as auto- 
nobiles and real estate. The purchaser of a security does not 
-egard the transaction as terminated when he pays over his 
noney and receives his certificate or his bond. On the contrary, 
ne is just beginning at this point his relations with the corpora- 
tion and its management. If he is wary, therefore—and the 
majority of people with capital to invest are wary—he will not 
part with his capital until he feels well assured of the honesty 
ind competence of the management of the enterprise. When the 
corporation is well established and well known, or when the offer 
comes to the prospective purchaser through a banking house of 
high standing, or even through a salesman whom he knows and 
believes in, or when he is personally acquainted with the man- 
agers, the necessary feeling of confidence is quickly established. 
If none of these favoring conditions exist, however, the best sub- 
stitute is for the salesman to approach the prospective buyer 
with a personal introduction or recommendation which tends to 
establish confidence. 

Here we have the basic reason for the unquestionable fact 
that only through the personal influence and activities of the re- 
sponsible officers or of trusted representatives can the securities 
of a small corporation be successfully sold to the general public. 
For this reason the expense of finding prospective purchasers 
through such impersonal methods as advertising or circularizing 
is in almost every case prohibitive. 

The organizer or manager of a small corporation which needs 
capital may as well make up his mind at once that he is the man 
who should find the capital, and that he should work through his 
acquaintances and through the respected business men of his 
community or of his line of business. He may be greatly sur- 
prised to find how quickly and easily he can locate capital, the 
existence of which he had not previously suspected. 
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§ 255. The Prospectus 


For the same reason that the seller of most commodities needs 
either a sample or a catalogue, the seller of securities needs a 
prospectus. This in its essential characteristic is a written state- 
ment of the history, the present condition, and the prospects of 
the corporation and of the terms on which its securities are 
offered for sale. No prospective purchaser of securities, who is 
not one of the inside managers of the concern, will be likely to 
buy until after a written statement has been put into his hands 
and he has had an opportunity to look it over. Even though his 
analysis of the statement may not be thorough, still the fact that 
it is made in writing tends to increase his confidence. Verbal 
assurances which he discounts acquire greater strength when they 
are committed to permanent written form. The written state- 
ment may take the shape of a private letter; it may be a some- 
what more formal. typewritten statement; or if intended for 
wider distribution, it may be printed. The form in which the 
statement is given does not change its essential character: it 
contains the definite representations on the strength of which the 
security is being sold, and for this reason is of importance both in 
effecting the sale and in connection with any legal questions that 
may later arise. 


§ 256. Statements of the Prospectus 


If the corporation which is selling the securities is well estab- 
lished and has been running for some years, the most important 
statements in the prospectus are the records of earnings and the 
balance sheets. These statements should be scrutinized and 
analyzed with the greatest care. Attention should be given to 
omissions as well as to allegations of fact. The record of earn- 
ings, for example, should go back, not one or two years, but pos- 
sibly five or six years. The list of assets in the balance sheet 
should be checked with a suspicious eye, and it should be noted 
whether ample reserves for depreciation and loss have been es- 
tablished. Sometimes it is claimed that it would be inadvisable 
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for a prospectus to present records of earnings over a period of 
years, on the ground that this would be making public informa- 
tion that might be of value to competitors. If the business is of 
so secret a character that even its records of profits are not to be 
made known to its stockholders or prospective stockholders, it is 
certainly not the kind of a business which should offer securities 
to the public at large. 

A commen practice in writing prospectuses, and one which 
properly arouses suspicion, is the presentation of vague and 
plausible statements that do not commit the corporation or its 
promoter to anything definite, and yet are intended to create the 
impression that remarkable profits are in prospect. In the pros- 
pectus of a small copper mining company, for example, it is 
stated that “copper mining has proved a source of some of the 
greatest fortunes the world has ever known, and its possibilities 
are not yet exhausted.” This statement is literally true, and in 
its proper context is certainly not objectionable. But when it 
appears in a prospectus, with the obvious intention of suggesting 
that the particular company which is offering its stock is likely 
to prove a boundless source of wealth, it may well cause suspicion 
as to the entire sincerity and good faith of the authors of the 
prospectus. Because of the fact that glowing statements beget 
suspicion rather than confidence, the writers of prospectuses for 
high-grade companies frequently go to the other extreme and 
decline to commit themselves in any way as to the future. They 
will not even express an opinion. By so doing they may avoid 
straining anyone’s confidence in their statements, but they lose 
the persuasive power of their own well-founded belief in the 
future growth of the enterprise. The skilled prospectus writer 
will steer his way carefully between these extremes, 


§ 257. Names in the Prospectus 

An important factor in creating confidence, especially in a 
new corporation, is the list of names of men who are identified 
with the management or have ‘consented to join the board of 
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directors. It is entirely proper that these names should appear 
in the prospectus, and if they are the names of men known for 
their probity, business ability, and general standing, nothing 
better can be brought in. Knowing this to be true, however, un- 
scrupulous promoters of doubtful undertakings frequently and 
deliberately set to work to secure “ornamental” directors who, 
for some consideration or because of personal vanity, are willing 
to become members of the new board. The practice is a vicious 
one and the careful purchaser of securities is likely to be repelled 
rather than attracted when he sees a number of widely advertised 
names of this kind included in the directorate. 


§ 258. Style of the Prospectus 


It is always desirable that the prospectus should be dignified 
in its form and inits contents. Red ink and buffoonery may con- 
ceivably help to sell some commodities, but they will not help to 
sell thousands of dollars of stock and bonds. A man who is 
thinking of putting his money into securities, generally looks 
upon the proposition seriously and does not ask to be either 
startled or amused. 

However, this need not prevent a strong appeal at times to 
other motives besides money-making. A trust company in a 
small Texas city, for example, which had been unable to raise 
additional capital that it badly needed, found that it had no 
difficulty in getting capital as soon as it put its appeal on the 
ground of the local pride which should be felt by the leading 
ranchers and merchants of the community in building up a sound 
financial institution. The sentimental appeal, if it is used, must 
of course be sincere and legitimate. Otherwise it becomes mere 
bathos and a destroyer of confidence. 


§ 259. Limitations on Direct Sale of Securities 

One advantage of selling securities direct, rather than through 
bankers and brokers, is the belief commonly held by the pur- 
chasers that in this way they avoid paying-the expenses of the 
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sale. They argue to themselves that if a brokerage firm were to 
dispose of a block of securities, it would require a commission of, 
say, 5% to 10% or more, whereas when the corporation itself, 
through its officers or direct representatives, disposes of its 
securities, no commission need be paid. It is of course obvious 
that there is very apt to be a fallacy here, inasmuch as the effort 
and expense on the part of the corporation in conducting the sale 
is just as truly selling cost as would be a commission paid to 
bankers or brokers. As a matter of fact, the moment direct sell- 
ing of its own securities by a corporation goes beyond a certain 
limited field, it usually becomes impracticable on account of its 
high cost. As already stated, advertising and circularizing ordi- 
narily will not produce the right kind of inquiries for legitimate 
propositions except at excessive cost. Personal work on the part 
of officers or promoters of a corporation, who inquire among their 
friends and proceed from one man to another until they reach 
people with money to invest, is also likely to be slow and expen- 
sive. The idea is not impracticable—indeed at times is very ad- 
vantageous when the amount of capital to be raised is compara- 
tively small—but as the amount of capital increases, the diffi- 
culty and expense of this method become progressively greater. 


§ 260. Effect on Public of Direct Sale of Securities 


Another factor when direct selling of large issues of securities 
by a corporation is under consideration is the effect on the public. 
Such a sale is not considered “good form.” As stated by a lead- 
ing financial writer: 


Investment securities of standing are sold through investment 
bankers; those of little or doubtful value may be sold direct by the 
issuing corporation or distributed by irresponsible promoters or 
fiscal agents, with the help of extravagant advertising matter. . 

In this respect there is a very strong prejudice to deter a corpora- 
tion engaged in the railroad, lighting or manufacturing business 
from trying to sell its own securities. So strong is this feeling that 
investors assume that the corporation cannot find a reputable 
banker to offer its securities if it resorts to offering them itself... . 
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It is true that in spite of all reasons why corporations should not 
market their own securities there are many instances in which they 
have tried to do it. If the corporation enjoys strong credit, if the 
securities are conspicuously attractive, and if general investment 
conditions are very favorable, the sale will succeed. This does not 
prove, however, that such a policy is wise. 


This does not of course apply to the smaller corporations, and 
_ especially when their stock is sold, presumably among friends and 
acquaintances, by their officers. It is, though, impossible to say 
definitely how much capital can properly be raised in this man- 
ner. That will depend in part on the personal resources and ac- 
quaintanceships of the officers. When the Continental Rubber 
Company—later absorbed by the Intercontinental Rubber Com- 
pany—was organized as a close corporation by a small group of 
wealthy New York capitalists, it had a capital stock of $10,000,- 
000, and all of this was readily sold by personal solicitation. On 
the other hand, an inventor who is not in touch with business 
men may find it a matter of great difficulty to raise a few hundred 
dollars. 

We can perhaps form some approximate idea of what the pos- 
sibilities are, by considering the fact that banking and brokerage 
houses rarely care to consider the sale of securities of corporations 
capitalized at less than $1,000,000; also that they do not care to 
undertake the sale of an issue of securities of less than $200,000. 
Blocks of securities of smaller amounts, therefore, cannot be sold 
ordinarily in any other manner than through the personal efforts 
of the promoters or managers of the corporation. Blocks of 
securities of larger amounts can generally, but not always, be 
sold more cheaply through banking and brokerage houses than 
through direct personal efforts. 


1 Dewing on Finan. Policy of Corp., pp. 146, 148. 


CHAPTER XXVI 


SELLING SECURITIES THROUGH DEALERS; 
STOCK EXCHANGE METHODS 


§ 261. Classes of Security Dealers 


The general classes of security dealers correspond to the 
classes of dealers in merchandise, as follows: 


1. Wholesalers 
2. General retailers 
3. Retail specialists 


It will quickly appear that these three classes are not clearly 
defined; nevertheless it is usually possible to classify a given 
banking or brokerage house as belonging to one of these groups. 
The wholesale dealers are interested only in the largest issues 
and make little effort to sell in small lots direct to individuals. 
In the United States, J. P. Morgan and Company, Kuhn, Loeb 
and Company, Speyer and Company, and a number of other firms 
not quite so well.known, constitute this group. When a house 
of this type undertakes to sell a large issue, it usually proceeds 
to form an underwriting syndicate composed of firms which 
belong wholly or partly in the second group and which are 
equipped to sell the securities direct to the purchasing public. 

The second group includes such houses as Spencer Trask and 
Company, Harris, Forbes and Company, and the National City 
Company—which might also be placed in the first group. 
These houses maintain large organizations of bond and security 
salesmen and keep comprehensive and valuable lists of people 
who are known to have money available for investment. Such 
houses, when they are members of underwriting syndicates, are 
prepared to assume a large share of the burden of actually 
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disposing of the securities offered. They may also take up 
smaller issues of securities wholly on their own account without 
forming an underwriting syndicate, and may dispose of these 
issues to the public. There is no sharp line between houses in 
this group and houses in the first group. 

The third group, consisting of specialists in the different 
classes of securities, is more clearly defined. It is distinguished 
from the second group by the fact that the list of prospective 
buyers in a specialty house is made up exclusively of people who 
have shown an interest in the specialty and is not merely a gen- 
eral list of people who have money to invest. The difference is 
much the same as between a department store and a retail shop 
which specializes in one line of goods. These specialty houses 
again differ from the stock exchange brokerage firms which are de- 
scribed a little later in this chapter. It would be impossible to 
list all of the specialty houses. One deals exclusively in oil 
stocks; another in the securities of the steel and iron companies; 
another in equipment bonds and car trusts; another in the 
first mortgage bonds of public utilities; another in bank, trust 
company, and insurance company securities. 

We may also include in this third group a large number of 
small banking and brokerage houses scattered over the country 
which specialize in local securities. Every city of any size has a 
considerable number of successful corporations the securities of 
which are from time to time bought and sold. These local firms 
handle business of this type. Usually they are also the corre- 
spondents and representatives of New York houses and are in 
position to help sell the big security issues in which New York is 
interested. 


§ 262. Handling an Issue 


A brokerage house in good standing which undertakes to 
sell a bond or a stock issue, will first of all wish to inform itself 
fully and accurately as to the soundness of the issue. It will 
carry on a preliminary investigation along the same lines that 
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have been fully described in the chapters on promotion. In case 
the preliminary investigation is satisfactory and the terms are 
agreed upon, the house will then, probably through its own 
engineers and accountants, delve still deeper into the records 
of the corporation and satisfy itself beyond a doubt of the con- 
servatism of all statements upon which the sale of the security 
is to be based. Then it will proceed to dispose of the securities. 
Some general advertising of the security may be decided upon, 
and there is likely to be some circularizing with a dignified 
prospectus. Generally speaking, the real object of this adver- 
tising and circularizing is not so much to dispose of the issue 
immediately in hand, as to reinforce the work of its salesmen, and 
build up the firm’s list of prospective buyers of securities. 

It is this list of prospective buyers which is the firm’s chief 
asset. Having this list, it is not necessary that it should incur 
anew the expense of securing names of prospective buyers 
through advertising and circularizing each time an issue of se- 
curities is to be sold; that is, this expense is spread over the cost 
of selling many different issues instead of being chargeable wholly 
to one issue. 


§ 263. Commission Payments 


It is clear that so far as investigation is concerned the ex- 
pense involved is almost as great for a small issue as for a 
large issue. Furthermore, the large issue is likely to be the 
issue of a better known corporation, can generally be sold in 
larger blocks than can the small issue, and as a rule is more 
easily sold. All three of these reasons operate to make the 
brokerage house anxious to secure the privilege of selling large 
issues at small commissions, and reluctant to undertake the 
disposal of small issues even at high commissions. 

When the joint loan of the English and French governments 
amounting to $500,000,000 was placed in this country in the fall 
of 1915, the bankers who handled it received a commission of 
144%. When the National City Bank of New York in the pre- 
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ceding year undertook to sell $15,000,000 of the notes of the 
Argentine government in this country, the commission was 
314%. The large bond issues of great railroad corporations are 
ordinarily sold on a commission of 3% to 5%. The smaller 
- bond issues and the first-class preferred stock issues of industrial 
concerns are sold at commissions of 5% to 10%, and the pre- 
ferred stock of the small industrial may have to pay as high as 
20%. These higher commissions are not, however, usual, for 
the reason that the better established houses do not care to iden- 
tifv themselves with any security which requires so high a com- 
mission. It is of course true that even higher commissions and 
special bonuses payable in stock of the issuing corporation are 
not unknown. 

When a brokerage house is handling a small issue and finds 
it difficult to make cash sales, it may resort to “swapping” for 
other better known securities that are owned by its clients. In 
this way the brokerage house may obtain bonds or stocks which 
it can actually sell for cash. The process, however, is more or 
less risky and expensive and amply justifies a high commission. 


§ 264. Obligation of the Brokerage House 


A question that is bound to arise whenever a bond or broker- 
age house recommends a security which afterward turns out to 
be a poor purchase, concerns the extent of the obligation which 
the house should be willing to assume. So far as the legal obli- 
gation goes, the house is always careful to protect itself by dis- 
claiming responsibility for the statements of fact which it trans- 
mits from the corporation to the purchaser. Thus the National 
City Company, in announcing an issue of $25,000,000 Gold 
Notes of the Consolidated Gas Company of New York, adds the 
following cautious note: “The information contained in this cir- 
cular is based upon official statements and statistics on which we 
have relied in purchasing these notes. We do not guarantee, 
but believe it to be correct.” 

Also the selling house is careful that it shall always be clearly 
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understood that any prophecies as to the future represent only 
its opinions and are not definite promises. This attitude is in 
itself entirely correct; yet there remains a certain moral obliga- 
tion which the better houses are quite willing to recognize. As 
to how far this obligation extends there is naturally considerable 
difference of opinion. 

Clearly there is a well-marked community of interest in this 
matter between a well-established banking house of high repute 
and its customers. The prosperity—the very existence—of the 
house is dependent upon its ability to retain the unquestioning 
confidence of a large number of investors. Every time a security 
which it handles goes wrong, that confidence is perceptibly dimin- 
ished. The reputable banking house, therefore, takes great pains 
in the first place to make certain that its statements of fact are 
fully verified and that its recommendations are justified. As a 
further protection, it is customary for the banking house to 
obtain for itself some kind of representation, direct or indirect, 
on the board of directors of the corporation. It is thus in posi- 
tion to keep itself informed and to exercise some influence on the 
future policies of the enterprise. 

If in spite of every precaution the corporation’s record is 
unsatisfactory and the market value of its securities declines, the 
banking house will frequently try to maintain the market price. 
Ifthe market decline seems to be due to extraneous factors rather 
than to any real falling off in the financial standing or profits of 
the corporation, the banking house will perhaps be satisfied with 
doing what it can to maintain the price and with reassuring its 
own clients. In case the situation becomes worse and the cor- 
poration finally goes through insolvency and reorganization, the 
banking house will do its best to secure favorable terms for the 
holders of the securities which it has itself recommended. It has 
even sometimes happened that the banker will repurchase 
securities which he has sold and which have afterward declined 
in value, at their original selling prices; but this is exceptional 
and is not to be expected as a regular policy. 
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On the whole, as the investing public comes to be better 
educated in financial affairs, and as the standards of correct 
practice in these matters become better established, there is a 
strong tendency toward more complete and unquestioning 
recognition on the part of the security merchant of his moral 
obligation. It is but rarely that the purchaser of securities from 
a reputable house has any cause for serious complaint. 


§ 265. Limitations on Sale through Dealers 


It was pointed out in the preceding chapter that issues below 
$200,000 are too small to interest the security dealers, and must, 
therefore, ordinarily be sold direct by the corporation or its 
promoters. This establishes in a general way a lower limit of the 
security merchant’s activities. On the other hand, very large 
issues of bonds or shares which soon after their issue will enjoy 
an active market on an important stock exchange, are frequently 
best handled with the assistance of stock exchange operations. 
This does not mean, as will be explained a little further on in this 
chapter, that the large banking houses do not underwrite and dis- 
pose of these securities. It means only that they use a slightly 
different method. Speaking in general terms, it is usually true 
that issues of say $10,000,000 to $20,000,000 and over, are listed 
on the New York Stock Exchange at once if the issue can meet 
the Stock Exchange requirements, and the efforts of the houses 
which handle the issue are directed toward encouraging pur- 
chases through the exchange as well as toward making sales 
direct to their own customers. 

Another limitation on the direct sale of securities by dealers 
to their customers is found in its cost. Besides paying the 
bankers’ commission for selling its securities, the issuing cor- 
poration must frequently pay heavy expenses for legal opinions 
as well as fees to accountants, intermediary brokers, and others, 
which run to a high figure. Inasmuch as arrangements of this 
kind are of a confidential nature, they are not often accessible 
and for this reason it is difficult to give exact figures. 
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Following is a statement showing the expenses incurred by 
A. L. Barbour in 1806, in carrying through the sale in London 
of £400,000 6% debenture bonds of the Trinidad Lake Asphalt 
Company: 


Underwriting commission, 10%... .. 6.6... s eee e eee ees £40,000 
Fee to City of London Contract Corporation, Limited, and 
Hoe Gaay SIG OSC b's lbs ea nee ae gomnembo ho gomraroe 15,000 
Expenses of the City of London Contract Corporation, 
TeirniteG Mate ee Ae, Ah TE RR ee melt 1,022 
Fees to Seward, Guthrie and Steele, Attorneys in New York. 2,183 
Fees to Ashurst, Morris and Crisp, Attorneys in London. ... 1,500 


Fees to accountants and brokers and miscellaneous expense —_10, 293 


£69,998 

This is a selling expense of 1714%. It is, to be sure, ex- 
ceptionally high, but it must be admitted that it has often 
subsequently been equaled. 

A further limitation on the possibility of selling securities 
through dealers is to be found in the fact that the decisions of 
these dealers as to taking on new issues are frequently determined 
as much by their own position as by the intrinsic strength and 
salability of the propositions. Hf a banking house has already 
undertaken as much as it can carry through, it will not entertain 
any other propositions to sell securities until it has cleared its 
shelves. Similarly, if it has already entered into arrangements 
to sell certain issues of a given type, it will not be in position to 
take on new issues of the same type. For its own safety, it 
would prefer to offer to its customers a diversified list. It has 
sometimes happened, for these reasons, that a really excellent 
proposition has been refused by houses which would otherwise 
have been glad to take it up. 


SrocK EXCHANGE METHODS 
§ 266. The Stock 
Farlier in the chapter it was remarked that when security 
issues of great size are to be floated, it is generally advisable to 


1 Figures from Dewing on Corp. Prom. and Reorg., Pp. 419. 
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have them at once listed on the stock exchange and to effect at 
least a portion of the sales through stock exchange transactions. 
One advantage is that the ready marketability of the security is 
at once established. Another even more direct advantage is the 
fact that considerable quantities may be purchased through the 
exchange by people who are not listed as customers of any of the 
bond houses which float the issue, or who prefer to buy and sell 
through the exchange rather than “over the counter.” 

Inasmuch as a full description of stock exchange methods 
would require more space than is available, it is only feasible to 
give here a brief review of the main features. 

Fundamentally an exchange is simply a meeting place for 
people who wish to buy and sell securities. In the eighteenth 
century the London coffee houses grew to be the natural centers 
for business dealings, and gradually the custom arose of buying 
and selling through agents, who made it a point to meet for this 
purpose. It was a natural step forward to form an organization 
of these agents or brokers and to establish definite hours and 
fixed rules to govern the trading, and when that step was taken 
the stock exchange came into existence. Much the same series 
of stages has marked the evolution of exchanges in all the other 
principal commercial cities of the world. There are important 
exchanges today not only in London, New York, and Paris, but 
in Antwerp, Rotterdam, Buenos Aires, Rio de Janeiro, Val- 
paraiso, and numerous other cities. Within the United States 
the chief exchanges outside of New York, are in Boston, 
Philadelphia, Baltimore, Cleveland, Cincinnati, Chicago, New 
Orleans, and San Francisco. This is by no means a complete 
list. Even some of the smaller cities have stock exchanges of 
some importance. 

All the exchanges are organized on the same general plan. 
They are non-stock corporations, similar in their essential con- 
stitution to clubs. Members are admitted on payment of dues, 
provided a membership or “‘seat” has been purchased from some 
member who wishes to retire. The mere fact that membership 
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has been purchased, however, is not sufficient in itself to guar- 
antee admission. The membership committee may, for any 
reason that it sees fit, decline to accept the applicant. 

Seats on the leading stock exchanges, i.e., the right to deal in 
the exchange and enjoy its privileges, frequently sell at very 
high figures. Their value fluctuates widely from time to time, 
depending upon the amount and profitableness of the business 
which is being handled by the exchange. Seats on the New 
York Stock Exchange sold for $115,000 in the early part of 1920; 
a year later they brought but $88,000, 


§ 267. Brokers’ Commissions 


The brokers who hold membership on an exchange are re- 
quired to charge standard commissions for buying and selling. 
On the New York Stock Exchange these commissions are as 
follows: 


On stocks selling below $10 per share........ 7% cents per share 
On stocks selling at $10 per share and above, 

but under $125 per share...........-+---> 15 Foe Abeati. 
On stocks selling at $125 per share or over.... 20 SLY 


provided, however, that the minimum commission on an indi- 
vidual transaction shall not be less than $r. 

The buying and selling of securities on the large exchanges 
often reach an enormous volume; million-share days on the 
New York Stock Exchange are by no means uncommon. Natur- 
ally, much of this buying and selling is at once offset by a cor- 
responding resale or repurchase. A certain portion of the 
brokers are known as “‘scalpers”’ and make it their sole business 
to take advantage of quick fluctuations in prices. A broker of 
this type may buy too shares of stock with the full intention of 
reselling within a few minutes, or at any rate before the close of 
the day. He is satisfied if he makes a profit of 4% to 4% on 
the transaction, that is, $12.50 to $25. 

Other members of the Stock Exchange seldom or never appear 
on the floor, but operate entirely through their fellow brokers. 
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The advantage to them of membership lies in the fact that the 
regular commission on transactions for fellow brokers is reduced 
to a very low figure. By far the great majority of the brokers 
do little or no trading on their own account, but are satisfied 
with handling the orders given them by their customers. 


§ 268. Stock Exchange Settlements 


On the New York Stock Exchange the transactions of every 
day are ‘‘cleared” at the end of the day and settlements are 
made the following day. That is to say, purchases and sales of 
the same security are checked off against each other to avoid 
the excessive passing of certificates from hand to hand which 
would be the case if every sale were to be accompanied by an 
actual delivery. After purchases and sales have been checked 
there remains only a comparatively small residue of actual de- 
liveries required in order to close the day’s transactions. 


§ 269. Speculative Dealings on the Exchanges 


The great mass of transactions on most of the stock exchanges 
have a speculative character. A great many securities, to be 
sure, are actually taken out of safe deposit boxes and brought 
into the market to be sold outright, anda great many securities 
are every day purchased to be held as permanent investments; 
yet the speculative buying and selling on the exchanges over- 
shadows investment buying and selling. 

The activities of the “floor traders” or “‘scalpers’”’ who buy 
and sell for a profit of 4% to 4% have been mentioned. Many 
of these traders, though not all, make it a point to match all their 
purchases and sales before the end of every business day, thus 
reducing their risk of heavy loss to a minimum. These men 
proceed almost as much by intuition as by reasoning. If they 
see in the manner of bidding of other brokers, or “feel it in the 
air,” that a given security is tending upward, they will help 
along the movement by making a purchase with the expectation 
of reselling a little later at a slight profit. One result of their 
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uctivities is to concentrate attention and the volume of trans- 
ictions on a few active securities. Their business thrives on 
rapidity of fluctuation in prices. However, their operations tend 
to restrict the range of fluctuation, for they are ready to buy on 
4 momentary drop in price or to sell on a momentary rise, and 
to resell or rebuy as soon as the normal level is again reached. 

A second group of speculators consists of brokers and of others 
who are in close touch with the Wall Street market and who carry 
on buying and selling campaigns with the expectation of “cashing 
in” within a few weeks or months. Sometimes a group of these 
operators will form a syndicate or “pool” for the purpose of 
“bulling” or “bearing” the price of aparticularsecurity. T hrough 
“matched” orders for buying and selling they create an artificial 
activity and bring about great changes in quotations. Their cal- 
culation is that sooner or later outsiders will be attracted by the 
movement and will buy in. By gradually feeding out or repur- 
chasing the security in which they are interested, they may be 
able to clear a large profit for themselves. 

A third group of speculators consists of men who possess a 
real or fancied knowledge of the intrinsic value of a security, and 
who buy or sell when the market price is a considerable distance 
away from what they believe to be the normal price, in the 
expectation that at some later date the normal price will be 
reached and they may realize a profit. Included in this group 
are officers and directors of corporations the securities of which 
are listed on the exchange, who should be in position to know 
more about the real standing and probable future showing of their 
corporation than anyone else. Unfortunately for these men, it 
frequently happens that they do not give proper weight to gen- 
eral market influences which affect the whole level of security 
prices. Also it is not an uncommon case for a man who is 
thoroughly well acquainted with a given corporation, to form an 
entirely mistaken idea as to the market value of its securities. 

A fourth group of speculators consists of the “lambs” who 
are not equipped with the experience and insight of the “floor 
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traders,” do not possess the knowledge of market conditions and 
financial resources of the larger operators, and are not acquainted 
with given securities as corporation officials are. For the most 
part they simply gamble on the strength of “tips” or of hazy 
impressions; and it can never be more than a temporary accident 
if they happen to make profits. The number of these people 
and the volume of their transactions is often exaggerated, but 
their losings nevertheless provide a steady source of revenue for 
the better informed and more skilful speculators, 


§ 270. Making a Market 

In disposing of the securities through stock exchange opera- 
tions, it is essential, first of all, that public interest should be 
aroused and that the volume of transactions should be of suffi- 
cient size to attract attention; otherwise the speculative buying, 
which constitutes the great bulk and which must be relied upon 
to take the new securities off the hands of the syndicate managing 
the flotation, will be lacking. 

“Making a market,” as it is called, is accomplished chiefly 
through two lines of effort; first, by providing for a sufficient 
volume of transactions to arouse the interest of brokers and 
professional stock market operators who will then buy and sell 
in the hope of making substantial profits out of the fluctuations. 
When the market has been brought to this point, the volume of 
transactions will become so large that the syndicate carrying 
through the flotation—which probably will be engaged simul- 
taneously in buying and selling so as to maintain control over 
the price—should find it possible to sell each day a little more 
than it buys. Thus it will gradually get rid of its own holdings 
without causing a fall in the price. At the same time, through 
direct sales outside the exchange, which will be facilitated by 
the excellent quotations on the exchange, it will probably dispose 
of the rest of its holdings. 

The second essential factor in making a market for a new 
security is favorable publicity. When the security is to be 
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brought out and listed on the stock exchange, for some weeks or 
possibly for some months in advance, the financial press and 
the financial pages of the daily newspapers are liberally supplied 
with press notices intended to arouse glowing visions of the 
prosperity of the corporation. This aids both the stock ex- 
change activities and also the direct outside sale of the stock. 


§ 271. Limitations on Sale through Stock Exchanges 


On the basis of the brief description given, it is apparent that 
floating new issues exclusively through stock exchange operations 
is an uncertain process, and moreover is suitable only for securi- 
ties of a distinctly speculative character. The expense and risk 
of floating a comparatively small issue by this method are seldom 
justified. 

Just how expensive an operation of this character is likely to 
prove is a question that cannot be satisfactorily answered. It 
is evident, however, that even though it may be completely and 
quickly successful, there must be a large outlay for brokerage 
commissions alone. The buying and selling transactions must 
total a great many times the nominal value of the issue which is 
being floated, and the commission on each transaction may 
easily amount to a considerable sum. In addition, the risk 
undertaken by the underwriting syndicate must necessarily be 
recompensed by the possibility of earning a large profit. On 
the whole, it is questionable whether the average expense of sell- 
ing by this method is any less than by the other methods that 
have been described. 

In conclusion, it must not be understood that every new 
security which is listed on the stock exchange and immediately 
becomes active, is in process of flotation through stock exchange 
manipulation. It is often the case that the security is listed 
simply as an incident to its flotation, and is allowed practically 
to take its own course except for receiving some support from 
time to time in case its price tends to sag below the direct “over 
the counter” price. In this case the fact that the security is 
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listed, and that its quoted price is slightly above the “over the 
counter” price, is a powerful and legitimate aid in selling the 
security. There can be no question but that any security which. 
enjoys the advantage of being listed and of having a regular 
market is, for that very reason, worth more than a security of 
equally high intrinsic value which is not so readily marketable. 


CHAPTER XXVII 


UNDERWRITING 
§ 272. Underwriting Contracts 


The practice of underwriting arose in connection with ship- 
ping ventures during the seventeenth century. The leading ship 
merchants of London were accustomed to assemble in Lloyd’s 
Coffee House to transact their mutual business. In the course 
of time, the custom arose of dividing the risk of venturesome 
voyages among a number of different merchants, each one agree- 
ing to stand a fixed share of the loss or to receive a proportionate 
share of the profits. The contract to this effect was passed about 
and each merchant who agreed to it wrote his name under the 
contract—hence the word “underwriting.”’ As is well known, the 
term is used chiefly in relation to the distribution of insurance 
risks; though when applied to bond and share issues the essential 
thought is the same, namely, that of distributing the risk. 

Perhaps it would be more correct to say that an underwriting 
contract for the sale of securities generally relieves the corpora- 
tion which issues the security of all risk. As will be explained a 
little later, there are a number of different types of underwriting 
agreements, but in all cases, as a main feature, a banking house 
or a group of banking houses undertakes that the corporation re- 
ceive not less than an agreed sum for the underwritten issue 
within a fixed period. The underwriters either buy the securities 
outright, or obligate themselves to take over the issue in case it 
cannot be sold to the public at the agreed price. 


§ 273. Advantages of Underwriting 


The advantages of this arrangement to a corporation are 
material. In the first place, an issue once underwritten by re- 
837 
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liable brokers is an assured success. The corporation may at 
once proceed with whatever projects the fresh capital is designed 
to finance. There is no tedious and costly period of waiting dur- 
ing which the securities are in process of being sold. Many new 
enterprises are of such a nature that time is an important element 
in making them successful. If, for example, a new plant is being 
built in order to handle certain contracts, or if an effort is being 
made to forestall competition, it might be fatal to the project if 
progress must be delayed until securities were sold. 

A second highly important advantage is that a sound under- 
writing assures success in raising the entire sum required. Fre- 
quently any amount less than the entire sum would be a burden 
rather than a source of strength to the corporation. For exam- 
ple, a company operating department stores intends to establish 
a new store on a large scale in another city. The stores previously 
owned are developed as far as can profitably be done. To estab- 
lish the proposed new store with insufficient capital would be 
merely to make it second-rate and to invite quick failure. 

Let us suppose that the company needs $1,000,000 for the 
new store; that it authorizes an issue of additional stock for that 
amount, but sells only one-half the stock, thus raising $500,000. 
It is then in a position where it can go neither forward nor back- 
ward. It cannot very well return the money which has been 
raised, nor can it proceed with the new store. It is possible, in a 
case of this kind, to take subscriptions to. the new issue under the 
agreement that they shall not be binding unless the complete 
issue is subscribed for within a given period. However, this in- 
troduces an element of uncertainty that interferes with the sale 
of the securities. A reliable underwriting protects the corpora- 
tion against all risks and difficulties of this nature. It can be 
certain of receiving the amount of capital that is agreed upon 
within a definite period. 

Incidentally, the underwriting method of marketing securi- 
ties carries with it the co-operation of the banking house that is 
to market the corporate securities. The corporation thus gets 
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the benefit of the specialized experience and judgment of the 
bankers as to the form, price, and other details of the new securi- 
ty, and the possibility of mistakes is thus reduced to a minimum. 

Not only is the underwriting agreement advantageous to the 
corporation which issues the securities but also to the purchasers 
of these securities. The mere fact that an underwriting syndicate 
has been formed—provided it is made up of first-class houses— 
is in the nature of a guaranty that the securities are sound. Even 
more important is the guaranty that the issue will be sold in ac- 
cordance with the predetermined plan and the money secured be 
made available for the corporate purposes, for it must be borne 
in mind that the moment the purchaser becomes a stockholder 
or a bondholder in the corporation, he begins to share in its good 
or evil fortunes. If, therefore, the new securities sell slowly, or 
perhaps are not entirely disposed of, the injury to the corporation 
is also an injury to the purchaser of the securities, 


§ 274. The Underwriting Syndicate 


We have seen that originally underwriting consisted in the dis- 
tribution of the risk of a venture among several different mer- 
chants. This remains a characteristic feature of present-day 
financial underwriting. It is true that the term is frequently ap- 
plied to an agreement between a corporation and a single banking 
house, under which the banking house agrees to take over a block 
of securities at a given price. A transaction of this type may 
better be called a sale—or, at any rate, a contract of sale—rather 
than an underwriting. However, an arrangement of this kind, in 
which only one banking house is involved, is practically unknown 
except to cover issues of small size. A foreign government loan 
of as much as $6,000,000 was recently “‘swallowed”—to use the 
bankers’ own term—by a single banking house; but ordinarily 
only issues of less than $2,000,000 to $3,000,000 are taken up by 
an individual house. 

Usually, however, the original agreement is made between 
the corporation and a single banking house, which thereupon in- 
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vites other banking houses to join with it in floating the issue, 
each taking an agreed proportion of the risk and profits. These 
houses, together, form the underwriting syndicate. 

There are two reasons which make it preferable for a banking 
house to participate in a number of underwriting syndicates 
rather than to undertake fewer underwritings in which it assumes 
for itself all of the risk and all of the profits. The first and obvi- 
ous reason is in order to minimize risk. When many are inter- 
ested, a false step in a syndicate—and even the ultimate failure 
of the syndicate-—_would not prove ruinous; whereas the failure 
of one good-sized issue in which but a single house was concerned 
might not only tie up enough capital to wreck the house finan- 
cially but might also wreck its reputation, which is an asset of 
even greater importance.. The second motive for preferring syn- 
dicate participation is that it enables the bond and brokerage 
houses to offer to their customers a well-diversified list of securi- 
ties. The general retail security dealer should be prepared to 
deliver any kind of security customers fancy, just as the de- 
partment store is ready to sell anything from pins to motor cars. 


§ 275. Community of Interest among Underwriting Houses 


If one banking house closes a good contract for an issue of 
securities with an excellent chance of profits, others are usually 
invited to come in as members of the underwriting syndicate. 
In this way all of the more prominent banking houses of the par- 
ticular financial center participate in all the more important 
underwritings. There is of course no formal agreement to this 
effect, but it is tacitly understood that when one house permits 
its neighbor and rival to join in a profitable underwriting, the 
favor is to be returned at the first opportunity. So well-under- 
stood is this arrangement, that frequently—in the Wall Street 
district at least, and probably in other centers—the firms which 
become members of an underwriting syndicate are scarcely con- 
sulted. The banking house which has made the agreement with 
the corporation and which is managing the syndicate, simply dis- 
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tributes the issue as it thinks best and notifies each of the partici- 
pants making up the syndicate. Most of these somewhat per- 
emptory invitations are profitable, and it is safe to say that invi- 
tations of this kind from one of the three or four most important 
banking houses are but seldom, if ever, refused. In testifying 
during the course of the Hughes investigation, J. P. Morgan, the 
elder, explained that several highly important syndicates involv- 
ing tens of millions of dollars were organized by his firm through 
the simple process of calling up the selected list of participating 
houses on the telephone and notifying them how much each was 
expected to take over. 

An important result of this “community of interest’ is that 
it eliminates any keen competition for underwritings among the 
leading banking houses. It is comparatively of minor importance 
whether one house or another carries through the negotiations 
with the issuing corporation and becomes the active manager of 
the syndicate, because in any case each of the important houses 
will participate in the syndicate and in a fair share of the profits. 


§ 276. Results of Community Interests 


In New York it is well understood that negotiations for the 
flotation of any large issue of securities should be taken up with 
only one of the important banking houses at a time. In case 
negotiations with one house fail definitely, they may possibly be 
taken up with another house. But the important banking houses 
will not directly compete with each other; nor will one of them 
even interfere with suggestions or investigations while another 
has the matter in hand. Much the same kind of a tacit under- 
standing exists in most financial centers. Many business men 
who are accustomed to dealing under highly competitive condi- 
tions resent the existence of this invisible and indefinite bond of 
union among the large underwriting houses. If they are bringing 
an issue into the market to be sold, naturally they would like to 
have it eagerly bid for. They are looking for competition and 
they find a silent, but inflexible understanding. 
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The bankers, on the other side, claim first of all that un- 
checked competition would be disastrous not only to them, but 
also to the whole business community which they serve. It 
- would mean reckless extension of credit, overfinancing, and dis- 
regard of conservative principles. They also claim that they 
make no oppressive terms or restrictions, and that there is no 
monopoly. Finally, they assert that the relations between the 
financial managers of a corporation and the banking house which 
handles their securities ought to be of an intimate, permanent, 
and semi-professional nature. A corporate official entrusted with 
the sale of his corporation’s securities ought to select a banking 
house for his underwriting in which he has implicit confidence, 
just as he picks out a physician or a lawyer in whom he has confi- 
dence, and once selected ought to stick to his banker until that 
confidence is shaken or there is some real reason for a change. 
Then he should cut off all relations as quickly as possible and 
entrust his financial affairs to some other banking house. In 
other words, the banker is rendering a personal and partly pro- 
fessional service rather than merely buying and reselling a certain 
commodity. 


§ 277. Syndicate Agreements 


There are four distinct types of agreements between the 
underwriting syndicate and the corporation which puts out the 
underwritten issue. Possibly other variations from these basic 
types might be found. 


1. The corporation may itself sell the issue and the syndicate 
simply insure that the whole issue will be disposed of within a 
given time at a minimum price. The corporation, we will say, is 
bringing out an issue of $1,000,000 6% bonds, which it offers at 
par. The underwriting syndicate agrees that it will take any 
bonds left unsold at the end of the year at a special price of go. 
The syndicate would, perhaps, receive a commission of 2% to 
5% for making this agreement. If the issue were successfully 
_ sold, the syndicate would merely collect and distribute its com- 
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mission and dissolve. If the issue at the agreed price were un- 
successful, the syndicate would take over the unsold balance and 
dispose of it as best it might. This type of agreement is now un- 
common except when a corporation has given a subscription 
privilege to its own shareholders and is apprehensive that the 
offering will not be taken up in full. 

2. A banking house may conclude an arrangement with a cor- 
poration to handle the sale of a block of its securities and may 
afterward call in other banking houses to take over certain pro- 
portions of the risk and of the profits. The corporation, however, 
has no dealings with the syndicate as such, but only with the 
original underwriter which becomes the manager of the syndicate. 

3. The syndicate may be formed before a final agreement 
with the corporation is signed, and the agreement be directly 
between the corporation and the syndicate, though the manage- 
ment of the whole transaction and the actual selling of the securi- 
ties may be left in the hands of the one banking house which has 
taken the initiative. This banking house carries through the 
sale of securities and does not distribute them to the other mem- 
bers of the syndicate unless the sale fails in whole or in part. 

4. The agreement is made between the syndicate as a whole 
and the issuing corporation, and the securities are at once dis- 
tributed among the members of the syndicate in proportion to 
their participations. This form of underwriting is almost in the 
nature of a joint purchase, each of the banking houses being ex- 
pected to act independently in disposing of its proportion of the 
issue. This is perhaps the most common and most useful type 
of agreement for handling large issues. 

It is clear, from the varying descriptions above given, that 
the term “underwriting” is used in a loose sense. It is, in fact, 
often difficult to distinguish in practice between the underwriting 
of a block of securities and its purchase. Even when a single 
banking house takes over outright a complete security issue and 
pays the corporation an agreed price, the transaction is com- 
monly referred to as an underwriting. 
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§ 278. The Syndicate Manager 


Whatever the type of syndicate issue may be, there is always 
this common characteristic: that the active management is un- 
reservedly in the hands of the banking house which organized the 
syndicate. In the published agreement, for example, of the 
United States Steel syndicate it is provided that: 


J. P. Morgan and Company shall be sole managers of the 
syndicate, and in behalf of the syndicate they may make any and 
all arrangements, and may perform any and all acts, even though 
not herein provided for, in their opinion necessary or expedient to 
carry out the provisions of this agreement; or to promote or to 
protect what they deem to be the best interests of the syndicate. 
The enumeration of specific powers in this or any other article of 
this agreement, shall not be construed as in any way abridging the 
general powers of this article intended to be conferred upon or 
reserved to J. P. Morgan and Company. 


Throughout this agreement other reservations of the same 
general character abound, and in this respect the contract is 
typical of most underwriting syndicate agreements. 

In return for its special efforts the managing house usually 
receives a commission as manager, which is deducted from the 
syndicate profits before distribution of the remaining profits. 
This payment to the managing house varies a great deal, depend- 
ing on the profitableness of the transaction. It will probably 
average 1% to 2% on the par value of the block of securities. 


§ 279. Underwriting Commissions 


The commissions of underwriting syndicates may vary all the 
way from 14%4% to 10%, or even more. If the commissions are 
high, it is quite the custom to make them payable partly in securi- 
ties. In 1910, for example, the newly organized International 
Cotton Mills Corporation was in need of working capital, which 
it secured by selling to Blair and Company $2,000,000 6% 5-year 
notes at par, in consideration of a commission of $1,000,000 par 
value of the corporation’s common stock. These notes were 
offered to the public by Blair and Company at 98. In 1808 the 
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Union Pacific Railroad Company paid a syndicate $5,000,000 of 
preferred stock, then quoted at 59, for underwriting a subscribed 
capital of $15,000,000. This amounted to a commission of 19%. 
These examples refer to companies which at the time did not 
have a high credit standing, and are not to be taken as typical. 

In the underwriting of $20,000,000 face value of the common 
stock of the American Woolen Company, in 1920, the price to 
the public was par; to the underwriters, 95. 


§ 280. Speculative Underwritings 


Most of the preceding remarks in this chapter refer to the 
underwriting of high-grade bond and preferred stock issues by 
financial houses of the highest standing. However, this is by no 
means the only situation in which underwriting is undertaken. 
In addition to disposing of large blocks of securities for estab- 
lished corporations, syndicates may be formed for the purpose of 
underwriting the issues of new or of reorganized corporations. 

In any of these cases the issue that is being brought out may 
be of a speculative character and the syndicate itself may be far 
less stable and more speculative than has been assumed in what 
has been said above. Frequently underwriting syndicates are 
made up, not of first-class banks or banking houses, but in whole 
or in part of individuals and of second-rate houses. 


§ 281. United States Realty and Construction Company 


A striking instance of such underwriting was that of the 
United States Realty and Construction Company :2 


In 1902, prominent financial interests in New York promoted a 
consolidation of real estate building and owning companies, known 
as the United States Realty and Construction Company. The 
promoters having been impressed with the speculative enhance- 
ment of New York realty values wished to obtain a large fund of 


1 Railroad Reorganizations, by Stuart Daggett, PP. 347, 348. : . 
2 The description of this underwriting is taken by permission from 2 Dewing on Finan. 
Policy of Corp., pp. 114, 115. 


846 CORPORATE FINANCE [Bk. II- 


ready money which could be used in building construction and 
speculative ventures. Some of the best known and ablest finan- 
ciers of the country were led to lend their financial and moral 
support to the enterprise. Mainly through the efforts of James 
Stillman, of the National City Bank, a syndicate was organized to 
supply $11,000,000 in money to the new company. The syndicate 
received $11,000,000 in the preferred stock and $11,000,000 in the 
common stock of the United States Realty and Construction Com- 
pany in return for the money. Of the $11,000,000 subscribed by 
the members of the syndicate, 20 per cent was immediately paidin , 
money, 60 per cent was paid by their notes, and banks arranged to 
carry the remaining 20 per cent in the form of a loan, the syndicate 
securities being used as collateral. So popular and, in the past, so 
profitable had the underwriting of new industrial promotions 
proved to be, that the right to subscribe to the syndicate was looked 
upon as a privilege. A financial journal of New York stated that 
“nearly every important financial interest in this city”’ subscribed 
to the syndicate. The number included the Equitable and New 
York Life Insurance companies, the National City, and other 
prominent banks and trust companies. Messrs. Hallgarten and 
Company acted as managers, receiving for their services 2 per cent 
of the total subscriptions, or $220,000. 

Just a year after its formation the syndicate was liquidated. 
During the period of its duration the managers had bought and sold 
both the preferred and common stocks of the United States Realty 
and Construction Company and had collected approximately 
$500,000 in dividends. As a result of these operations the sub- 
scribers to the syndicate received for each $1,000 of original sub- 
scription, $1,155 par value in preferred stock, $702 par value in 
common stock, and $16.66 in money. These securities had, on the 
day the syndicate was liquidated, a value, including the money, of 
$523.09 for each $1,000 original subscription, or approximately 
one-half what had been subscribed the year before. If the interest 
on the subscription should be deducted, the returns to the members 
of the syndicate were actually less than one-half the original sub- 
scription, 


§ 282. Underwriting of United States Shipbuilding Company 


An even more disastrous underwriting failure was that of the 
United States Shipbuilding Company. The promoters were re- 
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quired to sell enough first mortgage bonds to produce $7,500,000 
in cash. To meet this requirement $4,250,000 of the bonds were 
underwritten in France at 90, and $4,750,000 were underwritten 
in this country. The public offering of the bonds was, however, 
a failure, inasmuch as only $500,000 out of the total offering of 
$9,000,000 was subscribed for. The promoters of the consolida- 
tion therefore fell back upon the French and American under- 
writings of the bonds. 

The American underwriters stood back of their subscriptions 
and accepted about $4,500,000 of the bonds at 90. Most of the 
French underwriters, however, who were not bankers but indi- 
viduals untrained in business affairs, declined to meet their 
alleged obligations. They asserted that those in charge of the 
matter in this country had assured them that their underwritings 
would never be called and had later cabled them that the public 
offering of the bonds was a success. The promoter of the con- 
solidation went to Paris in a strenuous but unavailing attempt 
to secure payment from the French underwriters. Meanwhile 
large loans had been made in this country on the strength of the 
French underwriting, and when this underwriting failed to mate- 
rialize the results were calamitous, involving the failure of a 
prominent trust company identified with the underwriting, and 
the suicide of one of the more prominent participants. 


§ 283. Underwriting of the American Woolen Company 


A more recent underwriting failure was that of the American 
Woolen Company in 1920. The company decided to issue an 
additional $20,000,000 face value of common stock. This was 
first offered to the stockholders of the company at par, on the 
basis of one share of the new stock for every three shares of stock 
owned by the shareholder. Any stock not taken by the share- 
holders was later to be sold to the public at not less than par. 
The stock was underwritten by a group of New York bankers 
at 95. But a small percentage of the stock was purchased by 
the company’s stockholders and the outside public, and, accord- 
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ing to the newspaper reports of the day, the underwriters were 
themselves forced to purchase over $18,000,000 face value of the 
new stock at the underwriting price of $95 a share, and this at a 
time when the stock was quoted in the open market at $62.50 
per share. 


Part V—Internal Financial Management 


CHAPTER XXVIII 


BORROWED CAPITAL 


§ 284. Advantages of Borrowing 


“The habit of borrowing,” says Hartley Withers, “is a mod 
ern invention.” There was formerly a custom among all well. 
ordered governments and business enterprises, of amassing treas- 
ure for use in emergencies; without hoarded treasure even the 
largest owner of property would have been helpless. Today the 
wisest financial policy is to pile up not treasure, but credit. To 
be sure, sound credit may require the possession of a certain pro- 
portion of gold and securities; but this treasure no longer exists 
for its own sake so much as for a support and guaranty to credit. 

More and more as credit facilities increase and credit machin- 
ery works more smoothly, business enterprises are financed with 
borrowed capital. The great advantages of borrowing are its 
cheapness and its ease. It is cheaper to borrow than to secure 
a co-owner or a group of co-owners for a business, because of the 
greater security that is offered to the lender. To put the same 
thought in terms of corporate financing, first-class bonds may be 
sold on a 5% or 6% basis, whereas preferred shares of the same 
relative standing sell on a 7% or 8% basis, and common shares 
on a still higher basis. Hence the larger the proportion of capi- 
tal which the individual or corporation can borrow, the larger is 
the yield on the owned capital. 

Take a very simple illustration. Suppose a corporation with 

$100,000 capital is regularly earning 10%, or $10,000, a year; let 
840 
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us say that $20,000 of the capital is borrowed at 6%, making the 
interest payment $1,200. Then the $80,000 of owned capital 
will have left an income of $8,800, or 11%. Let us now make the 
assumption that the business is of such a character that $80,000 
can be borrowed at 6%, making the annual interest payment 
$4,800. In that case the $20,000 of owned capital will have left 
an income of $5,200, or over 25%. 

We have here an explanation of the profit-making possibili- 
ties—when properly financed—of enterprises which yield only a 
small average return on the invested capital. Most public utility 
companies, for instance, secure only a moderate yield on their 
actual investment, but they hold properties which can be mort- 
gaged up to a high percentage of their value. Hence, at least 
one-half the capital is borrowed and the owned capital may ob- 
tain very good dividends. 

An illustration of this practice and its results—in this particu- 
lar case at least—is afforded by the Kentucky Utilities Company, 
subsidiary of the Middle West Utilities Company, which had out- 
standing January 1, 1921: 


Comnion Stockh chit 2B A ae 2 _ $1,000,000 
Preferred Stock .15 9.4 satyaiek pe Seek oe Hates 755,000 
Funded Debt ec ccs oka. Bee ee Pe eee 5,216,100 


This funded debt bears 6% interest. The net earnings of the 
company for 1920 before payment of any interest were $591,588. 
This was disposed of as follows: 


TotaliNetMarmings Js IAT. AEA 1 $591,588 
Interest on Bonds and Other Indebtedness... .. 361,537 
Balameenys aerste vate recep remeron ater lava $230,051 
Preferred! Dividends, atio¥gu-= > wees. uae ce $ 44,775 
Common Dividendsay mnie eres eee ee 150,000 
$194,775 

Balance;to! Surplusimesrn ce eee $ 66,764 


In other words, the dividend rate on the common stock was two 
and one-half times the interest rate on the funded indebtedness. 
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§ 285. Ease of Borrowing 


As to the ease of borrowing on a good bond or short-term 
note, it is perhaps sufficient to call attention to the immense 
quantities of bonds and notes which are continually being issued 
and sold. Modern efficiency and productivity are piling up 
wealth at a faster rate than ever before. And the security of 
property—except as it may be disturbed by tremendous inter- 
national conflicts—is increasing. Now, the first thought of a 
man who has only a little money is to increase that little, and he 
is willing to take chances in so doing. Security does not appeal 
to him so strongly as the prospect of profits. For that reason, it 
is among poor people, and especially poor people of the profes- 
sional classes, that the swindling promoter finds his easiest vic- 
tims. But a man who has a comfortable amount of property 
wants security first of all—he is looking for safety rather than 
for large returns. Hence, as the average wealth of a country 
increases, not only is more and more capital released for invest- 
ment, but a larger proportion of that capital is looking first of all 
for safe investment. In other words, its owner prefers to lend it 
rather than to take greater chances as a proprietor or part 
proprietor. 

Another factor working in the same direction, is the piling up 
of enormous funds held in trust; estates that are being directed 
by trustees; the funds of life insurance companies; the funds of 
savings banks and the like. All these trust funds are available 
only for lending on excellent security. For these reasons a man 
or a corporation which can put enough owned capital into a sub- 
stantial enterprise to furnish a reasonable margin of safety, will 
generally find it a comparatively easy task to borrow the remain- 
der of the needed capital. 

What has been said applies more especially to long-term or 
“funded” borrowing, but much the same statements hold true of 
short-term borrowing. It is a fact that more capital is needed 
today than used to be needed, but notwithstanding this, an indi- 
vidual does not need more money to go into business. 
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The explanation for this apparent paradox is to be found in 
the free use of credit which is a striking characteristic of all 
present-day business enterprises. Manufacturers, wholesalers, 
and bankers are always ready to extend credit freely to men of 
ability and character. The silk industry because of its use of 
credit is notable for the amount of business that can be done on 
a very slim margin of capital. Raw silk is sold to manufacturers 
on a credit basis that resembles ‘“memorandum credit” among 
jewelers. Many of their factories are not owned but rented en- 
tire. It is said that the extensive cotton industry of Philadelphia 
is in large measure carried on in the same way. Lofts with power 
and machinery are rented; materials are obtained on a credit 
basis. Much the same conditions obtain in the shoe business. 
The United Shoe Machinery Corporation has for many years 
made a practice of furnishing its machines only on lease; it does 
not sell them. In this industry, therefore, a man with large capi- 
tal has no great advantage, so far as obtaining efficient machinery 
is concerned, over a man with small capital. 


§ 286. Risk of Borrowed Capital 


Against the two great advantages of borrowed capital— 
cheapness and ease in procuring the funds—there must be offset 
the obvious disadvantage, that the risk to the owners of the share 
capital is thereby increased. The shareholders have, of course, 
only an equity in the property and income of the corporation 
which is first subject to all prior claims of the holders of the obli- 
gations. This may not involve a serious risk in the case of cor- 
porations that have stable earnings, but when earnings fluctuate 
widely from year to year, even though the average return on the 
invested capital may be high, the position of the shareholders 
with a large indebtedness ahead of them may become very un- 
comfortable. It is for this reason that the tendency has been 
strong in recent years for industrial corporations to shun even 
small bond issues and to raise their capital only through common 
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and preferred shares. Sometimes this cautious policy may be 
carried to what appears to be an extreme. 

Some of the large and powerful industrial corporations of the 
country have no securities outstanding except stock. ‘This is 
true, for instance, of the Singer Manufacturing Company with 
$90,000,000 of common stock, and neither preferred stock nor 
funded indebtedness beyond this. Likewise, the Mergenthaler 
Linotype Company has no funded obligations, and no outstand- 
ing stock save common stock. The same may be said of the Ford 
Motor Company, and it was also true of the Pullman Car Com- 
pany up to the time of its consolidation with the Haskell and 
Barker Car Company, Inc. Among the corporations having 
common and preferred stock outstanding but no funded indebt- 
edness, may be mentioned the United Shoe Machinery Corpora- 
tion, National Cash Register Company, and the Standard 
Steel Car Company. 

The unsoundness of too heavy borrowing cannot be better 
shown than by the combined figures on the capitalization of thir- 
teen large railway systems in the United States which were in 
receivers’ hands in the summer of 1914. The funded debt of 
these thirteen railways was about 70%, and the stock issues only 
about 30% of their total capitalization. 


§ 287. Rules for Borrowing 


To lay down any exact rules as to the proper proportion of 
borrowed capital, would clearly be out of the question. In ordin- 
ary short-term bank borrowing the generally accepted ratio of 
quick or current assets to quick liabilities is two to one. In long- 
term borrowing the conditions must govern in each case. It may 
be said generally, however, that capital should not be borrowed 
unless there is a practical certainty that both interest payments 
and payments on principal can be met as they fall due. This in- 
volves the further rule that the annual fixed payments of a cor- 
poration should be limited to a reasonable proportion, not of the 
average earnings, but of the lowest probable earnings. The fact 
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that a corporation has made a distribution or invested big profits 
in one year, is small comfort if it finds itself in the following year 
unable to meet its obligations. 

As to payments on account of principal, it has long been re- 
garded as almost axiomatic that companies doing a stable busi- 
ness, such as railways and public utilities, need make no provision 
for paying off and permanently retiring their funded debts. 
These companies, it has sometimes been said, will never cease to 
borrow; therefore, when one obligation matures, the proper plan 
is to refund it by issuing another obligation in its place.1 


§ 288. Forms of Borrowing 


All borrowing is of two general classes, “short-term” and 
“long-term.”’ This is by no means purely a verbal difference, for 
there are clear market distinctions between the principles that 
apply in these two.classes. Just where we should draw the line 
between the two is a difficult question to answer; it is largely a 
matter of usage. In Wall Street, “short-term” usually refers to 
obligations having not more than five years to run; “‘long-term”’ 
usually refers to obligations having, say, twenty years or more 
to run from date of issue. Obligations running in intermediate 
periods might be put in either one or the other of the two groups, 
according to conditions. 

Short-term securities consist of notes, of acceptances, and of 
accounts payable. The notes are divided into three well-marked 
classes: (1) merchandise notes, (2) notes discounted at banks, 
and (3) notes sold to the public. For our present purpose, we 
will group accounts payable, acceptances, and merchandise notes 
under the head of “trade credit.” After considering this subject, 
we will take up bank credit. This is a convenient division of 
short-term borrowing which conforms to commercial practice. 
Short-term notes sold to the public have already been consid- 
ered.? 


1 For ae pesca of this subject, see § 82, ‘‘Maturity of Bonds.” 
2 Ch. “Short-Term Notes.” 
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§ 289. Trade Credit 


The fact that all the trade credit which a business normally 
utilizes is in fact a method of borrowing capital, seems to be over- 
looked; yet it is the chief source of capital in many concerns 
which do a trading business. There are literally tens of thousands 
of small merchants throughout the country who customarily buy 
nearly all their stock in trade on credit, and whose own capital 
is no more than sufficient to cover the purchase of store fixtures 
and perhaps some small advances on their first orders as a guar- 
anty of their good faith. It is out of the question for them to 
pay their accounts with the wholesalers from whom they buy, 
until after they have sold the goods and thus have secured cash 
funds from their customers. Very often the wholesaler in his 
turn is “carried” to a great extent by the manufacturers and 
jobbers from whom he buys; his proportion of owned capital, 
however, is likely to be much higher than the retailer’s propor- 
tion. Going one step further back we reach the manufacturer 
with whom trade credit is comparatively a minor source of funds. 
Thus we have the whole process of selling goods through the 
ordinary trade channels financed to a considerable extent by the 
extension of credit. The ultimate customer is the only man in 
the chain who pays cash—and even the customer may in his 
turn be living on trade credit. As the customer pays for his pur- 
chases, the retailer is able to collect current funds which he trans- 
mits to the wholesaler, who in turn pays the jobber and manu- 
facturer. 


§ 290. Extent of Trade Credit 


The extent to which trade credit is granted, depends chiefly 
upon the nature of the goods that are being retailed, and on the 
ability of the ultimate consumer to pay promptly. Prior to the 
Civil War, purchases of merchandise were customarily settled by 
notes running six, eight, or ten months and sometimes longer. 
This was due to the fact that buyers came to market only once 
or twice a year, and then purchased their entire stock for the 
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season, the buyers giving their notes which were readily indorsed 
and discounted. These were usually met out of the proceeds of 
the sale of the goods to the ultimate consumer. The Civil War 
upset this system. During the war and for some years after, 
merchandise business came down to a basis of cash or of credit of 
only 10 to 30 days. When the next great expansion of trade took 
place in the early eighties, the increased confidence of sellers re- 
sulted in offering somewhat longer terms of credit, but these 
terms were combined with offers of liberal discount for cash pay- 
ments, which is the custom in most lines today. The discounts 
were so attractive that retail merchants in good standing began 
to borrow from their local banks in order to take advantage of 
them. Thus the present practice of taking discount for cash was 
established; and prices were made with that understanding. 
The high rates of discount were in the nature of a penalty im- 
posed on a merchant who took the long terms which were nomi- 
nally at his disposal. 

At the time of the Great War a determined effort was made 
by manufacturers and jobbers to cut down the time of credit and 
eliminate or reduce the trade discount. Where time was desired 
the use of the trade acceptance was urged. These efforts were 
fairly successful as long as the “‘sellers’ market’’ created by the 
Great War continued. Since then, time and trade discounts have 
both returned to practically their former position of importance. 

Because of the prevalence of the cash discount, trade credit 
in this country is relatively less important, and bank credit is 
more important, than was formerly the case. Another factor 
which should be mentioned as contributing powerfully to this 
result is the decentralized banking system of the United States, 
which puts one or more local banks at the door of every merchant 
and makes it easy for him to secure and utilize bank credit. 


§ 291. The Trade Acceptance 


The European system of financing merchandise purchases 
rests upon the use and discounting of accepted drafts which are 
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in effect two-name promissory notes. The wholesaler draws a 
time draft upon the retailer which accompanies the shipment of 
goods. The retailer writes or stamps his acceptance on the draft 
across its face and returns it to the wholesaler who is then in 
position to discount it with his bank. This is a method of financ- 
ing merchandise transactions which, from the banker’s stand- 
point, has a number of advantages, the chief of which is that 
every accepted draft represents an actual transfer of goods, and 
the banker is not compelled to lend, therefore, merely on the 
strength of the general credit standing of his customer. Before 
and during the Great War a strong effort was made, under the 
guidance of the Federal Reserve Board, to introduce this system 
in the United States and to extend it to the consumer as well as 
to the retailer of goods. Although the movement is of genuine 
importance, we need not for our purposes consider it further. It 
is closely similar to the custom which prevails in certain lines of 
business of giving notes in payment for purchases of merchandise. 

Some of the principal lines in which note-giving is still com- 
mon are harvesting machines, plumbers’ supplies, book printing 
and binding, and electric trolley supplies. In most other lines, 
however, goods are sold on open account and notes are asked for 
only when the sale is made to a weak concern. 


§ 292. Dangers of Trade Credit 


Sellers are often so anxious to dispose of their products, and 
it is consequently so easy for established firms with a clean record 
behind them to secure whatever goods they require on terms of 
30 to go days or even longer, that trade credit may almost in- 
sensibly become a real source of danger. It is a delicate instru- 
ment which requires to be handled with watchfulness. A little 
carelessness in failing to meet trade accounts on the day they 
fall due may be sufficient to give a concern the reputation of 
being “slow pay,” and thus may damage not only its credit with 
the firms from which it buys, but also its credit with banks and 
its general business standing as well. 
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§ 293. Danger of Too Prompt Payment of Trade Accounts 


Curiously enough, there is also danger in overzealousness in 
paying up trade accounts. Not only is there an actual loss of 
capital to the extent of the difference between a normal amount 
of trade credit and the amount which the company secures, but 
there is also to be considered the fact that the reputation of pay- 
ing accounts ahead of time, once established, involves a con- 
tinuance of the practice. The writer has in mind one concern 
which started in business with ample funds. The treasurer saw 
no reason why he should utilize the credit of the firm and paid 
all bills in cash as they were presented, even though he obtained 
no discount. A year or two later the expansion of the company’s 
business reduced the available cash, and the treasurer began to 
take the full term of payment to which he was entitled. Im- 
mediately some of his creditors became suspicious as to the sol- 
vency of the company, and such serious rumors were spread 
about that it was necessary to bring more cash into the concern 
and resume, for the time being at least, the prompt payment of 
bills. Thereafter the company proceeded by slow degrees to 
utilize the full line of trade credit to which it was entitled. There 
is much truth in the remark that the only way to acquire credit 
is to make use of it, 


§ 294. Bank Credit 


It has already been noted that it is customary in this country 
for merchandising firms to take advantage of cash discounts in 
paying for their purchases and to secure the funds with which to 
make immediate payments by borrowing from their own banks. 
This practice spread throughout the country beginning in the 
eighties, but it originated in New York some years before. 
Shortly after the crisis of 1873, the president of the Importers and 
Traders National Bank, a Mr. Buell, rapidly built up the busi- 
ness of his institution by showing his customers how, by borrow- 
ing from his bank on their own single-name paper, they could 
obtain cash prices or cash discounts and thus show a substantial 
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profit on their interest and discount accounts for the year. The 
custom is now so firmly established that practically every busi- 
ness concern in good standing counts on establishing a line of 
credit with its bank which will enable it to borrow simply by 
drawing its own notes and depositing them with the bank. 


§ 295. The Work of the Note-Broker 


A variation of this custom is found among large manufactur- 
ing and commercial corporations which on occasion turn over 
their notes to brokers who for a small commission sell them to 
any bank that may happen to have idle funds available. These 
note-brokers sell the paper of large concerns throughout the 
country. At the time of the failure of the Booth Fisheries Com- 
pany a number of years ago, and later at the time of the failure 
of the H. B. Claflin Company and associated concerns, the notes 
of these companies turned up among banks in almost every part 
of the United States. At that time the banker who bought a 
single-name note from a broker, very often had no knowledge 
whatever of the financial affairs of the company which issued the 
note. He might have heard the name of the company frequently 
and he probably considered the note-broker a good fellow in 
whose honesty and judgment he had confidence, and that was 
the extent of the actual information before him when he made his 
purchase. This loose method of doing business has to a consid- 
erable extent worked its own cure, more conservative methods 
now prevailing. 

A few large concerns which sell their short-term notes in the 
open market on a large scale have instituted the custom of hav- 
ing all their notes, registered by a trust company, just as bonds 
are registered. This has at least the advantage of making it 
easy to ascertain how many notes a company has outstanding at 
any one time, thus avoiding large overissues. The co-operative 
efforts of the member banks of the Federal Reserve system have 
also resulted in better credit methods, and the prevention of the 
grosser abuses, 
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An accepted rule of safe finance which should be observed by 
corporations that sell their notes through brokers, is that they 
should not at one and the same time be discounting any large 
quantity of notes with both banks and brokers. If they are using 
both, they have no quick method of raising funds. If they are 
using either their banks alone or note-brokers alone, then they 
can turn, if it should become necessary, to the method that has 
not previously been utilized. 


§ 296. Reasons for Bank Borrowing 
There are three legitimate reasons for making bank loans: 


1. To finance a temporary shortage of funds. 


2. To increase by purchase the stock of salable goods on 
hand. 


3. To enable the dealer to extend additional credit to cus- 
tomers. . 


The first reason may be entirely acceptable to the banks, but 
only under unusual circumstances. A firm, for instance, may 
have suffered a loss by fire and have insurance payments shortly 
due, in anticipation of which it may properly borrow from its 
bank; or it may have funds shortly coming in from its stock- 
holders or from other sources. Each case of this kind must be 
decided on its own merits. 

The second reason for bank borrowing is the one that is cus- 
tomary and that is generally considered soundest. Itis, of course, 
necessary for both the borrower and the bank to be reasonably 
certain that the goods being purchased are salable, so that there 
may be no question as to meeting the indebtedness out of the 
proceeds of the sale. 

The third reason is also concerned with the sale of goods, but 
this time from the standpoint of the seller. It is necessary here 
for both the borrower and the bank to make sure that the credit 
which is being extended to its customers, is both well placed 
and sound, : 
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§ 297. Abuse of Bank Credit 


‘The abuse of bank credit has long been a weak feature of 
modern business life, and will not quickly be eliminated. It may 
arise in two ways: 


1. By making a wrong application of the funds secured from 
the bank. 

2. By obtaining funds on the strength of false or question- 
able claims. 


If the borrower, instead of using the funds he receives from 
the bank for one of the three purposes above mentioned, utilizes 
it in extending his plant, in the purchase of non-salable goods, in 
general advertising, or puts it into any other property or expendi- 
ture that is not readily convertible into cash, he may properly be 
said to be abusing the trust of his banker. More than that, he is 
seriously jeopardizing his own financial safety. “What difference 
does it make to the banker whether I use his money in one way 
or another?” is the answer of some business men; ‘Sooner or 
later he will get his money back with interest, and that’s all he 
needs to fret about.” Yes, but the banker is not in the business 
of making long-term loans or loans that may be sound enough 
but cannot be paid back on the dot. The only safe banking is 
short-term banking, and he is absolutely right when he insists 
that his loans be used only in quick turns and not for permanent 
or uncertain investments. 

But little need be said about the second abuse of bank credit. 
The insistence of banks on full financial statements from would- 
be borrowers and the enactment of laws making any material 
misrepresentation in these statements a criminal offense, have 
ended the grosser abuses in this direction. 


~§ 298. Bank Collateral 


We have spoken in the preceding section of bank credit as if 
it were always obtained on the strength of a company’s standing. 
This is, in fact, the case when a concern borrows simply by giving 
its unsecured note, and even when it indorses and discounts a 
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note which it has received from some customer who is practically 
unknown to the bank. Bank credit is even more extensively 
obtained, however, when it is directly backed by collateral 
security of some kind. Such loans are more easily granted, not 
only because the banker calculates that he is secured against loss, 
but also because he has a better check on the uses to which his 
money is to be put. 
Collateral may be conveniently classified under three heads: 


1. Stocks and Bonds 
2. Merchandise 
3. Accounts Receivable 


§ 299. (1) Stocks and Bonds as Collateral 


As security for loans, stock and bonds are the banker’s favor- 
ite, at least in the United States. This is due to the fact that the 
stocks and bonds available as collateral are usually salable, so 
that in case of default on the part of the borrower, the banker has 
little difficulty in disposing of the collateral and repaying most 
orallof hisadvances. This statement is not to be taken as apply- 
ing indiscriminately to all stocks and bonds; for the securities of 
some local or little known companies, even though the companies 
may be carrying on a successful business, are about as unmarket- 
able property as can be mentioned. At the other extreme are the 
active securities of the great corporations which are being daily 
bought and sold in large quantities on the New York and other 
stock exchanges; these are the securities that serve as collateral 
for the enormous amounts of call loans kept outstanding by the 
banks of the New York financial district. 

Between these two classes of collateral there are many sound 
securities which the banker regards as at least fairly marketable, 
and which he is willing to take as collateral. Some of these securi- 
ties are owned by commercial and manufacturing corporations 
which may properly use them as a basis for bank credit. There 
is, however, a limitation to be noted here. It is not regarded as 
sound practice for a corporation to post as rollateral the stock 
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of a subsidiary company. In the first place, the stock probably 
has no active market and the bank will accept it only reluctantly 
and when it is mixed with salable collateral, and in the second 
place, the corporation should not be compelled to take any chance 
—even a remote chance—of losing control of an essential piece 
of property. The securities of subsidiary companies may serve 
properly as collateral for long-term bond issues, but not as col- 
lateral for bank loans, 


§ 300. (2) Merchandise as Collateral 


Merchandise serves as collateral when a company posts ware- 
house receipts, bills of lading, or specific liens upon specific pieces 
of its personal property as collateral. The first-named case is 
the one that is most common. Millions of dollars of holdings of 
cotton, wheat, and other grains are carried in this way every 
year following the harvesting of the crops. Once in a while 
manufacturing corporations may have collateral of this nature, 
as when a steel manufacturing company holds pig iron, but this 
is unusual. Bills of lading, indorsed to the order of the bank, 
commonly serve as collateral for drafts discounted by the seller 
of merchandise. Millions of dollars’ worth of goods in transit 
are in this way utilized as backing for loans made by the banks, 
and accepted as collateral up to a fair proportion of their value. 

This is particularly true in the export trade where the banker 
does not feel sure enough of the standing of the drawer of the 
draft or of the salability of the merchandise to risk discount- 
ing the whole draft, but is willing to make advances up to, say, 
50%, 60%, 80%, or more of its face value. This is true also 
when the merchandise consists of goods that are perishable or 
that do not have a ready market. A draft, covering a shipment 
of fruit, for instance, might not be readily discounted, but sev- 
eral of these drafts would be regarded as good collateral for an 
advance of, say, 50% to 75% against their face value. Liens on 
specific pieces of personal property are not common, but may at 
times be perfectly good banking collateral. 
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§ 301. (3) Accounts Receivable as Collateral 


Accounts receivable fall into a different class. The evidence 
of indebtedness of a third party to the borrower is so uncertain 
and the claims upon specific property are so indirect, that ac- 
counts receivable are not customarily accepted as sound collateral 
for a bank loan. It is considered better for the company to bor- 
row on its general credit rather than to assign its accounts receiv- 
able as collateral. Asa result of the unwillingness of most banks 
to accept assignments of accounts receivable as collateral, a con- 
siderable number of financing and discount houses have come 
into prominence during the last few years, which make a specialty 
of advancing money against open accounts. 


§ 302. Factors Considered by Banks in Making Loans 


The underlying principles followed by the banker in extend- 
ing credit have been touched upon in the two preceding sections. 
It is important to bear in mind particularly: 


1. That the commercial banker must confine himself to 
making short-term loans. ; 

2. That he should satisfy himself that the money he loans 
is to be invested in such a way that it can readily be 
reconverted into cash. 

3. That credit granted on the general standing of a business 
enterprise entitles the banker to a full and detailed 
statement of the company’s financial standing. 

4. That collateral, to be acceptable to a banker, must con- 
sist either of securities and merchandise which are 
readily salable, or of drafts which are quickly convert- 
ible into cash. 


Among the factors considered by banks in making loans, must 
necessarily be the legal restrictions in force at the time. 
The banking law which went into effect in 1914 provides that 
“any Federal Reserve Bank may discount notes, drafts, and 
bills of exchange arising out of actual commercial transac- 
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tions.” The effect of this law is to increase the value of two- 
name paper, accepted drafts, and other evidences of debt, which 
are the direct results of commercial transactions, and correspond- 
ingly to decrease the value of paper which is not available for re- 
discounting at Federal Reserve banks. Under this law, the 
paper issued by one subsidiary company to a holding company 
as an accommodation note—such as the 30 to 4o million dollars 
of Claflin notes previously referred to—would not be available 
for rediscounting. One result of the collapse of the Claflin firm 
was to strengthen greatly the movement in favor of putting a 
premium upon paper which arises out of commercial transactions. 


§ 303. Bank Customs as to Loans 


Among the unwritten rules that have long been customary 
among bankers in making loans, these two are of chief impor- 
tance: 


1. Of the amount loaned by a bank, 15% to 25% shoula be 
left in the bank on deposit, the other 75% to 85% only being 
available for meeting obligations. This is a long-standing cus- 
tom, but is not universal. It is more strictly applied by some 
banks and in some lines of business than others. When a line of 
credit is granted, the company to which it is granted is expected 
at all times to keep an amount on deposit equal to from 1 s7o to 
25% of the total credit. 

2. All bank loans should be ‘“‘cleaned up” at least once a 
year so that the bank may make sure that the money it lends is 
not going into permanent investments. « This is especially neces- 
sary in those lines of business which have well marked seasons of 
activity. It would be clearly inadvisable for a bank to allow a 
customer in such a line credit for the coming season until after 
he has paid up his loans for the previous season. With manu- 
facturing corporations the rule is not so strictly applied; yet even 
here it is desirable that the company’s balance sheet should once 
in a while be wiped clear of bank loans. If this cannot be done, 
it is clear enough evidence that the company is using bank funds 
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as a part of its permanent capital, which it is obvious should be 
reinforced by the sale of more stock or long-term securities, not 
by bank loans. 


§ 304. Banker vs. Borrower 


All these rules of successful and conservative banking are 
also the rules of successful and conservative financing of all busi- 
ness corporations which borrow from banks. There is no con- 
flict whatever between the two points of view. A banker wishes 
in normal times to lend as much as he can safely place; the treas- 
urer of a borrowing corporation wishes to borrow as much as he 
can safely carry. In theory there should never be a disagreement 
or a hitch between them. However, the frailties of human nature 
are not so easily set aside. A treasurer’s prejudices and fancied 
interests frequently lead him to oppose reasonable requests and 
criticisms; on the other hand, a banker is at least equally liable 
to suffer from obstinate prejudices. Recently an eastern manu- 
facturer asked his banker for a loan of $25,000. ‘‘I see,” said the 
banker, looking over the manufacturer’s statement, ‘“‘that your 
advertising expense for last year just about equals $25,000. If 
you would cut off your advertising you would have all the money 
you need.” The manufacturer tried to explain that it was neces- 
sary for him to advertise in order to sell his goods, and that the 
money borrowed from his bank was required in order to purchase 
raw materials which would be quickly manufactured into salable 
articles. But the banker had a prejudice against advertising 
which nothing could shake. It is characteristic of the banker’s 
work that it has a tendency to make him a slave to routine and 
to fixed ideas, which are obstacles to the prosperity both of his 
customers and of himself, 


CHAPTER XXIX 


NET INCOME 


§ 305. A Condensed Income Statement 


The determination of income may be regarded as primarily 
a problem of accounting, but it is also a financial preblem. We 
shall therefore take up for brief review the question of how 
corporate income is and should be determined. 
For purposes of illustration the following typical statement 
of income is reproduced from the December 31, 1921, report of 
the Consolidation Coal Company. 


Rarmings trom Operations. ..... -resccieeo aera. $25,170,374.42 
Operating Expenses, Taxes, Insur- 

ance and Royalties, exclusive of 

Income and Excess Profits Tax. . $20,095,303.04 


WDE PRECIVUION Reo le pitegs Cea aye oka. 1,258,761.66 

ID eso) User ins WR Cline olga ode 1,003,262.17 22,357,326.87 

Net Earnings from Operations. ...............-- $ 2,822,020.55 

Profit from sale of Capital Assets............... 194,119.18 

Income/from' Other'Sources 24. 7630s. ove we - 1,055,273.09 $4,071,412.82 


TLaRP ASS as 2 es et Pac eee ROR RPE 25 CLO chhcie otc ERS Paciian ame ba 1,332,819.27 


Net Earnings for the year, before deducting Income and Excess 


“PXGIEUES Ce cao IM Clee Beak MARS dart Bat RN be Eran Uae hae bo See ic aeon oe $2,738,593-55 
Less: Reserve for Income and Excess Profits Tax..............++- 500,000.00 
BTOUNS TOL TNC YORE ce eee aha ith ah ne yds Bae nid Boonisie os $2,238,593-55 
Realization of Appreciation of Coal Lands, March 1, 1913........ 917,892.10 
Surplus for the year available for Dividends) ree peas sein ueia: ake $3,156,485.65 
Less: Cash Dividends declared for the year 1921..........+++++: 2,411,980.50 
Net surplus for the year carried to Profit and ossepre th aesbiien $ 744,505.15 
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Ignoring the appreciation in value of coal lands, this state- 
ment shows, after payment of dividends, a deficit of operations 
for the year of over $173,000. The year 1921, however, showed 
many deficits from operation, and as the present company has 
a surplus exceeding $90,000,000 the matter is not one to cause 
alarm. 


§ 306. Calculating the Corporate Income 


The above example of an income statement shows the essen- 
tial steps in calculating income, which are as follows: 


1. State gross earnings. 


2. Deduct operating or manufacturing expenses, including 
selling, administrative, maintenance, depreciation, de- 
pletion, etc. 

3. The result is net earnings from operation. 

4. Add income from other sources. 

5. The result is total net income. 

6. Deduct taxes, interest, rentals, sinking fund and any 
other fixed charges. 

7. The result is surplus for the year applicable to dividends. 

8. Deduct preferred dividends. 

9. Deduct common dividends. 


10. The result is surplus—or deficit—from the year’s opera- 
tions to be credited or debited to surplus account. 


§ 307. What Constitutes Income 


It seems hardly worth while to point out that income and 
expenditure are by no means identical with cash receipts and 
cash disbursements, though this elementary distinction is not 
always grasped. Income as understood in modern business in- 
cludes all the various kinds of realized gain from operations 
during a given period. This gain may be realized in the form of 
increased accounts receivable, enlarged facilities for production, 
reduced obligations, or in various other ways. Inasmuch as the 
extent of the gain is frequently difficult to measure, there is con- 
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siderable latitude for the exercise of discretion and good faith on 
the part of officials in estimating income. It is therefore possible 
for them, if they are not governed by the strictest integrity, to 
enlarge or reduce the statement of income which they give to their 
stockholders and to the public to such an extent that these 
statements become dangerously unreliable. 


§ 308. Gross Earnings—Appreciation in Value 


Under such conditions the greatest conservatism and honesty 
should obtain all through a financial statement. If it does not, 
the statement is not only a fictitious presentation in itself, but is 
an absolutely unsafe basis for future action. 

A typical lack of conservatism in the matter of earnings is 
found in the early history of the United States Realty and Con- 

struction Company. In its first report, earnings for the first 
_ nine months of the company’s existence were given as $1,417,000; 
but it later appeared that $487,000 of these earnings consisted 
of ‘profits from estimated increase in the value of investments 
still held.” This item is characteristic of a procedure frequently 
advocated by corporate officials who desire to make a showing 
of profits that have not been earned through operation. Real 
estate, securities, stocks of merchandise, and the like are con- 
stantly fluctuating in value. If any of these properties are 
actually sold and a profit is realized, it is entirely proper that this 
profit should be credited to surplus, but to credit it to the surplus 
arising out of operations during a given period is to give a dis- 
torted view of the operations for that period. Beyond this, so 
long as the profit is not realized, but exists simply on paper, it is 
a rule of accounting practice that it should not be credited at all. 
Officers who advocate marking up profits on account of fluctua- 
tions in value of permanent holdings are frequently the first ones 
to find some plausible reason for declining to mark down profits” 
when these same holdings decline in value. If a company is 
engaged in the business of buying and selling real estate or 
securities, the case may be different and may be wothy of further 
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consideration, but in other cases such profits should not be 
credited unless realized. 


§ 309. Cost or Market as a Basis of Valuation 


Before the Great War, the accounting rule that valuations 
should be “at cost or market, whichever is lower,” was almost 
invariably adhered to in conservative practice. The wide 
variations of costs and values resulting from war and postwar 
conditions have, however, brought about some changes in the 
application of this rule, and the general principle that incre- 
ments in values of assets should not be brought on the books 
until the profit has been actually realized by the sale of the assets 
has been liberalized. For instance, in 1920 the Consolidation 
Coal Company by revaluations of its coal lands brought into 
its income statement and added to surplus an amount of over 
$33,000,000.1 In the 1921 income statement of this company 
shown earlier in the chapter, a similar addition to surplus is 
shown of almost a million dollars. 

The following opinion on this subject is interesting :2 


My suggestion is that when reappraisals or inventories at 
market indicate higher values than cost, the appreciation may be 
expressed in the balance sheet provided the increment is not set up 
as realized. I am not sanctioning the practice of anticipating 
profits, for that is vicious. Let me illustrate. Ifa concern buys or 
produces copper at ro cents a pound, which at the date of inventory 
is freely selling at 15 cents a pound, and the market continues to 
rise after the date of the balance sheet,surely no sound accounting 
or economic principle is being violated if the market value as welk 
as cost is shown in the balance sheet. To carry copper at ro cents 
because cost is lower than market, would be positively misleading 
unless the additional financial resources of the concern are dis- 
closed somewhere on the statement. Likewise, when copper costs 
20 cents and at the date of balance sheet is selling for 18 cents, and 
after the date of the balance sheet has declined still further, it is 
equally deceptive to value the copper at 18 cents merely because 
that happened to be the market price on one day. 


1See Book III, §§ 26, 27. 
* Montgomery’s Auditing, Vol. I, p. 5, 
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§ 310. Gross Earnings—Profits on Work in Progress 


Another doubtful item from the standpoint of conservative 
practice is found in the first report of the United States Realty 
and Construction Company referred to in the preceding section. 
It includes among the earnings of the period the sum of $577,000, 
for “profit on buildings in progress, estimated proportion 
accrued.” Here, however, there is more room for debate It 
would seem unfair that companies which customarily engage in 
long-time contracts, such as the construction of buildings and 
the like, should credit no profits to the period in which the con- 
struction work is going on. On the other hand, it was found in > 
the case of the United States Shipbuilding Company that the 
anticipated profits on large contracts, which had been counted 
in the millions of dollars, were never realized, but actually turned 
into a loss at the completion of the contracts. Estimates of 
profits on uncompleted contracts are likely to be made by officers 
whose judgment may be warped by their own interests. Such 
items are to be considered, therefore, with some degree of skep- 
ticism. 

Another fruitful source of error in stating gross earnings is 
over-optimism in the valuation of finished and partly finished 
products and raw materials on hand. Sometimes balance sheets 
are found in which inventories amount to several times the 
aggregate of gross sales. In such cases it is clear that even a 
slight excess valuation of the inventories may be the real source 
of a considerable proportion of the alleged profits. Where the 
item of inventories appears to be constantly growing, from year 
to year, more rapidly than’ sales and profits, the estimate of 
gross earnings should certainly be subjected to close examination. 
Particularly is this true in a period of deflating values such as 

‘existed in 1920 and 1921, when many inventories were reduced 
one-half or more by falling values. 

It should never be forgotten that, by reason of the discretion 
which is necessarily accorded to them in estimating gross earn- 
ings, corporate officials ought to be exceptionally cautious, and 


872 CORPORATE FINANCE [Bk. II- 


for their own protection should rely to a great extent upon the 
judgment of impartial accountants and other outside advisers. 
Misstatements of gross earnings are not made necessarily with 
dishonest intentions; the men who are most interested in the 
business are frequently the very ones who are most easily per- 
suaded that an exaggerated estimate of unrealized earnings is 
sound and reliable. 


§ 311. Operating Expenses and Reductions 


There is usually little question as to the actual outgo for raw 
materials or other purchases, labor, selling expenses, salaries of 
officers and other administrative overhead, etc., all of which are 
directly chargeable to the various accounts that are grouped 
under the general heading of ‘Operating Expenses.” Even 
here, claims are sometimes advanced in favor of charging such 
expenditures as those for advertising and for training employees, 
to capital accounts rather than to operating expenses, on the 
theory that such expenditures are a permanent benefit to the 
business. If such claims are to be allowed at all, which is usually 
doubtful, it is regarded as correct practice to charge them to some 
such account as ‘‘Deferred Expenses,” which is carried on the 
balance sheet for the time being as a capital account but is 
intended to be written off within a brief period. 


There is little, if any, question also as to most expenditures ~ 


for repair and maintenance of the permanent property of the 
business. This property must be kept up as nearly as possible 
to its original standard of efficiency, and the expense of so doing 
can scarcely be regarded otherwise than as a portion of the total 
expense of operation. Going a step farther, it is well to point out 
that many new companies make a serious error in not beginning 


at once to charge against profits a fair allowance which will take - 


care of a portion at least of the repairs and other maintenance 
expenses that are to be expected in the course of a few years. 
Owners of apartment houses and other city real estate are fre- 
quently negligent in this respect. A building of this character 


see 
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may run for some years with comparatively slight outlay for 
repairs; then all at once everything is out of order. Either 
large sums must be expended and charged against operating 
expenses, or the character of the building will change for the 
worse and a lower income will be obtained. The same line of 
reasoning applies to many manufacturing establishments. 


§ 312. Reserves 


Nearly al! well-managed corporations charge against the 
profits of each year an estimated sum, or a number of distinct 
estimated sums, which are intended to provide for losses and 
expenses likely to arise in the future but which are incident to 
the operations of the current period. The sums so charged 
are credited to reserve accounts, which are carried on the balance 
sheet of the company. 

As to the nature and use of these reserve accounts, there is 
much misunderstanding. They do not consist, as people seem 
sometimes to imagine, of funds of cash or property set aside for 
the purpose of meeting future expenses. It is, in fact, easily 
possible that a company may accumulate large reserve accounts 
and yet be quite unable to meet the anticipated expenses when 
they actually arise. This is due to the fact that the reserved 
profits are tied up in stock or equipment or in other ways and the 
company is short on cash and free credit. 

The essential character of all such reserves lies in the fact 
that they constitute a deduction from profits. They exist only 
in the form of entries and figures in the company’s books of 
account. It is quite possible that a firm which carries no 
reserves on its balance sheet may be just as conservatively 
managed as the one which has large reserves. But the proba- 
bilities are the other way, for the reason that proper estimates in 
favor of reserve accounts assist the officers and stockholders of a 
company in gauging the true status of the business and tend to 
prevent over-optimism and dividends that should not be paid. 
9 See Book III, Ch, III, “Reserve Accounts,” 
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§ 313. Depreciation 

The most common form of reserve is that for depreciation 
in the value of fixed assets, due to wear and tear, obsolescence, 
etc. Depreciation on account of wear and tear may be estimated 
in advance with some accuracy, but depreciation for obsolescence 
is always of uncertain amount. No one can foresee what changes 
in taste or fashion, what unthought-of inventions, or what im- 
provements in organization may take place, which will perhaps 
render useless, or partly useless, much of the company’s plant, 
machinery, or other assets. The best that can be done is to 
make a fairly liberal estimate, based on the experience of the past 
and trust that it will be sufficient to keep the book value of fixed 
assets always well within the limits of actual value. If this 
result is not accomplished, then the depreciation reserve is in- 
sufficient and net income is overstated. 


§ 314. Fallacious Depreciation Offsets, 


Although the presence of depreciation as an actual factor in 
every business can scarcely be denied, yet the absence of any 
depreciation charges and reserve accounts on the books of cer- 
tain corporations is defended by fallacious arguments. For 
example, many street railway companies and other public utility 
corporations decline to make any deduction for depreciation 
charges from gross income. The claim which many of them 
advance is that the value of their franchises is constantly in- 
creasing and is sufficient to offset the admitted decline in value 
of their road-bed and equipment. 

Much the same argument is advanced by some of the large 
oil companies which claim that appreciation in the values of ~ 
some of their properties is a proper offset against the depletion 
of others. This kind of argument is apparently advanced simply 
to justify a line of action previously determined upon. It is 
based on a twofold fallacy. First of all, granting that there is 
a steady rise in the value of franchises or a marked increase in the 
value of certain oil land, and that this increment should be taken 
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into the income account, it should be then valued by itself and 
shown as a source of income, while depreciation or depletion 
charges should be shown as a deduction from income; otherwise 
there is not even an attempt to make up a fair and reliable income 
statement. In the second place, in the case of the street railway, 
experience has shown that the alleged increase in the value of 
franchises is a highly uncertain factor. Most public utility 
enterprises are subject in a peculiar degree to legislative control 
and the legislature usually takes care that franchise values are 
not permitted to increase with excessive rapidity. Even if this 
were not the case the present-day swarm of jitneys and auto- 
buses can be depended upon to take care of the matter. 


§ 315. Insufficient Depreciation 


Another fallacy is clearly shown in a report of the Canadian 
Locomotive Company, which includes this remarkable assertion: 
“We have not added anything to depreciation reserve account 
as we feel that, our plant being new, the $75,000 already at the 
credit of this account is sufficient.” 

Following out this line of reasoning, it is evident that depre- 
ciation reserves are to be set aside only when the period has 
arrived in which they are actually needed. This makes the so- 
called depreciation reserve and the account for repairs and 
maintenance, practically identical, and does away with the only 
genuine reason for the creation of a depreciation reserve. Com- 
panies that have new plants and are enjoying prosperity are the 
very ones which should be setting aside liberal reserves for de- 
preciation. In contrast to this position is the action of the 
Baldwin Locomotive Works which wrote off from surplus the 
entire cost of the munition plants constructed by it at the time 
of the Great War. 

It is particularly necessary to set aside liberal reserves and 
write down severely in time of inflation. The London Economist 
has put the truth of the situation clearly in the following words: 
“Depreciation allowances are all the more necessary in a boom 
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period, because there is always the practical certainty that the 
boom will decline more or less suddenly and will leave over- 
valued stock on hand.” Many companies of high standing are 
at the present time embarrassed and in some cases on the verge 
of bankruptcy because sufficient reserves were not set aside 
during the inflated period that came with the Great War. 


§ 316. Arbitrary Depreciation Allowances 


The practice sometimes followed of arbitrarily setting aside 
for depreciation such sums as can conveniently be spared out of 
the annual surplus regardless of the amount actually required, 
is not one to be encouraged. This practice is followed, it is 
true, by some of the greatest and best-managed concerns of the 
country. But it is essentially unsound. Depreciation is not a 
theory or a vague notion in someone’s head; it is an actual ele- 
ment in the operation of every business; it is going on night and 
day, through all seasons, year after year, in periods of depression 
as well as in periods of prosperity. The provision against de- 
preciation should constitute, therefore, a regular charge against 
gross income. The amount of that charge should be estimated 
as accurately as possible and should be adhered to year after 
year; otherwise we get a purely fictitious showing of net profits. 
If large sums are charged off in one year and nothing is charged off 
the next year, the final showing of profits in the two years may be 
about uniform, whereas the business has perhaps really suffered 
an enormous fluctuation. The purpose of accounting should 
be, not to conceal such facts, but faithfully and clearly to set 
them forth. 


$ 317. Depreciation of Intangible Assets 


Depreciation of intangible assets should be liberally estimated 
and provided for. In fact, it is generally agreed that intangible 
assets should be written off at an especially rapid rate, even 
though their real value may not be decreasing. Many bankers 
and other financial men have a very high regard for what is 


Ch. 29] NET INCOME 877 


called a “clean” balance sheet, that is to say, one which includes 
only tangible assets at a conservative value with ample reserves 
to cover all possible losses. This preference seems to be in many 
cases little more than a prejudice, inasmuch as such assets as 
patents, copyrights, good-will, and the like may be permanent 
and constitute the greatest value of a valuable business. Under 
such conditions they may properly be carried as real assets. 
Nevertheless, even where this is the case, it is often advisable to 
defer to prejudice that has been created through the unscrupu- 
lous and reckless valuation sometimes placed on intangible 
assets, and to carry out the policy of “writing off” with consid- 
erable rigor.4 


§ 318. General Reserves 


There are many other kinds of reserves which should be 
carried if the business of a company is to be based on sound 
accounting and finance. The business of many companies, for 
example, requires them to enter into contracts which involve 
immediate payment on the part of the purchaser of their prod- 
ucts, combined with a liability assumed by the company to 
render future service. A company publishing a magazine 
usually collects subscription payments in advance and contracts 
to deliver the magazine over a twelve months’ period. This 
being the case, it is clear that the company actually earns the 
subscription payment only as it proceeds through the year with 
the delivery of its magazine, and that it would be improper to 
credit the subscription payment as income of the week or month 
in which it is received. The modern custom among magazine 
publishers is to credit an account called “Unearned Subscrip. 
tions” for payments sent in by subscribers, and at the close of 
each month to debit this account and credit another account 
called “Subscriptions Earned,” or some similar title, for the 
proportion actually earned by sending out magazines during 
that month. 

Te tSc6 Book III, §§ 144-146. 
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Any future outgo on contracts that are taken into current 
income account should be watched and provided for with the 
greatest care. Companies that are conservatively managed will 
always provide for future or contingent expenses of this kind. 
In the 1920 balance sheet of Babcock and Wilcox, for example, 
one item consists of “Reserve for completion of contracts, 
$2,316.038.” 

Another instance of commendable conservatism is given in 
the following quotation from the 1921 report of the president 
of the International Harvester Company: 


In the early years of the war, the officers and directors realized 
that the advance in prices of raw materials would affect this in- 
dustry in a peculiar way. It was evident that if the inventory 
were valued according to high war-time prices, the profits would be 
materially increased, and when, after the war, the inevitable decline 
in prices occurred, the company would be confronted with large 
losses due to such-declines. The company is compelled to have on 
hand constantly an inventory of raw materials, work in process, 
and finished machines of at least 50% of the gross sales of a normal 
year. The turnover in this business, that is, the period between 
the purchase of raw materials and the sale of the manufactured 
product, averages about twelve months, whereas in some lines of 
production the turnover is made in a much shorter time. 

In view of these facts it was decided that so much of the inven- 
tory as represented the portion constantly on hand (termed the 
basic inventory) should be valued at prewar (1916) prices and 
carried on the balance sheet at those prices; and that fluctuations 
in values should be reflected only in the amount of the inventory 
carried in excess of the base inventory. This policy was adhered 
to even though the United States government for taxation purposes 
valued the entire inventory at cost or market prices, thus resulting 
in the payment of taxes on profits never realized. 

The inventory at the close of 1920 was valued at the then cost 
or market, whichever was lower, and is so valued in this balance 
sheet. The company shows a net profit for the year 1921, not- 
withstanding the decline in value of the inventory. Had not the 
company adopted conservative methods in valuing inventories 
during the past few years the balance sheet for 1921 would have 
shown a net loss in excess of $20,000,000. 
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Another instance of cautious financing is explained in a 
letter from President Mitchell of the National City Bank to its 
stockholders. This letter referring to the 1921 operations says: 


During the past year, in addition to writing off from undivided 
profits the good-will cost represented in the acquisition of the 
Second National Bank, the Commercial Exchange Bank, and the 
Paris branch of the Farmers Loan & Trust Co., we have, from time 
to time, charged current earnings and undivided profits, crediting 
reserves and allocating to specific accounts sums which cover, with 
the exception noted below, every probable loss disclosed by careful 
analysis of the accounts of our head office and all of our branches. 
The exception is some probable loss in a group of loans to sugar 
estates in Cuba and a single loan in South America, the liquidation 
of which will in some degree depend on future trade conditions. 
These accounts have been the subject of special study by the 
management and by committees of our board of directors, and 
plans have been laid for working them out as rapidly as possible. 

We anticipate that the ultimate loss on these items will not be 
serious. In order, however, to amply provide for such shrinkage as 
may occur in these accounts, and to take up any other possible 
losses that careful scrutiny has not at this time revealed, the board 
of directors has deemed it conservative to establish a reserve for 
contingencies in the amount of $10,000,000 by a direct charge to 
undivided profits in that amount. Further, the board has ap- 
proved a policy of maintaining this reserve for contingencies at 
all times at not less than $5,000,000. 


§ 319. Concealment of Profits 


We have spoken above of charges for repairs, renewals, main- 
tenance, and depreciation as being properly included in operating 
expenses or in deductions from gross income, and have empha- 
sized the necessity for liberal allowances. There is, however, a 
possible, although not so frequent danger of going to the opposite 
extreme. Depreciation charges may be too high, and thus the 
showing of earnings may be unduly depressed. 

Again the various accounts included under the general 
headings of “Repairs,” ‘“Renewals,”’ and “Maintenance” may 
be stretched so as to include outlays for betterments. In this 
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case earnings on the income statement are decreased and the 
capital assets are at the same time built up but without any 
corresponding increase in their valuation on the balance sheet. 
Something of this kind has happened frequently in the manage- 
ment of railroad companies in the United States. Conservative 
companies will include in their “Maintenance” accounts, ex- 
penditures for reballasting, for laying heavier rails, for putting 
in permanent culverts and even bridges and for purchasing new 
locomotives and cars. After this practice has been carried on 
over a period of years and the property has been put into excel- 
lent condition, the profits are no longer diverted into and appar- 
ently lost in capital expenditures, the statements of earnings are 
allowed to expand to their correct proportion, and the stockhold- 
ers of the second period are perhaps given enlarged dividends or 
a “melon” of some kind. 

A notable instance of this procedure was afforded by the 
Lehigh Valley Railroad Company under the management of 
President Walter from 1898 to 1904. During these six years the 
stockholders noted in each year’s accounts that the charges for 
maintenance, repairs, etc., were reaching unprecedented heights 
and that the net profits were correspondingly reduced. They 
suspected the truth—that expenditures for betterments were 
being charged into maintenance accounts—and many of them 
protested, but without effect. 


§ 320. Is Concealment of Betterment Expenditures Justifiable? 


The management in the Lehigh Valley case, as in many other 
similar cases, took the attitude that they were the ones best 
acquainted with the needs of the corporation and were better 
entitled than were the stockholders to judge as to the necessity 
for betterment expenditures. They took, therefore, the course 
which seemed to them proper, and in order to avoid objection 
and interference, concealed—or partially concealed—the ex- 
penditures for betterments, thus improving the property of the 
corporation without the stockholders’ knowledge or consent. 
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The motives of the management in this case were unim- 
peachable, and there can be no doubt, as we look back, that the 
Lehigh Valley and its stockholders as a body have been greatly 
benefited by the policy that was followed. And other corpora- 
tions have done the same thing with advantage to their stock- 
holders. The question is, however, not whether accumulation 
of surplus out of earnings is wise, but whether concealment of 
the accumulating surplus is right. Concealment makes it 
easier for the directors to reserve profits. But it also offers a 
wide opportunity for fraud. And, speaking generally, the owners 
of property have a right to know its true status. Therefore, 
while recognizing the force of the arguments in favor of secrecy 
when a diversion or accumulation of surplus or profits is under 
way, the reply to the question must be in the negative. 


§ 321. Two Classes of Betterments 


Before leaving this subject, it may be well to call attention to 
the two different classes of betterment expenses which are gen- 
erally regarded as being properly financed in two different ways. 
One class consists of betterments which are certain to yield a 
definite, traceable return, either in the form of enlarged revenue 
or in the form of savings in outgo, as, in a factory, a better engine 
that will develop more power from the same amount of fuel. 

The second class of betterments consists of those which are 
considered desirable and well worth the expense involved, but 
which will not yield direct and traceable profits, as in the same 
factory, a reading-room, or lunchroom for the employees. 

By general consent among the officers and directors of great 
corporations, it is agreed that the first class of betterments may 
properly be financed by the issuance of fresh securities, if it can 
clearly be shown that the interest or dividends on these securities 
will be provided out of the enlarged income or the savings made 
possible by the betterment. The second class of betterments, 
however, should be provided for out of surplus. They may 
prove to be highly profitable, but there is no certainty on that 


882 CORPORATE FINANCE (Bk. II- 


point. The only money that should be spent on them, there- 
fore, should be money that has been accumulated out of the 
profits of the preceding years or that is currently accumulating. 
In case the judgment of the directors should be wrong, and the 
betterments should not make for enlarged profits, the corporation 
would at least escape a loss that would be damaging to its credit. 

The Pennsylvania Railroad Company has, perhaps, been 
the most consistent follower of the principle that has just been 
presented. In financing $150,000,000 of improvements of the 
company in New York City terminals, including tunnels under 
the North and East rivers and the magnificent terminal building, 
approximately one-half the investment was provided by fresh 
issues of securities; the other half was provided by charges 
against the surplus of the Pennsylvania Railroad and allied 
companies. 


CHARTER XOON 


DIVIDENDS! 


§ 322. Fixed Charges 


After a corporation’s net income has been determined, it is 
in order for the directors to consider how it shall be distributed. 
Normally net income is distributed through three channels: 
fixed charges, dividends, and additions to surplus. 

As to ‘‘Fixed Charges’ there is little that needs to be said at 
this point. They consist of taxes, payments on leases and 
rentals, and interest payments on the funded obligations. The 
amount of fixed charges (except for taxes) is determined by the 
amount and form of the company’s capitalization and of its long- 
term contracts. At the time when net income for a given period 
has been determined and its distribution is under advisement, 
the payments for fixed charges are no longer questions within 
the discretion of the directors or of anyone else connected with 
the company. Unless they are paid as they become due, the 
company ceases to be solvent. Such charges might, of course, 
and frequently have been in the past year, paid from surplus, but 
for the present purposes we will assume that net income is more 
than sufficient to meet fixed charges, and that there is remaining 
a balance available for dividends and surplus. 


§ 323. Dividends and Surplus 

As to the distribution of the available balance of net income 
between dividends and surplus, the board of directors is the sole 
authority. Neither officers nor stockholders, as such, have any 
voice in the matter and there are few effective legal restrictions. 


1 See also Book I, Chs, LII, LIII ‘‘Dividends’’; also Book III, Ch, XIV, “‘Dividends."’ 
883 
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We have before us, then, for treatment in this and in the following 
chapters, the two closely related questions: 


What principles should guide the directors in fixing divi- 
dends? 

What principles should guide the directors in accumulating 
and in using surplus? 


§ 324. Classification of Dividends 


Two classes of dividends are to be considered: those which 
are preferred and cumulative (with which may be included the 
so-called interest on income bonds), and those which are common 
or ordinary and have no special priorities. 

As to preferred dividends, much the same reasoning applies 
as has just been stated with regard to fixed charges. There is 
left, to be sure, a much larger measure of discretion to the direc- 
tors, who may, at their option, decide to defer the payment. 
But there is a corresponding penalty in the fact that the 
accumulated dividends constitute a growing barrier in the way 
of common dividends, and that the credit of a corporation is 
adversely affected by piling up large arrears of preferred divi- 
dends. For these reasons corporations that are earning sufficient 
profits and are in strong enough financial condition, usually pay 
their preferred dividends without much argument. There are, 
to be sure, some exceptions, but the pressure in favor of payment 
of preferred dividends, when possible, is effective in the great 
majority of cases. 

Preferred dividends which are not cumulative belong in a 
different class. The interests of the common stockholders, 
whom the directors usually represent, require that non-cumula- 
tive preferred dividends be passed until common dividends can 
also be paid. Hence we may include all dividend charges which 
have priority, but are not cumulative, under our consideration 
of common or ordinary dividends.? 


2 For detailed discussion of cumulative and non-cumulative dividends, see §§ 60-62; also 
Book I, §§ 109, 110. 
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§ 325. Average Rates of Dividends 


A valuable compilation showing the amount of railway stock 
in the United States which pays dividends, the percentage of 
this dividend-paying stock to all outstanding railway stock, and 
the average dividends over a period of years, is reprinted below.’ 


Amount of re £ ent Amount of Rasen 
Year Ended ee Yielding Vielding Dividends Dividend 
ividends Diaidends Declared iciding 
June 30, 1908 $4,843,379,740 65.69 $390,695,351 8.07 
1909 4,920,174,118 64.01 321,071,626 6.53 
" 910 5,412,578,457 66.71 405,771,416 7-50 
IQII 51730,250,326 67.65 460,195,376 8.03 
1gi2 5,581,289, 249 64.73 400,315,313 7-17 
1913 51730,982,416 66.14 369,077,546 6.37 
1914 5,667,072,956 64.39 451,053,346 7-97 
1915 5,219,846,562 60.45 328,477,938 6.29 
1916 51279;427,954 60.38 342,109.396 6.48 
Dec. 31, 1916 54.30,123,235 62 02 366,561,494 6.75 
1917 5,010,774,033 62.32 381,851,548 6.81 
1918 5,138,851,230 58.09 339,185,058 6.60 
1919 5,298,320,617 59.64 335»241,935 - 6.33 
1920 5,056,814,549 57.24 328,989,492 6.51 


It is of especial interest to note that over one-half of the 
railway stock outstanding in the United States during recent 
years has been paying dividends. 

Some interesting figures as to the invested capital of the cor- 
porations of the country and the dividends paid thereon are 
contained in the 1922 “Statistics of Income” issued by the 
Treasury Department. For the year 1919, according to these 
statistics, 192,037 corporations reported the amount of their 
invested capital. The grand total was $66,130,351,148. The 
net income of these same corporations for 1919 before payment 
of taxes was $9,305,769,954. Income and excess profits taxes 
amounted to $2,162,260,244, leaving net income available for 


dividends of $7,143,509,710. 


3 By courtesy of the Bureau of Railway Economics, 
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The statistics do not give directly the amount paid out by 
these corporations in dividends, but the individual returns for 
the same year show total receipts from dividends of $2,453,774,- 
825. Ignoring dividends received by corporations holding 
securities of other companies, which it is presumable would 
eventually come into the hands of the individuals, this gives us 
a rough basis for calculation, and from this we find that the per- 
centage of net income to invested capital is approximately 
10.96%, and that the dividends actually paid were approximately 
3.767% on the total corporate capital. 


§ 326. Percentages of Earnings Devoted to Dividends 


An instructive tabulation of the income statements of about 
goo English companies for the year ended July 31, 1914, before 
the economic conditions of the country had been disturbed by 
the Great War, shows the following distribution of profits: 


Net Preferred Ordinary Surplus, 

Profits Dividend Dividend Reserves, etc. 

ee & % By % £ % 
Breweriés....... 2,400,759 486,255 20.2 1,312,820 54.4 610,684 25.4 
Gaseedin He Hox, 856,541 139,729 16.3 887,953 103.7 *171,141 *19.8 
Tron, Coal & Steel. 1,533,761 275,244 17.9 669,196 43.5 580,321 38.5 
Shipping. eee 770,861 104,895 13-6 326,952 42.2 339,014 44.2 
Teas, Rubber, etc. 535,699 31,247 5.7 400,384 75.0 104,068 19.3 
“LrstSaeth doesnt ie} l0o0s7;25 25,663 16.0 109,220 67.9 25, 5A2 LOSE 
Waterworks..... 62,727 0,357 14.9 45,315, 72.3 8,055 12.8 


Miscellaneous.... 3,160,147 945,715 29.9 1,473,991 46.5 740,441 23.6 


9,490,220 2,018,105 21.3 5,225,831 55.2 2,246,284 23.5 


* Deficit. 


It appears from the above table that preferred dividends 
received 21.3% of the net profits of these goo companies; ordi- 
nary dividends received 44.2%; and the balance added to 
surplus was 23.5%. 

It should be noted in passing that the gas companies biva 
out in ordinary and preferred dividends, considerably more than . 
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their net profits, showing that they drew in this year upon the 
surplus accumulated in previous years. 

The London Economist comments on the above table as 
follows: 


As usual the iron and steel and shipping companies have 
adopted a conservative policy with regard to the distribution of 
profits to their shareholders. Most of the rubber companies have 
no preference shares, and prefer to maintain their high dividends 
at the expense of the reserve funds. A very high percentage of 
the profits of the water and gas companies goes to the ordinary 
shareholders, and in the case of the latter large reductions have 
been made in the amounts carried forward for this purpose. 


Similar compilations for companies in the United States are 
not available. Returning, however, to the “Statistics of In- 
come’ issued by the Treasury Department, we find that in 1919 
the net income of 192,037 companies reporting definite invested 
capital was, after payment of taxes, $7,143,509,710, and that the 
dividends paid to individual stockholders was $2,453,774,825: 
This gives a little over 34% of the net corporate income paid out 
in dividends, and between 65% and 66% retained for surplus 
and reserves. As will be noted, the tendency in European coun- 
tries is much more strongly in favor of paying out the greater 
portion of earnings in the form of dividends than it is in the 
United States. Doubtless this is due in large part to the com- 
parative instability of economic conditions in a newer and 
rapidly growing country. It is due also to different and in some 
respects more conservative standards of capitalization. 

It is obvious that the statistics given, although interesting 
and of some value as furnishing a standard of comparison, are 
not likely to prove of much assistance to directors in solving the 
dividend problem for their own company. There are, however, 
principles which have been almost unconsciously worked out 
through the experience of thousands of corporations, and which 
are now accepted as sound by most conservative business men. 
These principles furnish the safest and most satisfactory guide. 
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§ 327. Regularity of Dividends 


It is a matter of the greatest practical importance that 
dividends should as far as possible be regular in both payment 
and rate. This somewhat obvious fact must be regarded as 
almost a discovery of the last generation or two. Formerly the 
unquestioned practice was to regard shareholders as standing in 
substantially the same relation as partners. They were sup- 
posed to be familiar with the status and fluctuations of the busi- 
ness and were expected to share in its ups and downs. If the 
enterprise enjoyed an exceptionally good year, it was accepted 
as a matter of course that the dividend rate would be correspond- 
ingly increased. If in the following year there was a sharp 
decline in profits, the dividend rate should be correspondingly 
cut. 

As a matter of fact, this is today the practice of a great 
number—perhaps the majority—of corporations. In so far as 
it is followed by close corporations, all the stock of which is held 
by men who are themselves active in the business and familiar 
with its every phase, it is probably unobjectionable. It is a 
matter of personal preference in many cases, and has the advan- 
tage of stimulating the interest of those shareholders who are 
active in the business to the highest degree. 

But the corporation which has shareholders who are not 
active in the business or familiar with it is in a different situation. 
This remark applies with especial force to the great corporations 
that number their shareholders in the thousands or tens of thous- 
ands. The vast majority of these shareholders have only the 
barest information as to the manner in which the business is 
handled and as to the results that are being achieved, and are not 
sufficiently familiar with the business or sufficiently interested in 
it to absorb more detailed information if it were given to them. 
They regard their ownership of a company’s stock purely as an 
investment of capital that will bring them an income. They 
buy a railroad or an industrial stock much as they would buy a 
real estate mortgage—the only purpose being that of securing 
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a dependable income with a chance at profits. The object that 
is actually in their minds in making the purchase is not a partner- 
ship interest in a going enterprise, but certain pieces of paper 
called “certificates of stock” which at regular intervals will 
bring them dividend checks. 

To shareholders of this type, regularity in their dividend 
returns is of the highest importance. They count upon these 
returns as a fixed portion of their income—indeed, in thousands 
of instances the living expenses of dependents are provided out 
of these dividends. The American Telephone and Telegraph 
Company has more women shareholders than men. The same 
thing is true of other corporations, and all of the large corpora- 
tions number many women among their shareholders. The 
effort of the directors of a corporation which includes a large 
proportion of shareholders of this type should clearly be to meet 
their needs by paying a permanent rate of dividends with the 
fewest possible fluctuations. This dividend rate in a really 
stable and conservatively managed corporation seldom varies 
to any considerable degree except when it is increased. And it 
is not increased until after the directors have assured themselves 
that in all human probability a later decrease will not become 
necessary. If there are unusual, or possibly temporary profits 
which it is thought wise to distribute, the directors of such cor- 
porations will ordinarily announce an “extra” dividend or once 
in a while will cut a “melon” in the form of a stock dividend or a 
subscription privilege. These extras, however, are to be re- 
garded only as incidents which should not be allowed to disturb 
the regular and uninterrupted flow of dividends. 


§ 328. Advantages of Dividend Regularity 


The desirability of maintaining regularity of dividend rates 
rests not merely upon the duty of the corporation to its share- 
holders, but also upon the substantial gain for the corporation 
itself. By reason of the fact that shares which yield regular 
dividends are in demand by so large a body of owners of capital 
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who are not engaged in active business, there is a much stronger 
demand for these shares than for those which are paying irregular 
dividends. Out of two issues of common stock otherwise equiva- 
lent, one of which is paying a permanent dividend rate year 
after year and the other of which is paying dividends irregularly 
but averaging at least as high as the regular payer, the first- 
named issue will always sell at a substantially higher price. For 
this reason, the corporation which has succeeded over a period 
of years in maintaining a record of dividend stability, and which 
has not changed and is not likely to change its dividend except 
to raise it to a permanently higher level, enjoys the benefit of a 
credit and of a demand for its securities which is worth a large 
amount of money. 

For both these reasons, even the smaller corporations are 
tending more and more strongly toward so adjusting their affairs 
that regularity—or at least approximate regularity—of their 
dividend rates can be attained. It is coming to be more and 
more widely recognized by bankers, investors, and the public at 
large, that the ability of a company to maintain regular rates is 
a better test of its soundness than is its ability to pay high but 
irregular dividends. 


§ 329. Regular Dividends vs. Irregular Profits 


In sharp contrast to the desired regularity of dividend pay- 
ments is the wide fluctuation in profits that is characteristic of 
the majority of corporations. Business does not move on a 
regular and even keel. Economic and financial conditions vary; 
changes in management occur; difficulties with employees arise; 
changes in taste may suddenly create new markets or wipe out 
markets—all these and many other factors which are constantly 
at work bring about kaleidoscopic changes which often come as 
great surprises even to people who are intimately acquainted 
with the business. The sudden outbreak of the Great War in 
t914, followed by an intense depreciation in iron and steel and 
machinery industries, was an unexpected variation of this kind. 


Ch. 30] DIVIDENDS 891 


Within a few months it was followed by an unprecedented de- 
mand from the European nations at war for the products of 
American farms and factories, stimulating production and prices 
to an unheard-of extent; this was a variation no less surprising. 
Then came the deflation following the close of the war. This 
was the expected happening but none the less, many of the great 
corporations were caught unawares. Thus the Central Leather 
Company showed a net income for 1919 of $16,126,689, and in 
1920 a net deficit of $20,590,006. 

Also rapid fluctuations are constantly taking place even 
under normal conditions. Certain lines of business, such as 
building construction, ship construction, iron and steel manu- 
facturing, and manufacturing of novelties and articles of fashion 
or luxury, are peculiarly subject to great fluctuations. In 
Andrew Carnegie’s famous phrase these industries are either 
“prince or pauper.”” For instance, during the fiscal year 1913 
the Lackawanna Steel Company earned over $3,000,000 available 
for dividends on its common stock, equal to 8.3%; in the fiscal 
year 1914, prior to the outbreak of the Great War, the same 
company showed a deficit, after payment of fixed charges, 
amounting to $1,500,000. Again in 1918, profits available 
for dividends were over $8,000,000, while the company’s profits 
for 1919 were but $356,863, and it “dipped” into surplus to pay 
dividends to the extent of $1,749,152. In 1920 this deficit 
was easily covered by the net profits, and this after payment of 
dividends. 

On the other hand, industries which sell small articles for 
personal use, such as cigars or household sundries, are likely 
to avoid fluctuation. The business of the large five-and-ten- 
cent stores is especially stable; owing to the fact that they are 
operated on a strictly cash basis, there is usually little difficulty 
in adjusting expenditures to sales. During August and Sep- 
tember of 1914, when almost all other lines of business were 
suffering, the business of F. W. Woolworth Company and S. 
S. Kresge Company both showed very satisfactory increases 
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over the business of preceding years. In 1919 the Woolworth 
net profits were $10,361,557; in the disastrous year that followed 
they were $9,775,252. The Kresge net for 1919 was $3,505,201, 
for 1920 $3,678,506. Contrast these figures with those of the 
Central Leather Company’s loss for the same year of over 
$20,000,000. 

Companies which follow the policy of protecting their cus- 
tomers and of charging prices that yield them only a moderate 
rate of profit are likely to be rewarded by being able to maintain 
a fairly steady volume of sales and of profits. If this policy 
results in stabilizing dividends, the credit of the company may 
be so much enhanced as to be of much greater value than any 
excessive profits it might have extracted from its customers. 


§ 330. Rule for Maintaining Regularity of Dividend Rate 


Although companies differ widely among themselves, they 
are all subject to a-greater or less degree of fluctuation in their 
profits and at the same time (with the exception of the closely 
held corporations) they are all under pressure to maintain regu- 
lay rates of dividends. How are these two conditions to be 
reconciled? 

There is obviously only one satisfactory answer—dividends 
must not be allowed to rise, even in the most prosperous periods, 
above a conservative estimate of the minimum earnings of the 
company. Those concerns which suffer from great fluctuations 
find this to be a harsh rule. It means that, so long as there 
remains even a reasonable possibility that earnings may sink 
close to or below the level of fixed and contingent charges, no 
dividends whatever should be paid. This has, in fact, been the 
rule followed by all really successful corporations the nature of 
the business of which involves unavoidable fluctuations. The 
Carnegie Steel Company ran as a highly successful corporation 
for many years without paying dividends. When Charles M. 
Schwab took control of the Bethlehem Steel Corporation in 1902 
and started to build it up, it was on the basis of devoting all the 
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earnings to upbuilding without paying a cent of dividends— 
and the policy was rigorously followed until recent years. 
Even after a corporation of this nature begins to pay dividends, 
it is not to be expected, if the management is conservative, that 
they will rise anywhere near the level of the average earnings. 
The rule of keeping dividend payments below the level of 
minimum earnings must strictly be adhered to. 


§ 331. Results of Conservative Dividend Policy 


Possibly the net result of such conservation as to dividends 
may, at first glance, seem to be a permanent loss to the share- 
holder, who can never expect on this principle to receive in 
dividends any large proportion of the actual earnings of their 
corporation. However, this loss is apparent, not real, for two 
reasons: 

1. The proportion of earnings paid out in dividends being 
small, there is a rapid increase in the productive capacity of the 
company, due to betterments provided out of surplus, and this 
increase may in the course of a few years raise even the minimum 
net earnings far above the average earnings that would otherwise 
have been received. 

2. The very fact that lines of business in which great fluctua- 
tions occur call for extreme patience and self-denial on the part 
of shareholders, means that comparatively few men are willing 
to put their capital and energy into getting a business of this 
nature thoroughly well established and that opportunities for 
exceptionally large profits are, for this reason, left open. 

It is partly owing to this condition that Andrew Carnegie 
and his partners built up their wonderfully profitable iron and 
steel business. Their earnings year after year went back 
into the business, and they did not themselves realize the full 
value of the property they had created. But when the time 
arrived for the formation of the United States Steel Corporation, 
the market value of the securities that went to the Carnegie 
Company was well over $500,000,000. 
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The same rule could be applied with even less question and 
more rigor to those corporations which conduct a comparatively 
stable business. For them it is only a minor hardship to keep 
dividend payments below the level of minimum earnings. This 
regularity of dividend payments results in a gain in credit that 
is secured with relatively little sacrifice. 


§ 332. Dividend Practice—Regular Dividends 


Taking a few examples first of regularity of dividends, we 
have such records as that of the American Sugar Refining 
Company, which paid regular dividends every year from 1901 
to July 1921 of 7% per annum, and an extra dividend of 34% 
each quarter from July 2, 1918, to October 2, 1920. The 
Mergenthaler Linotype Company, during the ten years 1902 to 
1912, paid 10% regular dividends plus a 5% extra dividend each 
year, making 15% annually. Since then its dividends have 
ranged between 10% and 15%. 

The dividend record of the John B. Stetson Company, 
which follows, is an excellent example of stability combined 
with liberal distribution of large profits accumulated during 
the earlier years of the company’s existence. It will be noted 
that after 1893 dividends were decreased slightly, but this is to 
be explained by reason of the great depression which existed 
from 1893 to 1896 and which could not reasonably have been 
foreseen: 


Joun B. Stetson Co. 
Common DIvipEND REcoRD 


1892-1893 6% (per annum) 1905-1907 20% and 5% extra 
1894-1896 4% (per annum) (per annum) 

1897 5% 1908 25 Tos iftn ASV obs 
1898 8% 1909 25% 

1899 12% IgI0 A pao yin, = 
1900 15% IQII 25% 

IQOI-1902 17% (per annum) IQI2 TAYE PREITY EEN AD 
1903-1904 20% (per annum) IQ1I3-1920 25% (per annum) 


The dividend record on the common stock of the National 
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Biscuit Company is an excellent example of conservative and 
well-sustained dividends. It is as follows: 


1899 1% 1909 534% 

1900-1905 4% (per annum) 1910 6% 

1906 5% IQII 834% 

1907 534% IQI2-1921 7% (per annum) 
1908 6% 


An even better record is that of the Delaware and Hudson 
Company which since 1897 has paid dividends as follows: 


1897-1900 5% (per annum) 
IQOI-1906 7% (per annum) 
1907-1921 9% (per annum) 


The Eastman Kodak Company has paid regular 10% 
dividends since 1902, but with extra dividends in most years 
running from as low as 914% to as high as 50%. These extra 
dividends are so high that they overshadow the regular dividends, 
and if any criticism of so successful an enterprise is permissible, 
it may be based on the desirability of attaining a greater degree 
of regularity in the extra as well as in the so-called “regular” 
disbursements, 


§ 333. Dividend Practice—Irregular Dividends 


On the other hand, concerns engaged in fluctuating lines of 
business, frequently decline to restrict themselves to the pay- 
ment of a fixed dividend rate. The dividends of the Anaconda 
Copper Company ranged from 3% in 1913, to 26% in 1907, 
and then down until they were suspended entirely in 1920. 
There is less excuse for such fluctuations in the case of the 
American Thread Company, the business of which is relatively 
stable; nevertheless from 1902 to 1921 dividends varied from as 
low as 4% to as high as 18%. The Bourne Mills, manufacturing 
textiles, paid dividends between 1897 and 1921, fluctuating from 
as low as 3%, to as high as 4914%, this “peak” dividend being 
followed in the next year by a dividend of 344% 
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Following is the record of the Porto Rican American Tobacco 
Company, which is even more remarkable for the extent and 
rapidity of its fluctuations: 


1904 8% 1913 20% (scrip) 

1905 314% 1914 20% (scrip) 

1906 84% IQI5 4% and 5% (scrip) 
1907 104% 1916 4% and 10% (stock) 
1908 5% 1917 4% and 8% (scrip) 
1909 9% 1918 9% (scrip), 4% (stock) 
I9I0 14% I9IQ 6% (scrip) 

IQII 16% 1920 12% (scrip) © 

1012 16% and 20% (scrip) 1921 3% (scrip) 


The Atlantic Refining Company, like various companies of 
the oil and other extractive industries, prefers to allow its 
dividends to fluctuate with its profits. Before the disintegration 
of the Standard Oil Company it was customary for the directors 
- to determine at the end of each quarter what rate of dividend for 
the quarter should be declared. In this case the fact that the 
company, although of enormous size, was comparatively closely 
held, was no doubt another reason for the practice of letting 
dividends follow profits. 

From companies engaged in extractive industries come the 
most remarkable records of enormous profits, and it is perhaps 
natural that the desirability of stability in their dividend dis- 
bursements should not appeal to them as of great importance. 
The Calumet and Hecla Mining Company, which has out- 
standing about $2,500,000 of capital stock with a par value 
of $25, of which only $12 per share is paid up, has paid out 
total dividends from 1871 to July 1, 1920, amounting to over 
$150,000,000. The Koloniale Bergbau Gesellschaft (Colonial 
Mining Company), a German concern, which operated dia- 
mond mines in German Southwest Africa, used to be one of 
the large dividend payers. Its capital was only about $25,000. 
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Its dividend record up to the year of the Great War was as follows: 


TOLO sre ctr eeeeere eh ares es ere ee 2,400% 
TOL ToSAR votes ae. 5 LL TORS, 2,500% 
LOL 2 ap ryenpmiet aces tes yee 3,800% 
LS AE os sR EYEE Sars CUO eee PEER Ie 2,500% 

Total for four years........ 11,200% 


It is stated by financial writers that in the period of deflation 
existing in 1920-1921, over 100 prominent companies, the 
majority of which had stock listed on the New York Stock 
Exchange, either passed or curtailed dividends. 

The great advantage of prudent management in the main- 
tenance of a comparatively low but regular rate of dividends is 
shown in the record of two great railroad companies. In 1913 
the earnings of the Pennsylvania Railroad Company fell to the 
lowest figures except one in fifteen years, and in 1914 there was 
a further sharp decline. Nevertheless, even at this level the 
company’s regular 6% dividends continued unaffected until the 
abnormal conditions of 1920 and 1921 forced them down to 
4% in the latter year. Good as this is, the record of the Dela- 
ware and Hudson Company, given on a preceding page, is 
better, for its dividend has been maintained steadily at 9% 
through all the trying period from 1914 to date. 


CHAPTER XXXI 


PAYMENT OF DIVIDENDS 


§ 334. Dividends from Accumulated Surplus 


Frequently it is a question, when the net income for a given 
period is not sufficient to pay dividends, whether these dividends 
should nevertheless be paid and charged against the surplus 
that has been accumulated in previous periods. Ordinarily 
the answer that should immediately be given is, no. It is 
equivalent to an individual drawing unnecessarily upon his 
savings, and while conditions may exist which justify such a 
depletion of reserves, it should not ordinarily be permitted. 

All this refers to customary financial practice, and not to 
the legal view of surplus which makes no distinction between 
that which has been accumulated in the past and that which 
is current. The legality of paying dividends out of accumu- 
lated surplus cannot be questioned.1 The company may if it 
will, and the only question is as to the wisdom of so doing. 

Granting, then, that accumulated surplus is legally available 
for the payment of dividends, when will good practice permit 
its use for this purpose? In July, 1914, the directors of the 
Baltimore and Ohio Railroad Company voted the usual semi- 
annual dividend of 2% on the preferred and 3% on the common. 
The required total of dividends for the year, which amounted 
to $11,538,888, was greater than the surplus during the year by 
$2,469,095. It was explained unofficially that the company had 
not exercised its privilege of prorating depreciation charges over a 
series of years, but had charged against current earnings over 
$2,000,000 of losses incurred in the Central Western floods of 


1As to this and the legal phase of dividends generally, see Book I, Chs. LII, LITT; for 
accounting treatment of dividends, see Book III, Ch. XIV. 
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March, 1913. The action of the directors was based on the belief 
that the decline in earnings was only temporary, and on a pro- 
found desire to maintain an unblemished record of regular 
dividends. There is no question as to the conservatism and 
ability of the board and this action was somewhat grudgingly 
accepted by the financial community as sound and correct. 

In 1921 the Louisville and Nashville Railroad Company drew 
heavily on surplus for dividends, its income statement for the 
year showing a deficit of over $5,000,000. This followed a 
profit after payment of dividends in the preceding year of 
over $2,700,000. As the road has undivided profits of over 
$70,000,000, it could well afford to draw on these to keep up the 
regularity of its 7% dividend. 

The objections to paying dividends out of surplus under nor- 
mal conditions are obvious. Not only is it ordinarily an im- 
proper use of surplus—a squandering of permanent reserves— 
but it is a public exhibition of bad management and an advertise- 
ment of the fact that the company is not making adequate profits. 


§ 335. Cash Requirements for Dividends 


In discussing the payment of dividends so far, it has been as- 
sumed that adequate and regular profits—provided they are 
correctly estimated—justify dividends. But this assumption 
cannot be permitted to stand unchallenged. It is, in fact, the 
direct source of a large proportion of financial embarrassments. 
Profits do not necessarily mean cash on hand, and thousands of 
corporations which have been able to report highly satisfactory 
profits and which have paid good dividends on the strength of 
those profits, have found themselves a short time later—to the 
intense surprise and indignation of their stockholders and even 
of their directors and officers—in the hands of their creditors. It 
is quite apparent that many business men, even including some of 
unusual capabilities, do not fully grasp the fact that dividend 
payments should be dependent not only upon profits, but also 
upon the corporation’s cash position. 
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The point has already been emphasized and will later be 
reiterated, that many companies find their chief financial difh- 
culties arising, not in periods of depression and small business, 
but in their periods of prosperity. If more business is to be done 
more working capital is usually imperative. To attempt to do 
a large volume of business with a small working capital is one of 
the quickest and surest methods of financial suicide. Yet this is 
precisely the course that is followed by those concerns which, 
on the strength of a showing of profits, declare dividends, the 
payment of which seriously depletes their working capital. 
Under these conditions the only prudent course is to withhold 
dividends until in the normal course of the company’s business 
cash is accumulated beyond the requiremenis of the business. 
It is not merely a book surplus, but, in addition, a satisfactory 
cash balance, that should furnish the basis for a declaration of 
cash dividends. 

To give a concrete illustration of a situation which does not 
justify cash dividends, we may take the case of a flour mill 
company operating in Canada which has outstanding capital 
stock of $1,000,000. During a recent year the company reported 
net profits available for dividends amounting to $91,462, and 
declared dividends of $30,000, or 3%, leaving an addition to the 
surplus of $61,462. On the face of it there would seem to be no 
reasonable question as to the conservatism of this small dividend 
declaration. When we come to examine the company’s balance 
sheet after payment of the dividend, however, we find that it 
shows a secured overdraft at its bank of $191,000. Its cash on 
hand is less than $6,000, and its cash and receivables together 
are less than its current liabilities. A glance at this balance 
sheet is enough to prove that the payment of dividends was 
not merely unwise, but a reckless and dangerous proceeding. 


§ 336. Paying Dividends with Borrowed Cash 


Sometimes circumstances arise which justify the directors 
of a corporation, in their opinion, in borrowing the money 
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with which to pay,dividends. This is, in fact, quite frequently 
the case with companies which have to contend with wide season- 
al fluctuations, and with companies which normally operate with 
a small working capital. As has previously been pointed out, 
transportation and communication enterprises frequently be- 
long in this last-named group. Commenting on numerous cuts in 
the dividends of railway corporations, the London Financial 
Times of October 2, 1914, says editorially: 


It is necessary to be guided by the amount of cash actually in 
the till. Borrowing on temporary loans from one’s bankers in 
order to make up the heavy amount of ready cash required to pay 
dividends—a common and perfectly proper procedure in normal 
times—is much less desirable under existing financial conditions. 


For companies of the two types just referred to, it may be 
sound policy at times to pay dividends with the proceeds of 
temporary bank loans—assuming, of course, that there can 
be no reasonable question as to the company’s ability to repay 
these loans without crippling itself. There is a great distinc- 
tion, however, between this situation and that which exists 
when a corporation issues long-term obligations or when it 
sells additional stock in order to obtain money with which 
to pay dividends. If a corporation were to follow this practice 
during a period when it was not actually making a legitimate 
showing of profits, it would be clearly engaged in a fraudulent 
transaction. When it issues long-term obligations or sells 
additional stock during a period of adequate profits or for the 
purpose of paying dividends that are charged against accumu- 
lated surplus, its course of action is not necessarily fraudulent, 
but it is certainly open to serious question as to soundness. 

A case which aroused a great deal of discussion in financial 
circles occurred in 1913, when the management of the American 
Can Company decided to pay up a portion of the dividend claims 
on its preferred stock issue which had been accumulating over 
a period of several years. The company sold an issue of $14,- 
000,000 5% debenture bonds. Ostensibly the sale of the deben- 
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tures was to recoup the treasury of the company for capital 
expenditures from earnings and to provide additional working 
capital. The proper entries were made on the books, of course, 
but the cash proceeds from the bonds paid a 24% dividend on 
preferred stock, and the company’s working capital had no 
more available cash than before. 

While it would have been safer for the company to pay off 
the arrears of preferred dividends from profits as they were made, 
it must be admitted that, as a practical matter, the company 
was not injured by this somewhat doubtful financing. It has 
since then strengthened its financial position greatly and, 
though no dividends have been paid on its common stock, has 
fully maintained its dividend on the preferred and had built up 
its surplus, at the end of 1920, to over $20,000,000. It is 
indicative, however, of its cash needs and also of the difference 
between profits and cash, that with over $20,000,000 of surplus 
early in 1921, this same company was forced to issue $12,000,000 
in short-term notes to secure funds with which to purchase tin 
plate and other necessary material. 


§ 337. Lack of Prudence in Paying Dividends 


It seems almost superfluous, after what has been said above, 
to cite examples of financial difficulties which are traceable to 
the payment of dividends which were not earned or which 
could not be met without reducing working capital below the 
limits of safety. The number of examples is practically infinite. 
Some of the most flagrant are furnished by the records of im- 
portant industrial combinations. And, as to this, we cannot 
do better than present the following abstract: 2 

Nearly all the large industrial combinations have been guilty 

of distributing dividends recklessly. This is due in part to the 

extravagant promises on the strength of which securities have been 


sold, in part to the optimism of promoters and directors, in part to 
a desire to unload on the part of insiders. 


2 Dewing on Corp. Prom. & Reorg., p. 549 et seq. 
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The failures of the Corn Products Co., The American Malting 
Company, the U. S. Realty Co. and the New England Cotton 
Yarns Co. were the direct results of unwarranted payments of 
dividends. The U.S. Leather Co., the National Cordage Co., the 
National Salt Co., the Consolidated Cotton Duck Co., and the 
International Cotton Mills Corporation, were all seriously weak- 
ened by payment of dividends at the expense of their cash position. 

In the case of the American Malting Co., it was proved that the 
directors must have declared dividends without having before them 
any statements of earnings. This same thing probably is true also 
of other corporations. 

The great fluctuations in industrial earnings are the chief argu- 
ment against the use of bonds by industrials and in favor of con- 
servatism in paying dividends. In 1908 the Westinghouse Co. had 
gross sales of $20,000,000 and a deficit of $1,000,000; in 1909, gross 
sales of $30,000,000 and a net profit of $3,000,000. 

These fluctuations involve a strong tendency to borrow on 
short-term notes or even to use short-term notes as a means of 
raising money with which to pay dividends. 

There is sound reason for borrowing on short time in order to 
meet fixed charges inasmuch as the insolvency and reorganization 
of the company, even though it be only temporary, involves a 
severe blow to its credit and trade. For instance, after the panic 
of 1907, the General Electric Co. had a loss of 25% in its business 
and the Westinghouse Co. 37%. The explanation seems to be in 
the failure of the Westinghouse Co. 

The fact that insufficient working capital exists at the time of 
the insolvency of acompany is not proof that this is the actual 
cause of insolvency. It is very often true that the Jack of working 
capital is itself due to unwise payments on account of fixed charges 
and on account of dividends. 


The only possible reasons which can lead directors to pay out 
dividends in the face of falling earnings and increasing floating 
debt are: 


1. Ignorance of corporation’s true financial position. 


2. 


A belief that later proves unfounded in the immediate 
return of prosperity. 


3. A desire to give the corporation a higher standing among 


bankers and investors than its earnings warrant. 
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§ 338. Scrip Dividends 


Scrip dividends are those which are issued in the form of 
promises to pay on the part of the corporation. These promises 
may or may not bear interest. They usually mature at some 
definite date, but may be purely indefinite I. O. U’s, redeemable 
at the option of the corporation or redeemable within a certain 
limit of time. They are intended usually to meet the situation 
which has been briefly described above—that of a corporation 
which has made a good showing of profits during a given period, 
but is not in sufficiently strong financial position to part with 
cash. 

Payment of dividends in scrip is sometimes voted in order to 
avoid spoiling a dividend record that would otherwise be un- 
broken, or as a temporary expedient to keep up dividends on 
preferred stock issues. After the Westinghouse reorganization 
in 1891, the first dividend of 134% on the preferred stock was 
issued in scrip, so as not to reduce the working capital im- 
mediately. 

In the fall of 1914, the Cambria Steel Company desired to 
keep up its regular 5% dividends, but on account of war con- 
ditions inventories were larger than usual, and available cash 
resources were smaller than usual,andthe directors did not think 
it wise to pay out in cash the $562,500 required. The difficulty 
was solved by issuing a scrip dividend bearing 5% interest. 
The same thing was done in 1915. Since then all this scrip has 
been paid. Sears, Roebuck and Company paid a 2% scrip 
dividend in the early part of 1921, but perceiving that the 
crisis before the company was more serious and of longer dura- 
tion than at first supposed, suspended common stock dividends 
thereafter. The Porto Rican Tobacco Company, as noted in the 
preceding chapter, has paid many of its dividends in scrip. 

The payment of accumulated dividends on preferred shares 
has been, in a number of cases, taken care of in this manner. 
The Trenton Potteries Company has outstanding $411,570 of 
~~ NGSetaibe Book I, § 492. 
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“funding certificates” which were issued to stockholders who 
exchanged their 8% cumulative preferred for a new issue of 
8% non-cumulative preferred. These stockholders received 
44%, being the amount of their dividends in arrears, in the form 
of “funding certificates,” bearing interest, if earned, at the rate 


of 4%. 
§ 339. Stock Dividends! 


A form of dividend payment which appears to be growing 
in popularity is the issuance of stock representing profits not 
otherwise distributed. Stock dividends are issued for any of 
three reasons: 


1. In order to give to stockholders tangible evidence of 
the increasing value of their property. 

2. In order to keep the market price of the stock at a point 
which will make it more readily salable. 

3. In order to veil huge profits in prospect. by making 
it possible to declare a small or moderate dividend 
on a large amount of stock instead of a very high divi- 
dend on a small amount of stock. 


These three motives are not always clearly distinguished; 
one of the three is usually predominant. It will be agreed by 
everyone that the payment of a stock dividend does not in 
itself add anything to the assets of the stockholders who receive 
the dividend. If the owner of one share of stock in a cor- 
poration with $100,000 stock outstanding, is given, we will say 
a goo% stock dividend, so that he becomes the owner of 10 
shares in a $1,000,000 corporation, his real standing has not been 
changed in the slightest. He remains, just as he was at the 
beginning, the owner of 1/1,000 interest in the enterprise. His 
only real gain comes in the mental satisfaction that he receives 
if he continues to hold his stock indefinitely (and this is by no 
means a negligible factor), or in the easier marketability of his 


4 See also § 133, and Book I, § 490, 
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holdings if he wishes to sell them. Even the third motive does 
not affect the shareholder’s income but merely the nominal rate 
of dividend on his holdings. 

A number of companies have adopted the practice of paying 
regular stock dividends in addition to cash dividends. Annual 
4% stock dividends were paid by the Proctor and Gamble 
Company from 1913 to 1920. The American Light and Trac- 
tion Company has for a number of years declared dividends in 
cash and also in stock. The American Gas and Electric Com- 
pany has paid stock dividends in addition to its cash dividends 
since 1914. These amount to 4% per annum with an extra 
dividend of 2744% in 1919. It may be assumed that the 
practice in the case of public utility companies has in view the 
desirability of keeping down the rate of cash dividends to a 
moderate amount. Much the same plan has been followed 
by some of the English public utility companies. 

The oil companies frequently pay stock dividends. Sinclair 
Oil Corporation paid 4% in 1920 and the same dividend in 
1921 in no-par-value stock; Middle States Oil Corporation paid 
12% in stock dividends in 1918, 38% in 1919, and 70% in 1920, 
all in no-par-value stock. In 1920 the Continental Oil Company 
paid a stock dividend of 200%; International Petroleum, Ltd., 
paid 100%; and the Standard Oil Company of Indiana 150%. 
In 1921 the Standard Oil Company of Nebraska paid a stock 
dividend of 200%, 


§ 340. Stock Dividends to Represent Surplus 


Stock dividends which are intended to represent large ac- 
cumulations of surplus that could not be disbursed in cash are 
frequent. Some of those mentioned were of thisnature. Among 
the automobile companies, the Packard Motor Company paid a 
40% stock dividend in 1913, and in 1916 paid stock dividends 
aggregating 60%. The record among motor companies up to 
the present time is, however, held by the Chalmers Company, 
_ which in 1910 paid a stock dividend of go0%, The subsequent 
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history of the company does not indicate any justification for 
this increase of outstanding stock. 

The record of the Singer Sewing Machine Company shows 
various stock dividends of. 100% to 200%. Other instances 
are the Pacific Mills, which increased its capital stock from 
$3,000,000 to $12,000,000 in 1912, and declared a 200% stock 
dividend, at the same time reducing the par value of its shares 
from $1,000 to $100, and again in 1917 increased its stock and 
paid stockholders a 25% stock dividend; the American Rolling 
Mills Company, which paid a stock dividend of 3314% in 1907, 
and another stock dividend of 100% in 1909, and additional 
stock dividends thereafter aggregating to February 1, 1920, 
over 68%; the George E. Keith Company, which in 1913 issued 
$4,000,000 7% cumulative preferred, later designated ‘Second 
Preferred,’ as a 200% stock dividend; and the Midvale Steel 
Company which in ro1o declared a 1,200% stock dividend, 
increasing the outstanding issue from $750,000 to $9,750,000. 


CHAPTER XXXII 
SURPLUS 


§ 341. The Nature of Surplus ' 


The final item in our formula for income consists of ‘‘balance 
carried to the permanent surplus account.” It is sometimes 
labeled “surplus for the period,” but inasmuch as this phrase is 
applied also to what we have called ‘“‘balance applicable to 
dividends and surplus,” it is somewhat misleading and for this 
reason is not used. Much confusion of thought arises out of 
the continual inaccuracies and variations in the application 
of such terms as “income,” “profits,” “earnings,” and “‘surplus.” 
Until the general usage of this and many other business terms 
becomes more clearly settled, it will be impossible wholly to 
avoid this confusion. 

One term which should be clearly distinguished, however, 
is “surplus reserve.” Surplus reserve, more frequently referred 
to simply as “‘surplus,”’ is in effect simply an account or a group 
of accounts kept in the company’s books which show the value 
of the equity belonging to stockholders over and above the par 
value of the outstanding shares. Like many other accounts, 
surplus is in part the result of valuations, or of a series of val- 
uations. If the estimate of value is judged by the directors or 
officers of the corporation to be wrong, it may be changed by a 
mere entry on the company’s books. An instance has been 
cited in the preceding chapter of a publishing company, which 
increased, its Good-Will account by $100,000 in order to inflate 
the Surplus account correspondingly so that a dividend might be 
legally declared.2 In the section following, the various methods 


1 For a more detailed discussion of the nature of surplus, see Book III, Part I, ‘Surplus 
and oe Accounts." 
2 See § 128. 
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through which a Surplus account may be built up are reviewed. 
For the immediate purpose, it is sufficient to emphasize the 
point that surplus reserve is in itself nothing more nor less than a 
formal and inconclusive appraisal of the shareholders’ equitable 
interest in the corporation above the par value of their holdings 
of stock. 


§ 342. Sources of Surplus 


We have spoken of surplus in the preceding chapters as if 
it were always derived from earnings. Ordinarily this is so, 
but surplus may result from other causes as well. Five possible 
sources of surplus are given below: 


Inheritance from previously absorbed corporations. 
Sale of securities above par. 

Sale of assets above their book value. ' 

Revaluation of assets. 

. Accumulation of net earnings. 


nPPwnd 


§ 343. Purchased Surplus 


The first source of surplus is uncommon, inasmuch as most 
new corporations, even those which take over going businesses, 
carry the assets which they acquire at their full cost value— 
no more and no less—so that they start with neither a surplus 
nor a deficit; and this would seem ordinarily to be the correct 
procedure. However, there are occasional exceptions. Some 
years ago the Dominion Linens ‘Company of Canada was 
organized with an issued capital stock of $250,000. The com- 
pany, according to a statement prepared by the well-known 
accounting firm of Price, Waterhouse and Company, showed 
assets of $267,684. After deducting a small amount of accounts 
payable, there was left a surplus at the outset of $14,138. It 
should be remarked, however, that among the assets was one 
item of “Good-Will, Trade-Marks, etc.,” valued at $20,000. 
A surplus under such circumstances can hardly escape the 
suspicion of being more or less fictitious. It is scarcely safe to 
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assume that the assets acquired are worth more than what was 
paid for them. The fact that these assets may have been carried 
on the books of the previously existing companies at a higher 
book value than was paid for them, has no bearing on the 
case so far as the new company is concerned. 


§ 344. Surplus from Sale of Securities or Fixed Assets 


The second source of surplus consists of the sale of securities 
above par. In such a case the corporation receives a greater 
sum than the nominal value of the obligations or the shares which 
it issues. This additional sum may be carried to an account 
called “‘Premium on Securities” or some such title, or it may 
be and frequently is credited direct to Surplus. It is clear that 
a surplus which arises in this form is not to be regarded as a 
proper source of dividends, inasmuch as the premium on shares 
or bonds is in reality a contribution to the capital assets of the 
company. 

In this matter industrial and railroad corporations might 
profitably take a leaf from the practice of banks. In organizing 
new banks it is frequently agreed that every $100 share shall be 
sold at $150 or $200, or some other amount above its nominal 
value, so as to create a Surplus account at the outset. In this 
way the bank is given a substantial addition to its working cap- 
ital which adds materially to its stability and gives it the ap- 
pearance of earning power usually associated with a surplus. 
As the bank earns profits, these are carried, not to the Surplus 
account, but to an account entitled ‘Undivided Profits” out of 
which dividends are declared. From time to time the directors 
may, more or less arbitrarily, transfer whatever sums they 
decide upon from the Undivided Profits account to the Surplus 
account. It is understood that credits to Surplus are not 
intended to be distributed, but are regarded as an integral part 
of the permanent capital of the institution. - 

The third source of surplus is through the sale of permanent 
assets which are not intended for trading purposes, for a sum 
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above their book value. Frequently assets are written down 
over a long period until their book valuation becomes only a 
small portion of their real value. To take an extreme and 
notable instance, the immensely valuable property of the Bank 
of England on Threadneedle Street, London, does not appear on 
the balance sheet of the corporation at all. 


§ 345. Surplus from Revaluation of Assets 


The fourth source of surplus is the revaluation of assets 
which have not been sold but are intended to be retained. This 
is a tempting expedient for a company which is running at an 
operating loss or with very small profits, and yet is under 
pressure to make a satisfactory showing. An extreme instance 
of this was the revaluation of the hemlock bark land of the 
United States Leather Company in 1902. This land had been 
bought at a fair market valuation almost ten years before. 
Since then prices of timber and bark had gone up and a com- 
mittee of directors reported that the bark property was worth 
about $14,000,000 more than its book value. In order to show 
this increased value on the books, without such an obvious 
write-up, the officials incorporated the Central Pennsylvania 
Lumber Company (all of the stock of which was owned by the 
United States Leather Company), which bought the timber 
(only) on the revalued bark land, giving in payment $10,000,000 
of first mortgage bonds. 

The handling of timber properties so as to present a fair 
statement of the results that are actually achieved, always 
raises difficult questions. Taxes assessed against timber lands 
are frequently charged into an asset account in order to show 
the total carrying charges of the property. The continual rise 
in land values, and especially in the values of timber properties, 
has been so regular that this method has seldom been found 
disappointing. As to the revaluation of timber properties, it is 
thought by some authorities that there is no special objection 
in this case, provided the surplus thus created is put into a 
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separate account and not treated as a part of the general surplus 
available for dividends. Coal lands are not infrequently 
revalued and the increased value added to surplus to be used 
for dividends if so desired. An instance of this is shown in the 
income statement of the Consolidation Coal Company in the 
preceding chapter. 

The question as to whether assets should be revalued or 
not, frequently arises also in the cases of banks and other finan- 
cial institutions which own large amounts of securities. On a 
rising market these securities may frequently have a market 
value much higher than their original cost, and the officers or 
directors of the company may desire that this extra value should 
be shown on the books and credited to Surplus. Independent 
accountants are usually strongly averse to this practice, on the 
ground that it makes a fictitious showing of profits. If the 
securities are actually sold and a profit is realized, then this 
profit will naturally go into a surplus account. Otherwise 
it is regarded as sound and correct to carry them at their cost 
valuation. It is not, however, inconsistent with this principle 
to insist that declinations in market value should be written 
off against surplus. 

It must be remembered that the Surplus account is at best 
only an estimate and that it is highly desirable to keep this 
estimate always well within conservative limits. In operating - 
an enterprise and selling its products, a valuable trait is the 
optimism that will carry a man forward through discouragements 
and temporary defeats. But in estimating the results and 
forecasting the future, it is necessary above all to be cautious 
and even skeptical. 

In general it is safe to say that the instances in which an 
upward revaluation of the permanent assets of a company is 
permissible, are highly exceptional and that in these exceptional 
cases the surplus thus created should always be plainly ear- 
marked so that there will be no mistaking its source.3 


i) For further discussion of this subject, see Ch, XXIX, ‘‘Net Income.” 
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§ 346 Surplus from Earnings 


The fifth and most important source of surplus consists 
of savings out of the company’s earnings. We have already 
seen that every year should yield a balance of profits above all 
fixed charges and above all dividends. This balance, if credited 
to Surplus year after year, will in time build up a large Surplus 
account. If the building up of this account is accompanied 
by consistent writing down of all assets of doubtful value, the 
balance sheet of the company will in time show an increasing 
and very substantial equity on the part of the shareholders. 
If surplus were only built up out of conservatively estimated 
earnings, it could be safely accepted as a fairly accurate measure 
of the real prosperity and solidity of the business. But surplus 
which comes from the other sources that have been named— 
even though it may be a genuine surplus which has been realized 
—gives no convincing evidence of earning power or of con- 
servative and able management. 

The term “surplus,” therefore, in itself means little. It 
is merely the valuation the officials of the company put upon 
the corporate business and property in excess of the par value of 
the capital stock—or book value if the capital stock has no 
par value—plus any unencumbered reserves. It should always 
be examined with care, and its origin and its supporting assets 
should be determined before basing uponit any judgment as to the 
prosperity or good management of the company which shows it. 


§ 347. Policy as to Income and Surplus 


In discussing the desirability of establishing and maintaining 
a regular rate of dividends, it has been suggested that the 
only safe principle to follow is to fix the dividend rate below 
the estimated minimum earnings, thus making sure that it will 
be kept up year after year. This leaves all the extra profits 
of good years to go into surplus. If the company’s business 
is of a highly stable nature so that the fluctuations in earnings 
are slight, it follows that the extra earnings of the good years 
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will be relatively small and surplus will accumulate slowly. If 
the business, on the other hand, fluctuates a great deal, these 
dividends will absorb only a small proportion of average earnings, 
and the greater portion will remain as a credit to the Surplus 
account. — 

This principle, therefore, automatically results in piling 
up a surplus almost in direct proportion to the degree of fluc- 
tuation of earnings. And this is as it should be. A company 
engaged in a business which enjoys steady earnings will have 
no trouble in raising fresh capital for any extensions that may 
be required and which can be shown to be clearly profitable. 
It is not necessary, therefore, that new capital should be pro- 
vided by savings out of earnings. On the other hand, a company 
the earnings of which fluctuate widely is, on the face of it, 
engaged in a speculative business and cannot easily secure 
fresh capital on favorable terms. Only through accumulations 
out of earnings can the business be extended and stabilized. 

The principle that has just been stated is of course put 
forward only as a general rule which is subject to innumerable 
qualifications and exceptions. First of all, it may be impossible 
to determine in advance what the minimum earnings are likely 
to be. Second, it may be desirable to use some discretion and 
diplomacy in dealing with stockholders and to satisfy their 
wishes from time to time by distributing a portion of the extra 
earnings of prosperous years, as extra or special dividends. For 
both these reasons the strict and inflexible application of the 
rule that has been stated is not always to be insisted upon. 
Most well-managed companies are satisfied if they reach some 
reasonable approximation in applying the rule. 

There is another qualification of still greater importance. 
In all that has been said as to this rule, it has been taken for 
granted that fresh capital can be taken into any business enter- 
prise and used as profitably as the original capital. In a great 
many cases this is true, especially if the fresh capital is not 
dumped upon the company in one or two big lots secured through 
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the sale of securities, but is gradually added year after year and 
thus made available for betterments and extensions that are 
actually needed. However, even in those cases there may, 
after a time, come a limit to the development of the company 
beyond which fresh capital cannot be profitably applied. When 
this limit is reached, it is no longer desirable to accumulate 
surplus with rapidity. If earnings have not at that time been 
stabilized, it may be good policy to pay out most of the income 
year after year in dividends, allowing the dividends to fluctuate 
in close relation to the income. Or it may be adjudged better to 
fix the dividend rate at about the average anticipated income, in 
which case extra profits of the good years will be invested outside 
the company in short-term securities which will be sold when 
necessary in order to provide cash or dividends during the 
lean years. It is perhaps due to the fact that opportunities for 
expansion of successful enterprises in the United States are 
almost unlimited, that so much emphasis has been laid in our 
financial practice on the necessity of making large savings out of 
annual profits; whereas in European countries, where the oppor- 
tunities for expansion are more limited, the custom prevails 
of paying out most of the annual earnings in dividends and ol 
relying upon fresh issues of securities to provide whatever new 
capital is needed, 


§ 348. Policies of Various Companies 


Sometimes the American policy of conservatism in dividends 
is carried to an extent which creates a remarkable disproportion 
between the Capital account and the Surplus account. The 
Atlantic Refining Company with profits of over $10,500,000 
in 1920, paid dividends of $2,376,851; and with a total out- 
standing capital stock of $25,000,000, had a surplus of over 
$66,000,000. The Ford Motor Company at the end of the 
fiscal year, April 30, 1921, had a capital stock of $17,264,500, 
and a surplus of over’ $182,000,000. In addition to this it had 
reserves for depreciation, amortization, and taxes of over 
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$90,000,000. However, these unusual relations are to be 
ascribed, not so much to an extraordinary amount of savings out 
of income on the part of these two corporations, as to their omis- 
sion to follow the usual practice of revising their capitalization 
from time to time to conform to the increasing assets and earn- . 
ings. Most prosperous American industrials save the greater 
part of their earnings, but through stock dividends and other 
processes of “watering” their prosperity appears in the form of 
enlarged capital accounts rather than enlarged surplus accounts. 

The Pennsylvania Railroad Company, in applying the 
principle that has been stated in the preceding section, endeav- 
ored for years to put at least a dollar into the Surplus account 
for every dollar that was paid in dividends. In other words, 
it has aimed to divide its balance of earnings, after providing 
for fixed charges, about evenly between dividends and surplus. 
During the twenty years ended January 1, 1921, the company 
maintained dividends at 6%, with an occasional extra dividend 
of 4% or 1%. In spite of the Pennsylvania’s highly conserva- 
tive policy, the critical railway year of 1920 forced a reduction 
of its annual dividend rate to 4%, at which it now stands. 
Its profit and loss surplus December 31, 1920, was $48,905,393, 
with outstanding stock of almost $500,000,000. 


§ 349. ‘‘Rainy-Day Funds” 


Some companies make it a practice to invest a portion of 
their saved earnings in securities or readily salable property, 
and hold these investments outside the business, as an insurance 
that dividends will be maintained. This practice is much more 
common abroad than in this country, although not wholly 
unknown here. For instance, the American Car and Foundry 
Company carries on its balance sheet a ‘Reserve for Common 
Dividends” of over $10,000,000. The great English steamship 
companies, which are peculiarly subject to heavy losses through 
the sinking of their vessels and similar accidents, have for many 
years made it a practice to build up surplus funds consisting of 
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outside investments. These funds are intended as a kind of 
insurance against marine losses that cannot otherwise be insured, 
and also for the purpose of ‘‘dividend equalization.” In our own 
country, the United Fruit Company carries investments in 
securities of over $19,000,000, presumably for the same purpose. 

One trouble with this policy is that it necessarily results in 
tying up a portion of the capital of the company in assets which 
yield only a small return. If the surplus fund is to be of any 
value for the purpose intended, it can be invested only in the 
best grade of marketable securities. Most companies which 
are prosperous and expanding do not feel that they can afford 
to take cash away from the business where it would bring 
profits of perhaps 10%, 15%, 20%, or more, in order to put it 
into securities that will yield at best 4% or 5%. Another 
objection is the fact that even this low yield does not necessarily 
guarantee that the company’s capital put into investments will 
remain intact. The officials of a manufacturing enterprise are 
not expected to be investment specialists. 

A somewhat striking demonstration of this fact is given in 
the record of the Boston Belting Company, a long-established 
and substantial New England institution. Some years ago the 
company received in settlement of a suit, a sum of approximately 
$1,000,000. Inasmuch as the cash was not needed immediately 
in the business, and as it was not thought best to distribute it to 
stockholders, it was decided to invest it in certain securities, 
which were then considered high grade. These securities in- 
cluded 1,000 shares each of the stock of the New Haven Railroad 
and of the stock of the Boston and Albany, besides other shares 
and bonds. In 10914, as a result of the drastic decline in all 
securities, and especially in those which had been purchased, 
it was necessary to charge off over $400,000. Later an addi- 
tional $100,000 was written off, and half the reserve had melted 
away. It is true, of course, that the stockholders, if they had 
received the cash, might themselves have made exactly the same 
mistake and would today be in no better position financially. 
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But the feeling naturally exists that it would have been better 
for the company to distribute to the stockholders whatever cash 
was not needed in the business and to have remained strictly a 
manufacturing institution. 

In general, American thought and practice are not inclined 
to favor the diversion of capital and energy away from the 
essential and legitimate business of a company into outside 
investments. It is generally agreed that regular dividends 
combined with large—or at least adequate—savings out of 
annual income should be features of the financial management 
of most corporations. However, this belief is based upon the 
assumption that the surplus thus credited is needed for the 
develpoment of the business and should in fact constitute the 
chief source of new capital. Wherever this assumption is 
unjustified, the general opinion would probably favor distribu- 
tion of profits even though the rate may be irregular. 


§ 350. Surplus as a Source of Capital 


In this country the accumulation of surplus out of earnings 
is conceived almost wholly as a source of fresh capital. As 
such it is to be contrasted with the policy of paying out all, or 
nearly all, the earnings in dividends and relying upon fresh 
issues of securities in order to obtain new capital when needed. 

The great advantage of securing capital chrough issues of 
securities is that it may be more quickly obtained and thus 
advantage may be taken of conditions which favor rapid develop- 
ment. Assume that two competitive corporations start to 
do business at about the same time with the same amount of 
capital, and that one corporation depends solely upon its ac- 
cumulating surplus for the capital with which to finance exten- 
sions, while the other corporation distributes most of its earnings 
in dividends but is successful in raising fresh capital by the 
sale of securities. If both corporations are able to work peace- 
ably side by side, it is probable that in the long run the first- 
mentioned policy will prove sounder and more profitable and that 


Ch. 32} ° SURPLUS 919 


the stockholders in this first corporation will eventually reap the 
benefits of their self-denial. But: possibly both corporations 
cannot work side by side. As they expand, one or the other is 
certain to get the mastery, to capture the market, and to drive 
its competitor out of business. Under these conditions it may 
well be that the second corporation, through its policy of selling 
securities, may be able to raise needed capital more quickly and 
thus secure the dominating position which is the goal of both, 
before the first corporation has made a good start. 


Somewhat similar conditions frequently exist. A corpor- 
ation formed to manufacture and sell a new device may find it 
vitally necessary to cover its field before some other device 
can be brought out and introduced as an effective competitor. 
Or a company may have in hand a project which is peculiarly 
timely, such as accepting a new and profitable contract. In 
all cases where the element of time in developing a business is 
a factor of great importance, the advantage as between the two 
methods rests with the plan of issuing securities. 

The great advantage, on the other hand, of securing capital 
through savings consists of the steadiness and soundness with 
which the business may in this way be developed. It will not 
suddenly spurt ahead—perhaps before adequate preparation 
has been made or before an effective organization can be brought 
together. It will grow, year by year, adding a new piece of 
machinery here, erecting an addition to its plant there, gradually 
increasing its organization—until some day, almost to the surprise 
of its own founders, it finds itself a leader among its competitors. 
Something like this, as has already been intimated, was the 
history of the Carnegie Steel Company; a still more striking 
instance of inside financing is furnished by the history of the 
Ford Motor Company—in fact, this has been the history of 
probably 75% of the great industries of the country. The 
other 25% have been built up chiefly by the more rapid, more 
attractive, and more dangerous process of bringing together 
great sums of capital through the issuance of securities. 
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§ 351. Hidden Surpluses 


The somewhat doubtful sources of surplus discussed in the 
earlier part of this chapter may properly be taken to indicate 
reasons for questioning the validity of the surplus accounts 
which appear on the balance sheets of many corporations. 
If these alleged surpluses are based on revaluations of the com- 
pany’s assets or are derived from statements of earnings that 
have been exaggerated over a series of years, it may easily 
happen that on searching analysis and examination they will 
vanish into thin air. There is plenty of reason for a questioning 
attitude on the part of purchasers of securities when they are 
supplied with a surplus statement. 

On the other hand, many old and well-established corpora- 
tions may properly be said to have “‘hidden”’ or secret surpluses. 
. The situation arises out of the practice over a series of years 
of understating net income; of making larger provision than 
is necessary for reserves; of writing down drastically the book 
values of assets, both tangible and intangible. The result ob- 
viously is that the balance sheet shows an understatement of 
the value of the company’s assets; and this understatement 
constitutes a hiddensurplus. If the balance sheet were revised 
so as to show the true values of the company’s assets, the Surplus 
account would be correspondingly increased. 

In theory, the practice of understating the values of assets 
and carrying hidden surpluses is just as objectionable as the 
practice of overstating values. The real aim of the accountant 
and of the financial manager should be to see to it that the 
balance sheet tells the exact truth—neither more nor less—so 
that every creditor, every prospective purchaser of securities, 
may take action with his eyes open. However, this ideal is not 
attainable, and since there must be an error on one side or the 
other,it is better to err on the side of understatement and over- 
conservatism. Bankers and careful investors place a highvalue 
on a balance sheet that gives evidence of having been prepared 
with extreme caution or even pessimism, 
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Banking houses—and sometimes other firms as well—find 
it useful to carry certain surpluses in the form of undervaluations 
of securities and other assets in order to take care of exceptional 
losses without disturbing the appearance of the balance sheet. 
If a bank suffers a serious defalcation, for example, it may be 
highly injurious to its credit to charge the whole amount directly 
against surplus, thus advertising to its customers and the world 
at large that it has met with a set-back. In case the bank has 
been carrying assets at an undervaluation, it may resort in such 
a, case to a revaluation of these assets so as to increase them by 
approximately the same amount as the loss that is to be written 
off. When the next balance sheet appears it shows no difference 
except that the skilled analyst might be able to detect changes in 
the valuations of assets; but this is not usually possible. 


CHAPTER XXXITI 
BUDGETARY CONTROL 


§ 352. Nature and Types of Budgets 


In handling governmental business in nearly all civilized 
countries, it is customary for the executive power to submit 
to the legislative power a detailed estimate of the prospective 
revenue and outgo for the succeeding fiscal year. This esti 
mate is know as a budget. It may be described as a detailed 
income and expenditure statement made out in advance of the 
period which it covers; it is a prediction or a guide, not a record 
of results. In governmental practice it is customary to secure 
the approval of the legislative power, and thereupon the adopted 
budget becomes an appropriation of the expected revenue. The 
various departments of the government are not authorized to go 
beyond the budget sums for their departments in their expendi- 
tures for the fiscal year. 

In private corporations the budget, except in rough and frag- 
mentary form, has not been generally used. There is a growing 
interest, however, in the application of the principle of the 
budget with a view to forestalling the serious financial errors and 
miscalculations that so frequently wreck the careers of otherwise 
successful corporations. It should be possible to make detailed 
financial plans and schedules for a year or more ahead, just as it 
is possible for many companies to make detailed operating plans 
and schedules. 

Budgets are divisible into two classes: those which are merely 
estimates for the benefit of the active financial managers, and 
those which are adopted and definitely determine appropriations. 
When the budget plan is to be introduced, it is usually best to 
start with the first class—unless there is some emergency which 
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demands that a definite financial plan be at once adopted and 
adhered to—always having in mind the expectation that the 
budget will in time reach the stage of being either formally 
adopted or accepted by general agreement as stating the limit 
for the year’s expenditures. 


§ 353. Need of Budgetary Control 


In spite of the obvious advantages of making a forecast of 
financial operations each year, the budget plan, as stated above, 
has not yet been generally adopted. It is true, however, that 
estimates for a year or more in advance (which are a crude form 
of budget) are customarily made by careful financial managers. 
When the budget is not used in a more or less complete form, it 
is usually (1) because its advantages are not appreciated, or 
(2) because of the inability of the management to install and 
operate it. 

The budget in some form is almost essential to proper admin- 
strative control. It operates in two ways: 


1. To co-ordinate the activities of the various functional 
departments. 
3. To serve as a basis for centralized executive control. 


§ 354. Working up a Budget 


The following outline of the procedure to be followed in 
the installation and operation of a budget gives an excellent 
idea of the requirements and the successive steps to be taken.! 
This procedure will of course be varied according to the organi- 
zation of the business and the nature of its operations. 


1. EstmmMaTE OF ACTIVITIES 


Each department prepares an estimate of its activities for the 
budget period. The method of stating these activities depends 
on the nature of the operations of the department. The sales 
department states the sales it expects to make and the estimated 


1 By permission from “Budgetary Control,” by J. O. McKinsey, 
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expenses it will incur in making these sales. The production de- 
partment states the estimated production for the period and the 
requirements in material, labor, and manufacturing expenses to 
meet this estimate. The service departments, such as the per- 
sonnel department, the traffic department, the accounting depart- 
ment, and the office manager’s department, state the estimated 
expenditures of their departments. Because of the interdepen- 
dence of these departments, some will need to use the estimates 
of other departments in making their own estimates. For instance, 
the production department must know the estimated sales before it 
can estimate the production necessary to meet the sales demands; 
the treasurer must know the plans of all the departments before he 
can estimate his cash receipts and cash disbursements. Con- 
sequently a procedure must be set up which provides for a proper 
scheduling of the estimated with reference to preparation and 
distribution, 


2. COMBINING THE ESTIMATES 


The departmental heads will transmit the departmental es- 
timates to an executive who has supervision of the budgetary 
procedure. Sometimes the comptroller acts in this capacity, while 
in many cases the duty is delegated to a member of the staff of the 
general‘manager or president. Since many businesses do not have 
a comptroller, it will be assumed during the present discussion that 
an assistant to the president acts in this capacity. This official 
combines the estimates of all the departments into a proposed 
financial budget for the business. In preparing this estimate he 
will be assisted by the treasurer, though in some cases this budget 
is prepared by the treasurer alone. The proposed financial budget 
should show the estimated receipts from all sources and the 
estimated expenditures by all departments of the business. 


3. ADJUSTING RECEIPTS AND EXPENDITURES 


The executive in charge of the budget procedure makes a com- 
parison between the estimated receipts and the estimated expen- 
ditures as shown by the proposed budget. If the estimated expen- 
ditures exceed the estimated receipts, one of the following courses 
of action must be taken: 

(a) The departmental expenditures may be reduced. In mak- 
ing such reductions a problem arises due to the fact that the reduc- 
tion of expenditures may result in a reduction of receipts. For 
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instance, if the expenditures of the advertising department are 
reduced, this may result in a reduction of sales, with a consequent 
reduction of receipts from collections. In the same manner, a 
reduction of the expenditures of the production department may 
result in a reduction of production with a consequent lack of goods 
to meet sales demands which will result in a reduction of receipts 
from sales. Care must be taken, therefore, in the reduction of 
expenditures to see that receipts are not reduced more than 
proportionately. 

(b) Additional receipts may be secured. It may be possible by 
speeding up operations and securing more efficient administration, 
to secure additional receipts without incurring a proportionate 
increase of expenditures. 

(c) Additional capital may be secured. If it isnot deemed wise 
to reduce expenditures, plans must be made to secure additional 
capital with which to finance the excess of expenditures over re- 
ceipts. It is understood, of course, that this condition cannot 
continue long, otherwise the business will find it necessary to 
liquidate. 

The executive in charge of the budgetary procedure may make 
recommendations with reference to possible procedures, but he is 
usually not invested with authority to determine the plans to be 
followed. 


4. PREPARING THE FINANCIAL STATEMENTS 


The executive in charge of the budgetary procedure prepares 
from the departmental estimates an estimated balance sheet and 
an estimated statement of profit and loss, showing respectively 
the anticipated financial condition at the end of the budget period 
and the anticipated result of the operations of the period. 


5. ADOPTING THE BupcEet—ItTs EFFECT 


The departmental estimates, together with the proposed finan- 
cial budget and the estimated financial statements, are submitted 
by the executive in charge of the budgetary procedure to a budget 
committee, composed of the principal executives of the company 
and presided over by the president. This committee considers 
the proposed estimates and makes such revisions as it thinks 
necessary. In case the proposed budgets involve important 
changes in the company’s policy or require the securing of addi- 
tional capital for a material amount, it may be necessary to submit 
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them to the board of directors for approval. After the proposed 
estimates have been approved they constitute the working program 
for the budget period. The budgets as adopted set limits upon the 
expenditures of all tne departments, and these limits cannot be 
exceeded without the permission of the budget committee. The 
budgets also set up standards of performance for certain depart- 
ments. For instance, the sales budget states the sales that are to 
be made by the sales department, and the production budget states 
the estimated production of the production department. 


There is no particular secret or trick about the making of a 
budget. All that is necessary is to marshal the facts of past 
experience in orderly array, combine them and use them with 
care and common sense as a guide to the activities of the business. 
While it may not be possible to accomplish the estimated results, 
it will certainly be a source of satisfaction to approach them as 
closely as possible. With each succeeding effort the margin of 
error should be decreased. 


§ 355. Sales Estimates as a Basis for Budget-Making 


A constantly recurring objection, not only to formal budgets, 
but even to advance estimates, is that the volume of sales of most 
corporations is not under control, nor can it be foreseen. There 
is undoubtedly truth in this assertion. Yet in the great majority 
of cases this difficulty is exaggerated. As a matter of fact, the 
manufacturer or trader should be able, within reasonable limits, 
to exercise a fairly close control over the volume of his safes; 
if not, his business is clearlyon an extremely unsound basis. His 
percentage of sales expense to gross profits has presumably been 
definitely determined by past experience, or at least the normal 
percentage in his line of business must be known. While it is 
true that he cannot abruptly increase his business by the mere 
process of increasing his selling expenditures, he should be able to 
count, with some definiteness, upon certain steps looking toward 
the building up of his selling organization which should result in 
a proportionate increase in volume of business. 

It is, of course, further true that in many lines of business 
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extreme fluctuations take place from year to year, due to causes 
over which the industrial or trading corporation has no control. 
Manufacturers of railway supplies, for example, are able to sell 
more of their product when the railroads are prosperous; and no 
amount of extra selling effort will prevent sales from falling off 
when business conditions are at a low point. To say, however, 
that these fluctuations will necessarily take place is not equiva- 
lent to saying that they cannot be foreseen. The budget-maker 
is not primarily engaged in planning to build up sales orregulate 
operations; it is his main business only to form a careful estimate 
of what the results of the company’s expenditures are likely to 
be. In determining these results, he may give proper weight to 
all of the unfavorable, as well as the favorable factors. If he is 
a really capable financial man, he will look forward to the prob- 
able economic conditions of the coming year and determine with 
some degree of accuracy whether they are likely to be favorable 
or unfavorable to his company. 

Having in view, then, these three factors: (1) estimated ex- 
penditures during the coming year directed toward building up 
sales; (2) normal percentage of sales expense to volume of sales; 
and (3) probable effect of general business and financial condi- 
tions and other external forces on his line of business—the 
budget-maker should be able to form a much clearer estimate of 
the volume of business than would at first seem possible. 

Once the anticipated volume of business is calculated, it is 
comparatively simple to calculate the expenses that are necessary 
in order to handle the estimated volume. The uncertainty as to 
the result of selling effort is the crucial difficulty to be overcome. 


§ 356. Effect on Budget of Fluctuations of Business 


A related objection to budget-making sometimes raised, is to 
the effect that the business cannot be expected to run in a uni- 
form channel month after month, but will fluctuate widely, 
whereas the budget is usually based on the assumption of some 
degree of uniformity; consequently, it is said, the budget gives 
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a false notion of the actual course of affairs, even though it should 
by chance be fairly accurate in its prevision of total business for 
the year. This objection is of no vital importance. It tends 
simply to show that the budget should, in the first place, be made 
on a monthly rather than on a yearly basis, with a view to 
increasing its accuracy, and in the second place, should allow a 
reasonable margin for errors and unforeseeable fluctuations. 


§ 357. Budgetary Red Tape 


A third objection to all budgets is the restrictions they im- 
pose upon the free judgment and action of operating officials, 
which are so essential to an energetic and growing enterprise. 

The obvious answer to this objection is that the free, un- 
trammeled and unco-ordinated activities of sales managers, 
buyers, superintendents of factories, and other operating officials, 
has been probably the most prevalent single cause of financial 
embarrassments. One of the main purposes of the budget is 
to bring the various official activities into harmonious relation, 
not only with each other, but also with the financial policies and 
the financial resources of the business. If the establishment of 
a necessary and proper relation, and the insistence upon it 
irritates operating officials and makes them feel that they are 
unduly restricted, it is only because their interests are too nar- 
row. ‘They are attending to the up-building of their own de- 
partments without having a real understanding of the situation 
and the needs of the business as a whole. 

As a matter of fact, a definite and binding budget, which 
can be debated and settled by all the responsible officials and the 
directors of a company at the beginning of a fiscal year, is a highly 
effective method of securing the singleness of purpose which is 
an essential factor in every efficient organization. 


§ 358. Flexibility of the Budget 


The objections to the budget and budgetary control are 
largely based on the assumption that a budget once adopted is an 
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absolutely inflexible and unchangeable strait-jacket from which 
no relief can be obtained until after the expiration of the fiscal 
year in which it holds good. If this were actually the state of 
affairs, the objections would have weight. But the efficient 
budget, as used by some corporations, is subject to continual 
revision. 

First of all, it may be made both on a yearly basis and on a 
monthly basis. The yearly budget enters into few details, but 
gives a comprehensive view of the anticipated income from 
various sources and the anticipated expenditures of this estimated 
income, together with the approximate result of the whole 
year’s business. 

Supplementing the yearly budget and controlled by it, are 
the monthly budgets, which enter into as much detail as may be 
required by the nature of the business, and make due allowances, 
so far as they can be foreseen, for the seasonal and month-by- 
month fluctuations which occur in every business. The month- 
by-month budget may be checked up at the end of each month 
against the actual results of that month; the causes of discrep- 
ancies may be noted; new contracts or prospects for enlarging 
or reducing business during the months immediately following 
may be taken into consideration. With all these and other 
similar factors in full view, such revisions of the budget as are at 
the time required may readily be agreed upon. 

It is quite probable that during the year wholly unexpected 
circumstances may arise which may make it necessary to discard 
the previous estimates and to make entirely new estimates. The 
point toward which the business vessel is being steered may for 
such reasons be altered. It goes without saying that no budget 
or any other arbitrary set of figures should be permitted to stand 
in the way. But the fact remains that the vessel is actually 
being steered and is not merely drifting, The budget is the 
chart which the financial manager is expected to follow until he 
finds that new circumstances make a new or revised chart 
essential. ; 
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§ 359. Income vs. Cash as a Basis for the Budget 


A practical question that must be answered before the budget 
can be prepared, is whether it should be based upon income and 
expenditures or upon cash receipts and cash disbursements. 
Income and expenditure constitute the correct measure of profits, 
and therefore should be used whenever the prime purpose of the 
budget is to control expenditure and to insure a satisfactory 
showing of profits during the ensuing year. Cash receipts and 
cash disbursements, on the other hand, measure the financial 
status and financial prospects of the business and should be 
used whenever the prime purpose is to make sure that the 
business will run on a basis that is financially sound. 

In many lines of business the distinction is not of great im- 
portance, for the reason that the income and expenditure ot sach 
month tally closely with the receipts and disbursements of the 
month. But in other lines it would be disastrous to overlook the 
distinction. In reply to an inquiry on this point, a certified 
oublic accountant of high standing writes: 


It seems to me that all successful plans for business must con- 
template both prospective income and expenditure and prospective 
receipts and disbursements, and that emphasis as to which of the 
two is more important depends to a considerable extent upon the 
business. 

For example, .... in the business of making fertilizers, 
probably 85% of the business is done on long terms and the realized 
income receipts at the time of the greatest manufacturing activity 
are comparatively small. In such a case the income and expen- 
diture features are those which are mainly considered. These same 
facts apply to a considerable extent to the conduct of the farm 
implement business. . 

On the other hand, any concern doing a strictly trading busi- 
ness, with little or no manufacturing, looks more to the expected 
receipts from current sales than to the anticipated income arising 
through a longer period. Nevertheless, even in such cases, es- 
pecially where goods are bought on time, the anticipated income has 
to be considered in determining the amount of obligations which 
are incurred. For these reasons I am led to think, speaking 


——— 
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broadly, that in the cases where a considerable part of the business, 
whether of sales or purchases, is done within a short period, the 
income and expenditure features demand the larger consideration, 
for broad plans must be devised for the whole year’s business. 
Where the business, however, approaches more nearly to regular 
periodical turnovers, the receipts and payments become more 
important. 


§ 360. Cash and Income Budgets 


The best answer to our question would seem to be that in all 
cases except those in which income and expenditure and receipts 
and disbursements are practically identical, there should be two 
separate budgets. The income and expenditure budget should 
be for the guidance of all the operating officials of the company; 
it should show in some detail the amounts that may be expended 
and the results that are expected in each department. This is 
the budget that serves the purpose of facilitating control. 

The receipts and disbursements budget may be only for the 
private information and guidance of the treasurer or of those who 
are responsible for the financial management of the company. 
It will indicate just where the actual cash receipts of each month 
are to come from and through what channels the cash is to 
flow out. 

The budget of cash receipts and expenditures may itself be 
divided into two parts, the first part including only those trans- 
actions which have to do with current operations, and the second 
part including only capital transactions. By combining the two 
parts the financial management may look ahead and make cer- 
tain that ample bank balances will be maintained; calculate to 
what extent they will be dependent upon bank and other loans; 
determine exactly how far they should go in taking advantage* 
of cash discounts; and otherwise guide the financial course of the 
company with skill and accuracy. 

The blundering and indecision which so often mark the 
relations between business enterprises and their banks, and 
which so often lead to impetuous and urgent demands for fresh 
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capital in order to avert serious embarrassment, could for the 
most part be avoided through the use of careful budgets of 
forthcoming receipts and disbursements. 


§ 361. Calculating the Income 


Taking up now in more detail the procedure in forming a 
budget, first on the income and expenditure basis, and second on 
the receipts and disbursements basis, we have to consider the 
extent of the income for the period (whether it be monthly, half- 
yearly, or yearly) which may fairly be regarded as assured. 
Manufacturing companies are likely to have certain regular 
customers on whom they may safely count, unless extraordinary 
conditions prevail, for a given amount of business. The same 
thing is true of wholesale trading companies. The companies, 
both manufacturing and trading, which are selling at retail, can 
at least work out from their own records the minimum limits of 
their sales. The same thing may be done by public service and 
transportation companies. Companies which operate on long- 
term contracts extending over two or three years or more may 
conceivably be in the position of having all their capacity occu- 
pied with work giving them an assured income. 

Most companies have in addition certain possibilities which 
require careful study and good judgment in order to make a 
reasonably accurate estimate of earnings which are not assured 
but are probable. In these estimates, the financial manager will 
naturally be guided to a great extent by the views of the sales 
manager and other operating officials who are probably in closer 
touch than he is with the company’s sources of income. It is 
well to state separately the amount of gross earnings which may 
be regarded as probable but is not assured. 

It may or may not be advisable to make still a third classifica- 
tion which will include the additional earnings that are within 
the range of possibility, but cannot conservatively be called 
“probable.” Naturally the form in which these earnings appear 
in the budget will depend upon the business. 
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In given instances it may be well to show considerable detail 
as to the exact basis of the estimates of earnings. However, if 
sufficient detail is not given in the budget itself, it should be at 
hand and should be subject to the criticism of the operating 
officials, with a view to making it as complete and accurate as 
possible. 


§ 362. Calculating the Expenses 


The classification of expenses should follow the same lines of 
division. It is well to estimate, first of all, what may be called 
the fixed and necessary expenses of the business, assuming usually 
that it is intended to hold intact the organization that has been 
built up. These necessary expenses will include, therefore, the 
salaries of officers and their assistants, of salesmen, clerks, and 
working men, the purchases of raw materials necessary for pro- 
duction up to the amount that is assured, the up-keep of the 
plant, and other necessary expenses. 

A second section will show the increase in expenses necessary 
in case the probable volume of business, as previously estimated, 
is secured. A third section will show further increases necessary 
in case the possible volume of business is attained. 

An income and expenditure budget made up in these three 
divisions will prove, it may safely be said, a remarkably inter- 
esting and helpful guide. Possibly the threefold division may 
be necessary only for the annual budget, while the month-to- 
month budget may relate wholly to probable earnings. These 
are matters of detail. The important point is to get the budget 
so arranged and in sufficient detail to show what may reasonably 
be anticipated without incurring the danger of imposing undue 
or arbitrary restrictions on the initiative of the various officials 
and department heads. 


§ 363. The Cash Budget 


The receipts and disbursements budget may be arranged in 
three divisions to correspond; or it may be necessary to base it 
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wholly upon the estimate of possible earnings. In those lines of 
business, however, in which sales are made on a long-term or 
instalment basis, it will be found of the highest importance to 
make the receipts and disbursements budget in considerable 
detail and with a view to all possible contingencies. Not to do 
so is to invite serious trouble, for an enlarged volume of business 
in such industries necessarily means a proportionate, or more 
than proportionate, tying up of cash resources. A budget may 
even indicate that for this reason it is unwise. to attempt to 
handle the volume of business which the sales manager and 
operating officials would like to secure. The making ofa receipts 
and disbursements budget may be sufficient in itself to reveal the 
breakers ahead and to inspire caution. 


§ 364. Where a Budget Might Have Prevented Failure 


A remarkable example of lack of foresight in handling the 
affairs of a prosperous business is to be found in the record of the 
M. Rumely Company, large manufacturers of farm machinery, 
which became embarrassed in the spring of 1913 and was reor- 
ganized a few months later. The first report of the president of 
the reorganized company, C. S. Funk, which covers the fiscal 
year ended December 31, 1913, is remarkable in its clear-cut 
analysis of a bad financial situation. 

The business of the company was transacted by selling agri- 
cultural implements, through agents, to farmers and accepting 
instalment notes from the farmers in payment. The company 
in turn issued commission certificates to the agents, which were 
due and payable when the notes for the sale on which the com- 
mission was paid matured. As a certain percentage of these 
notes were not paid promptly at maturity and considerable 
collection expenses were required, it was necessary to carry a 
reserve against them. 

The heavy loss during the year preceding reorganization, 
which amounted to $1,407,000, was explained in part by the lack 
of co-ordination between the sales and manufacturing depart- 
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ments. During the early months of the year, owing to the 
forcing of sales, the factory had to run night and day, which 
involved excessive piece rates, unskilled help, and waste at every 
point. On the other hand, during the latter part of the year, the 
factory was shut down, the loss from manufacturing alone 
approximating $1,100,000. The report says: 


In the Sales Department a fundamental mistake was made in 
complete misjudgment of the market for Rumely products and the 
rate of gross which could be safely attained. The reduced volume 
of business should have shown a reduction of sales expense of 
$600,000, to maintain the same ratio which held in 1912, but there 
was an actual increase of $600,000, thus making a relative increase 
of $1,200,000. 

Interest charges were increased by over $800,000, due to an 
excessive inventory and the high interest necessitated by the 
company’s condition. 


The company’s embarrassment was directly due to the ac- 
cumulation of a large inventory of raw material, goods in process, 
and finished products, to the amount of $16,500,000. The 
expected increase in the company’s business failed to materialize 
and the sales expense was greatly increased ‘“‘in an ill-advised 
effort to dispose of this product.”’ 

Surely a little foresight and care in drawing up a cash budget 
prior to the beginning of the year 1913 would have been sufficient 
in itself to assure a reasonable degree of co-operation between the 
sales and manufacturing departments during the year, and such 
foresight would have prevented the extraordinary absorption of 
cash reserves in running ‘expenses and inventories which in- 
evitably culminated in receivership, 


CHAPTER XXXIV 
EXPANSION 


§ 365. Capital Requirements 


At the inception of an enterprise provision must be made for 
both fixed and working capital—working capital for the active 
current operations of the business, and fixed capital for invest- 
- ment in its plant, equipment, and other more permanent re- 
quirements. 

After a business is organized its operations may increase, and 
demand larger amounts of working capital, and these same en- 
larged operations may require larger investments of fixed capital. 
This additional fixed capital may be provided from outside 
sources, or the business may have been so profitable that its own 
surplus supplies the fund for extension. In any event, if addi- 
tional fixed capital is to be invested in an extension of the busi- 
ness, it will usually be expended along one of the following lines: 


1. Extensions of the original plant. 
2. Increases or changes in equipment. 
3. Additions of side lines. 


These three lines of extension are considered in the present 
chapter in the order given. 


§ 366. Expansion as a Cause of Disaster 


Expansion is the natural outgrowth of any active, aggressive 
business. Instances are seen on every side, and if undertaken 
with discretion and good judgment, such expansion is com- 
mendable and usually successful. Unless, however, expansion 
is wise, it is not only injurious to the business, dissipating its 
energies and resources, but frequently leads to disaster, 
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One of the most curious instances on record of a disastrous 
investment on the part of a corporation in extending its own 
business, is that of the Assets Realization Company. This 
company was organized for the specific purpose of giving financial 
relief to embarrassed concerns, by taking over the assets which 
they could not otherwise dispose of. It is frequently possible 
to purchase from such concerns plants, machinery, securities, 
and other assets of great value, at bargain prices. It was the 
expectation of the organizers of the Assets Realization Company 
that they could take their choice among properties thrown on the 
market in this way, and could rehabilitate them or adapt tiem 
to other uses or see to it that they were managed in a more 
efficient manner, and in this way realize large profits for them- 
selves. The plan seemed fundamentally sound, and for some 
years the Assets Realization Company was successful. As it 
proceeded, however, the company gradually extended its opera- 
tions into the underwriting of securities of new corporations 
which for one reason or another could not be marketed. Further- 
more, it is stated that some of the assets which had been taken 
over from insolvent corporations could neither be utilized nor 
resold, and remained as a dead weight on their hands. Eventu- 
ally the company became afflicted with the same disease which 
it had undertaken to cure, and was itself so loaded down with 
unrealizable assets that it was finally compelled to go into the 
hands of receivers. It had extended its business beyond the 
limits of prudence, 


§ 367. Unwise Expansion 
A somewhat similar experience, though not with the same 
disastrous ending, was that of the United Retail Stores Corpora- 
tion. It is an interesting retrospect of what seems to have been 
an unwise expansion. As given in the Wall Street Journal:1 
At the outset organizers of United Retail Stores Corp. an- 
nounced plans for the extension of a manufacturing business and 


1 March I, 1922. 
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retail chain of stores throughout the world. This was started with 
the acquisition of United Cigar Stores Co. of America as nucleus 
and it was planned to apply on a larger scale the principles of retail- 
ing which has been developed and proved successful in that chain. 


FouNDERS’ SHARES ISSUED AT $5 


There were 160,000 founders’ shares issued to those identified 
with the management at $5 a share, to rank equally with the class 
‘““A”’ shares in dividend distributions. These dividends were to be 
accepted in lieu of salary or other compensation by officers and 
directors. 

Organizers subscribed for 50,000 class ‘‘A”’ shares of no par at 
$70 a share and approximately 508,000 shares additional were 
issued in exchange for 254,000 shares of United Cigar Stores com- 
mon at ratio of two for one. This made atotal of 558,000 class 
“A” shares outstanding and 160,000 founders’ shares. Thus the 
founders increased capitalization immediately by 28% and placed 
the holders of these shares in a position to receive 22% of the 
dividends paid by United Retail. 


INVESTMENTS UNPRODUCTIVE 


The $3,500,000 received in subscriptions for stock sold has gone 
into investments which thus far have been unproductive. In the 
reorganization of Montgomery Ward & Co., United Retail pur- 
chased half of the issue of 850,000 shares of no par common at $30 
ashare. It sold part of these to an underwriting syndicate at $40 
and when the transaction was completed Retail had left 170,000 
shares at an outlay of $2,550,000 or an average of $15 a share. 
Then 400,000 founders’ shares of United Retail Candy were pur- 
chased at $1 a share. This placed Retail in a position to share 
approximately 40% of the candy company’s profits, and involved 
an investment of $400,000. Then Retail acquired at an expen- 
diture of approximately $1,500,000 an interest in Gilmer, Inc., 
operating a chain of cash retail stores in the South. These invest- 
ments involved $4,450,000, which not only absorbed the $3,500,000 
realized on the sale of the 50,000 class “‘A”’ shares, but left it with 
obligations at the banks December 31 last totaling $1,611,000. 


MontTGoMERY WarRbD’s LOSSES 


Montgomery Ward & Co. in the two years following the invest- 
ment by Retail lost $20,000,000. Retail Candy thus far has shown 
substantial losses. During the period of readjustment, Gilmer 
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found it necessary to take inventory losses, and though its business 
appears to have turned the corner, it is not yet yielding Retail an 
income. 

With stock dividends, Retail’s holdings of United Cigar Stores 
have been brought up to 308,000 shares. Retail has paid two 
stock dividends of 5% each, in which the founders’ shares par- 
ticipated, bringing total class “A” outstanding up to 633,100 
shares. 


OTHER COMPANIES ORGANIZED 


In connection with the proposed worldwide retail-manufactur- 
ing scheme, A. T. Securities Corp. was formed and acquired, by 
exchange of stock, common shares of American Tobacco Co. This 
was subsequently dissolved. Another company of which little has 
been heard, International Trademark Corp., made its appearance 
on the New York Curb market, but no detailed announcement was 
made in this connection. Efforts were also made to acquire foreign 
tobacco monopolies. 

United Retail was organized in the peak of wartime inflation 
and its investments were made under these unfavorable conditions. 
The net result has been $4,450,000 of unproductive investments, 
a bank debt of over $1,600,000 and United Cigar Stores left to carry 
the load with 633,100 class “A” shares and 160,000 founders’ shares, 
a total of 793,100 shares compared with Cigar Stores’ actual 
capitalization of 328,653 common shares. Shareholders of United 
Retail who exchanged their United Cigar Stores common find 
holders of founders’ shares receive approximately 20% of the 
dividends paid out of the Retail’s earnings from disbursements on 
United Cigar Stores common. At the same time United Cigar 
Stores Co. has its usual overhead, while a shareholder in United 
Retail has to carry the additional overhead of the founders’ shares. 


§ 368. A Sound Expansion Policy 


Many large corporations have been led astray by the idea 
that it was necessary for them to extend their business by 
attempting to buy up all competitors. The chief result has been 
that they have “held the bag”’ for all kinds of trouble-making 
schemes. The contrary policy is ably set forth by A. W. Green, 
then chairman of the company, in the annual report of the 
National Biscuit Company for tg90r. The fact that the company 
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has paid regular dividends of 7% on both its common and pre- 
ferred stock for many years past and now has a surplus of over 
$20,000,000, indicates the wisdom of the policy. Mr. Green 
says: 
When the Company started it was believed that we must 
control competition, and to do this we must either fight it or buy 
it. The first meant ruinous war of prices, the second constantly 
increasing capitalization. Experience soon proved to us that 
instead of bringing success, either of these courses, if per- 
severed in, must bring disaster. This led us to ask ourselves 
whether the Company, to succeed, must not be managed like any 
other large mercantile business. We soon decided that within the 
Company itself we must look for success. 
We turned our attention and bent our energies es improving 
the internal management, to getting the full benefit from purchas- 
ing our raw materials in large quantities, to economizing the ex- 
pense of manufacture, to systematizing our selling department, and 
above all things to improving the quality of our goods. It became 
the settled policy of this Company to buy out no competition, and 
to that policy, since it was adopted, we have steadfastly adhered 
and expect to adhere to the end. 


§ 369. The Chain Store Plan of Expansion 


Another very common fallacy on the part of manufacturers 
is the notion that they must handle their own retail outlets, and 
to do so must build up a group of chain stores. This policy has 
in fact been successfully followed by many important companies, 
such as the George E. Keith Company, manufacturers of “‘Walk- 
Over” shoes, the Regal Shoe Company, the W. L. Douglas Shoe 
Company, Huyler’s, Page and Shaw, etc. In practically every 
such instance, however, it will be found that the policy has been 
followed as a means of protection, not as a profit-maker in itself. 
The dangers of extension along this line are not to be minimized. 
The manufacturer, in the first place, is going into a line of busi- 
ness with which he is not familiar and where it is difficult to 
avoid numerous pitfalls. In the second place, he is likely to find 
that the move brings him the active hostility of the retailers who 
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have previously served as his agencies, thus making it necessary 
for him to develop his chain of stores more rapidly than he had 
anticipated and to invest more money than he had originally 
counted upon. 

It is a fact often commented upon that successful corpora- 
tions, as they expand, ordinarily tend to earn smaller and smaller 
returns on the actual value of their property. One common 
explanation is that at the beginning one or two managers exercise 
close personal supervision over the whole enterprise, and direct 
it by their insight and wisdom into the most profitable channels; 
whereas later their duties are necessarily delegated in part to 
men of less ability. 

The economist offers in explanation of this falling off in the 
percentage of return, the “law of diminishing returns’—which 
is simply the principle that the most advantageous opportunities 
for utilizing capital and energy are taken at the beginning, and 
the less advantageous opportunities are left for future develop- 
ment. Yet neither one of these explanations applies in the case 
of many corporations which are ably managed and which con- 
tinually raise and invest fresh capital without decreasing the 
average rate of return. Modern methods of organization and 
management and the advantage of being able to employ special- 
ized talent go far toward offsetting the first difficulty above 
named. 

As to the economic principle, it applies, to be sure, but only 
after the industry has been.so far developed that all its highly 
advantageous opportunities have been sought out and utilized— 
a condition which obtains in very few lines of business. We may 
safely infer that one important cause for a decline in the rate of 
return is to be found in the strong tendency to make extensions 
of original businesses along lines that are not wisely chosen. The 
results of each move are not foreseen and calculated with suf- 
ficient care. 

As an example of profitable extension on a great scale, we 
may take the case of the General Electric Company. During 
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the nine years, 1905-1913, the capital stock increased from 
$48,000,000 to $101,000,000. However, $23,000,000 of this 
increase represented a stock dividend in 1912, which left only 
$20,000,000, or slightly over 40%, as an actual increase of in- 
vested capital. During these nine years, the profits applicable to 
dividends doubled and the gross sales nearly tripled. Since then 
the capital stock has been increased to $139,026,900. At the end 
of 1920 the company had a working capital of over $145,000,000 
and a surplus of over $70,000,000. Its profits for that year 
available for dividends were over $22,000,000. All this has been 
accomplished by steady progress in extending the business along 
lines that had previously been mapped out. It is an inspiring 
record of what may be accomplished by persistent and consistent 
effort. 


§ 370. Investing Capital in Betterments 


One of the frequent causes of embarrassment to corporations 
which take over going concerns, or which are formed in order to 
combine previously existing concerns, is the discovery that the 
supposed net earnings of the acquired concern have been achieved 
through failure to maintain the property in first-class condition. 
Of course, if the investigation has been sufficiently thorough, this 
fact will be discovered before any entangling alliances have been 
formed. However, the truth is that such investigations fre- 
quently are carried on in slipshod fashion, or may even be omitted 
altogether. Cases are not uncommon where important com- 
binations have been formed on the strength of the unsupported 
statements of earnings submitted by each of the constituent 
companies. 

Even within a going and apparently successful corporation 
the same condition may exist. If the direction of affairs is left 
wholly in the hands of the active officers, they will net be over- 
anxious to disturb their showing of profits by setting aside ample 
sums to offset depreciation and to maintain the property at its 
full value. 
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It must be borne in mind in this connection that making 
repairs from time to time is not enough. If competitors are 
installing new and more efficient machinery, it is not sufficient 
for the company to keep its old machinery in good repair. The 
more efficient machinery must be installed if its position is to 
be maintained. At some later date, when the fact becomes 
known that large amounts are urgently required to bring the 
property back into first-class condition, both the stockholders 
and the directors are loath to give up or even reduce their divi- 
dends to atone for the errors of the past. Instead, the idea of 
raising new capital to provide for betterments will meet with 
favor. 

It will be argued in favor of this view, that betterments 
represent a capital expenditure which may properly be provided 
through the issuance of fresh securities. This may be true, but 
the needed expenditures now accumulated in a lump should 
have been met out of profits over a series of years. It is also. 
probable that fresh capital invested in bringing the plant and 
machinery up to a reasonable degree of efficiency will not materi- 
ally increase the profits, but will merely have the effect of pre- 
serving or restoring the profits the concern had theretofore been 
earning. 

The question as to when betterments constitute a legitimate 
capital expenditure and when they should be met out of earnings, 
is naturally always debatable. Conservative management tends 
strongly to decide the question in favor of the second alternative. 
When it is not so decided, there is always a danger at least of 
investing fresh capital in a form that will bring little if any 
returns. The statement is so obvious that no illustration is 
needed to enforce it. Its importance, however, should not be 


overlooked, 


§ 371. Investing Capital in Side Lines 


As has been remarked, the managers of a corporation that has 
proved successful are seldom willing to stop. They wish to go 
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ahead and enlarge their profits. This statement applies notably 
to the business men of the United States. In England and other 
countries, business customs favor building up a sound business — 
and maintaining it rather than restlessly pushing into other fields. 
No doubt the American practice makes for progressiveness, yet 
it also involves a constantly recurring danger of disaster. 

The number of companies which have taken on “‘side line”’ 
enterprises to their sorrow is far beyond what would usually 
be supposed. A conspicuous example is the American Locomo- 
tive Company which some years ago decided to engage in the 
business of manufacturing automobiles. The plant was poorly 
located and it is to be presumed that the officers had neither the 
time nor the special training which would have enabled them to 
handle this business with success. A few years later internal 
dissension in the company brought to light the fact that over 
$2,300,000 had been lost in a single year in the automobile 

enterprise. Subsequently the directors decided to accept their 
loss, dispose of the plant and other assets, and close all their 
activities in this field. 

In 1914 the American Water Works and Guarantee Company 
became financially embarrassed. This company had been a 
highly successful promoter of public utility corporations and of 
holding companies operating in the public utility field. After 
having succeeded in this line, it attempted to carry out certain 
irrigation projects and invested in these projects more than 
$10,000,000. In addition it eventually became necessary for 
the company to indorse more than $23,000,000 of the obligations 
of its irrigation subsidiaries. The result was that this “‘side line” 
became the most important activity of the company and was the 
direct cause of its difficulties, which resulted in the reorganiza- 
tion of the company as the American Water Works and Electric 
Company. No dividend has ever been paid on the common 
stock of the new company. 

On the other hand, it is sometimes true that a “‘side line” 
may prove to be the only really profitable feature of a business. 
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For example, the London Underground Electric Railways Com- 
pany some years ago since had investments of a nominal value of 
£17,000,000, of which £1 5,500,000 was in the various under- 
ground railway companies, and £1, 500,000 was in the London 
General Omnibus Company. The profits from the underground 
railways were a trifle over 1%, or about £160,800; the profits 
of the omnibus service were nearly 23%, or about £377,000. 

Some of the great meat-packing concerns such as Armour, 
Swift, and Morris, started a great many years ago to operate 
refrigerator cars primarily for transporting their own products. 
As a “side line” they began to run these cars for the benefit of 
producers of fruit and vegetables, with the result, as is well 
known, that operating car lines became, in time, one of the most 
profitable features of their business. Other lines were also added. 

In the same way the United Fruit Company was originally 
designed merely to market tropical fruits, especially bananas. 
In the course of time, however, the company has taken over one 
“side line” after another, until at present it conducts banana 
plantations, sugar plantations, railroads, tramways, steam- 
ships, and refrigerator car lines. It is understood that these 
developments have proved profitable and that the company’s 
revenue from its transportation interests is almost as great as 
from its original field of operation. 

On the other hand, the recent unhappy experiences of the 
United Retail Stores Corporation with its side lines has already 
been referred to. Another somewhat similar experience is 
referred to briefly in the report of Armour and Company for 
the year 1921, which in explanation of the net loss for that year 
of over $31,700,000, says: 


The year just passed was the most disastrous in our business 
history, as well as in the packing industry in general. A business 
such as ours must carry many millions of pounds of products in 
process of cure. Price declines, therefore, mean losses not only in 
sales but in inventory values as well. Extent of these losses can 
be visualized in price fluctuation of live hogs, which fell from a I4- 
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cent level at the beginning of the year to a 7-cent level at the end. 
Our principal losses for the year were incurred in fields of enterprise 
other than the meat lines. 

In normal times distribution of risks through further process- 
ing of by-products, cotton oil products, &c., is a safeguard, but 
last year it increased our losses because after-war liquidation was 
more in most of these lines of business than in our main business. 
Armour Fertilizer Works, third largest in the industry, suffered in 
common with the whole fertilizer industry and lost $8,250,000. 
Canned fruit and vegetable business lost heavily. Our agreement 
with the Government compelled us to take not merely market losses 
on these products, but additional losses from forced sales to liqui- 
date within prescribed limits. Big losses resulted from the situa- 
tion in the tanning business, 


§ 372. Results of Side Line Investment 


Perhaps the most definite conclusion that can be reached here 
is that the creation of ‘“‘side lines”’ is a dangerous business policy. 
It involves a diversion of capital, of thought, and of creative 
energy that would otherwise go into building up the company’s 
own business. This is especially the case when a “‘side line”’ is 
taken on, that has no vital or necessary connection with the 
original and proper business of the company. In that case, it 
calls for an especially heavy drain on the talent and resources of 
the company. The “side line” that develops naturally and al- 
most unavoidably is of a different type. It may be considered 
as rather in the nature of an extension than a ‘‘side line.” 

Even when a “side line” is successful, the question still re- 
mains whether the application of an equal amount of capital 
and of managerial ability to the company’s own product would 
not have brought still greater success. Certain it is that those 
companies which have achieved the greatest records of growth 
are those which, like the Ford Motor Company, the National 
Cash Register Company, the Curtis Publishing Company, and 
thousands of others, have devoted themselves exclusively to 
turning out one or two cognate products and have never allowed 
money or energy to be diverted from this main purpose. 


CHAPTER XXXV 


FINANCIAL STANDARDS 


§ 373. Need for Standards 


A man who keeps all his property in the form of cash and 
government bonds has, as to this, but little to worry or think 
about; but on the other hand he is not using his resources pro- 
ductively. As the same man proceeds with the development of 
some business enterprise, he puts more and more of his capital 
into the various forms of tangible and intangible assets which are 
required for the up-building of the business. Presently, if he is 
not careful, he may find himself short of cash and unable to meet 
his obligations, although he may be earning good profits. 

The same tendency is present everywhere. The executives 
who are managing the financial affairs of a company cannot 
make the business profitable merely by piling up cash resources. 
They must be prepared to venture out into the main current of 
business affairs along with their associates. And as they ven- 
ture farther and farther, the danger increases that their finan- 
cial craft may be swept out of their control. It requires constant 
watchfulness and sound knowledge to steer a middle- course 
between excessive caution on the one side, and rashness in 
financial management on the other. 

It would be far easier to keep to this middle course if the safe 
channels were more clearly marked out. A manufacturer, for 
example, takes on a greatly enlarged volume of business with 
the result that his working capital is much reduced; he finds 
it difficult to determine with any accuracy whether this reduc- 
tion is approaching the danger point or not; he has no definite 
rule or standard by which to guide his course. 
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§ 374. Establishing Standards 


Many such standards of operating and financial practice are 
established for particular industries by general consent. These 
standards are in many cases of doubtful correctness, but they 
serve to assist those who are forming and testing policies. For 
example, the percentage of cost of carrying on various lines of 
retail business, in comparison with the gross sales of the business, 
has been studied. It is generally said that the cost of conducting 
a retail book store is about 30% of the gross sales. Again, in 
many lines of manufacturing the percentages of prime cost, of 
overhead, and of selling cost, to the prices of the articles manu- 
factured, are quite definitely agreed upon. 

Unfortunately, general standards of financial practice are not 
worked out in any detail or with any approach to accuracy. At 
this stage it would be impracticable for any individual or private 
enterprise to attempt to collect and collate all the data required 
to make our knowledge of standards of safe financial practice 
more complete and more practical. This is work to be done by 
associations of business men which have authority or can secure 
permission to inspect the private records of thousands of busi- 
ness concerns. Thus the American Bankers’ Association, the 
Investment Bankers’ Association, the United States Chamber 
of Commerce, and other bodies might properly co-operate in 
carrying through to completion investigations of this character. 
Such a fixing of standards might well justify governmental atten- 
tion. 

The result of such a work would be a definite determination of 
many standards which would be of the highest value to business 
executives, to bankers and other creditors, and to the whole 
business community in reducing the amount and seriousness of 
losses due to errors in handling financial problems. It would not, . 
of course, be feasible to establish inflexible rules that would be 
binding alike on all classes of business. There would be ample 
room left for individual knowledge, foresight, and discretion. 
The result would be simply to establish certain normal or typical 
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relations, such as cash resources in relation to current liabilities, 
total current assets to current liabilities, working capital to total 
capital, working capital to volume of business, the operating 
ratio, the relation of gross profit to sales, turnover, the relation 
of net profits to fixed and to contingent charges, of capital stock 
and of bond issues to gross volume of business, and so on. Hav- 
ing these standards in mind, the financial manager would diverge 
from them in his own practice only after careful consideration 
and with the full knowledge that he would have to convince his 
associates and his bankers of the soundness of his reasons. There 
would be little danger, as at present, of his taking chances in 
mere recklessness or ignorance. 

In the absence of a lengthy and thorough investigation by 
associations of business men along the lines above suggested, it 
is as yet impossible to do more than offer a few suggestions based 
upon studies of published income statements and balance sheets. 
These suggestions are obviously fragmentary, and are subject 
to the corrections and explanations that would doubtless be 
discovered in many cases through a detailed study of the accounts 
that form the basis of the published statements. The purpose 
of presenting these suggestions is chiefly to indicate more defin- 
itely how the executive may test the soundness of the practice 
of his own company by making comparisons with similar com- 
panies. These informal tests, however inaccurate and incon- 
clusive they may be, are often found to be a fertile source of 
suggestions. 


§ 375. Relation of Working Capital to Total Capital 


Following are the percentages of working capital to total 
capital as shown in the published balance sheets of a considerable 
number of prominent American industrial corporations, which 
have been selected practically at random. ‘The figures given 
are those of the period immediately preceding the Great War, the 
enormous inflation of the war period rendering present figures 
too erratic to afford any basis of comparison. As a matter of 
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interest, however, the present-day figures are given in parentheses 
immediately following the prewar figures. They show startling 
increases in the amount of working capital involved. A large 
part of this working capital was tied up in the enormous and 
high-priced inventories carried by all the larger corporations 
towards the end of the war period—an inventory condition out 
of which they are now painfully working to more normal and 
safer levels. 

For convenience these companies are divided into three 
groups on the basis of their prewar percentages of working capi- 
tal, those having a proportion of working capital below 15% of 
total capital being placed in the first group, those having between 
15% and 35% in the second group, and those having above 35% 
in the third group. 


PERCENTAGE OF WORKING CAPITAL TO TOTAL CAPITAL 


I 
Mexican Petroleum Company....... sf] as ees = Seer -ze 3-5% 
California» Petroleum Company. 75-3 ba Fe oe 4. 3.9 ( 6.4%) 
SlosszShetheld: Companyirit taers eet See oe eee eae 6.1 (10.6) 
Com*Products: Company? 321 225. Vee oe et BO ie: 6.7 (30.2) 
Pittshurg<CoaliCompanyil. al. .o9!o 21 ofc: hieeses so 8.9 (27.5) 
Wnitedekirurt, Company water ate eee eee eee 9.0 (28.2) 5* 
UnionsBagrandy Paper! Conipanyeess sae. eee 9.4 (25.6) 
Harbison-Walker Refractories Company.................. 10.0 (17.2) 
American GCaniCompany Jit! . JAY GOR. Fees. LAO Il.5 (30.2) 
Railway; Steel Spring) Companys? .& cj4eig. cen 84, - sg ee - oad « 13.0 (48.0) 
IntematicnaldPaper|Company su. ease oe ieee eee 14.4 (51.7) 

Il 
Sears-Roebuck Company. (520)... 5 TGR. Simi We. 1D 15.1% (69.1%) 
Butterick Company: 1152 ree). ee eee ee ee 15.6 - (14.6) 
The National Enameling and Stamping Company......... 15.7 (38.5) 
United States Food Products Corporation................. 16.0 G75) 
United. States; Steel, Corporations .::hic{. ccechsags f.. teeypet 16.2 (38.3) 
PressedsstecliCar*Company ssh eae eee ee ee 18.3 (32:8) 
Bethlehem Steel Companys, i ee eee ee 19.4 (51.8)t 


* Does not include current stock distribution. 
** Name changed in ro19 from Distillers Securities Company. 
¢ Including $30,000,000 of 5-year notes. 


1 For inventory losses of important companies, see § 381. 
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he Bybh Goodrich Companys inegcieie. 3s pone iene! 19.7% (50.0%) 
Republic tron andssteel (Company. occ yon:tho cb opdonie few ns 3 20.2 (37.4) 
Mave Departmentestoressr at. t ccc cs oe oe See eee: 20.7 (55.8) 
INEWoVorkwsr brake Company sets sence te eee ee tee 2 TNO (13.7) 
American Steelikoundry ‘Companys? Of).-5,¢iea0.0 |. eo. 21.3 (46.3) 
oase-Wales Company gaesy comic 05. bay cree suetohyacvg ere oe 21.8 (39.3) 
NATION AEB ISCUItCOMPADY qc ey Acted cum os ee Soke DES (30.4) 
Wackawauba steel Companys. setts. te te soci. ane 24.4 (40.1) 
Baldwin Locomotive Company igi) AeA. 28.1 (61.9) 
Ill 

Spudepakers COMMAN Vian iets wr aks sees wg on ah ects 35-5% (34.0%) 
Crex Carpet Company ....... asad eydcatlaMe ont tae ee ons 36.8 (59-9) 
Arnourand Company iil og bet iic eo f.. Aiohhec ien AS 523710 (68.0) 
American Weplen, Company. cpt cactus att ead tees 37-4 Ge, 
ATMericamCovton Oil Companyen 2 > se so ase epi on BRT, (34.5) 
American Sugar Refining Company ...................... 39.6 (57-9) 
American Tobacco Company...........00.00 cece eee eee 42.8 (53.3) 
Underwood Typewriter Company .:..........0.....00505. 43.2 (74.9) 
General: Motors: Company se 2 spp ees nos hols A Bois os 45.0 (45.8) 
@entraleeather COMmpany.. = we stirs ett) ee ome 48:6 (62.0) 
Packard/Motor Car Company .7 yee Ee foe Se... 51.0 (102.1) 
Srutiand: Companyye...£..Siierind. ff! Lette Gad REC 51.0 (84.0) 
Morristand. Company os 68 +60 saber asec ancl de re ease 53-0 (46.6) 
Bastian Kodak *COMpany .-a.c.0 om de. seo emcee oe 57.0 (1090.5) 
Mecre aNCOMpPANy hen. foe ee a hehe Hee cintidsts seutdeabie 5 6% 70.0 (64.2) \ 
International-Harvester!Company) 052000), Wee. i. 6 81.3. (103.4) 


§ 376. Comparison of Working Capitals 


It is interesting to observe that, with one or two striking 
exceptions, companies which are competitive or which do the 
same general class of business had approximately the same re- 
lations of working to total capital. Note, for example, the 
close correspondence between the California Petroleum Company 
and the Mexican Petroleum Company. The only other com- 
pany in the list which is engaged in the extraction of raw ma- 
terials is the Pittsburg Coal Company, which also had a low 
percentage. Extractive companies have little need for large 
inventories, stocks of raw material, or other working assets, 
except cash and accounts receivable. And their accounts re- 
ceivable do not run for long periods. 
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The International Paper Company and the Union Bag and 
Paper Company are both in Group I; doubtless, owing to the 
fact that both companies manufacture from wood pulp, which is 
supplied by their own forests, they had little occasion to carry 
heavy stocks of raw materials or inventories of half-finished 
products. The American Can Company, the Corn Products 
Company, the Sloss-Sheffield Company, and the Harbison- 
Walker Refractories Company, seem, on the face of the above 
showing, to have working capital considerably below normal. 
It is likely, however, that a more thorough examination would 
reveal reasons which are not now apparent. All these com- 
panies show considerable increases in working capital for the 
postwar period. The United Fruit Company is, to a large 
extent, engaged in transportation rather than in producing and 
selling. As has been previously pointed out, transportation 
operations do not call for large amounts of working capital. 

The various railway equipment companies, including the 
Railway Steel Spring Company in Group I and the Baldwin 
Locomotive Company, the New York Air Brake Company, and 
the Pressed Steel Car Company appearing in Group JJ, all had 
a low proportion of working capital compared with other indus- 
trial companies. It may be assumed that in railway equipment 
manufacturing, comparatively little money is tied up in accounts 
receivable. 

All the steel manufacturing companies, including the Ameri- 
can Steel Foundry, the Bethlehem Steel Company, the Cambria 
Steel Company, the Lackawanna Steel Company, and the 
United States Steel, are included in the second division, and all 
had working capital proportions below the average. We may 
again observe here, as in the case of the paper manufacturing 
companies, that “integrated” production (that is to say, unified 
control of a complete series of operations from extracting the 
raw material to delivering the finished product) favors a low pro- 
portion of working capital, as the necessity for carrying stocks 
of raw materials is much reduced. 
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The two biscuit manufacturing companies—Loose-Wiles and 
the National Biscuit Company—were approximately equal in 
respect to proportions of working capital. The other companies 
in Group II call for no special mention. 

In Group II are included a number of important companies 
which may be subdivided into two classes: those which find it 
necessary to carry large inventories of materials, goods in pro- 
cess, and finished goods, and those which find it necessary to sell 
on an instalment or long-terin basis, so that accounts receivable 
are always heavy. The first-mentioned class includes Ameri- 
can Sugar Refining Company, American Tobacco Company, 
American Woolen Company, Central Leather Company (the 
length of period of leather manufacture is exceptionally long), 
Crex Carpet Company, American Cotton Oil Company, and 
Eastman Kodak Company. Some of the companies just men- 
tioned also carry unusually large sums of cash. 

The two agricultural implement companies in this group, 
International Harvester Company, and Deere and Company, 
as well as the Underwood Typewriter Company, belong in the 
class which sell their products on long terms. Under the strict 
definition of the term, we should probably not allow the agricul- 
tural companies so large a proportion of working capital; for in 
arriving at this figure all accounts receivable have been listed 
under “current assets.”” These accounts, however, consist in 
large part of small notes running for one, two, and three years, 
and are hardly to be described, therefore, as “current.” If we 
were to include only accounts maturing within three months, or . 
even six months, our figures for working capital of these com- 
panies would probably show them in about the same condition 
as other industrial corporations. 

The automobile companies, Studebaker, General Motors, and 
Packard, like other manufacturers of automobiles, carry large 
stocks on hand, especially at certain seasons of the year. So 
long as this practice remains a necessary feature of the business, 
they will be required to carry large proportions of working capital. 
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The meat-packing companies—Morris, Swift, and Armour— 
find it necessary to carry large inventories of live-stock and of 
goods in process. 

On the whole, in running over the list that has just been given 
and in examining large numbers of other industrial balance 
sheets, it becomes fairly evident that well-managed business 
enterprises customarily follow standards that are more or less 
similar and that lead them to establish similar proportions of 
working to total capital. The exceptional cases, both above and 
below the normal proportions, are for the most part readily 
explainable. Each financial manager, taking the published 
statements of the firms that are most nearly like his own, will 
find it useful to make a comparison and, if possible, explain 
the striking divergences either above or below the average. 


§ 377. Cash and Cash Resources 


Closely related standards and tests apply to the proportions 
of cash and resources immediately convertible into cash (prin- 
cipally securities held for sale) to gross volume of business, and 
to current liabilities. 

Inasmuch as banks are devoted almost exclusively to hand- 
ling cash and credit, we should naturally expect that their 
practice in respect to these factors would be more definitely 
standardized than the practice of mercantile manufacturing 
companies, and this is actually the case. The experience of 
financiers over many generations has gradually crystallized into 
‘the conclusion that in an ordinary commercial bank, which is 
effectively using most of its capital in its own business, that 
capital ought to be invested chiefly or wholly in cash, or at least 
in cash and secondary reserves immediately convertible into 
cash. The proportion of cash to demand liabilities has been 
fixed by long experience at from 15% to 25%. 

In most American industrial companies, the proportion of 
average cash to gross sales is about 3% to 6%. If the company 
is paying its bills promptly and is not overborrowing, current 
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liabilities should not exceed 20% to 30% of annual sales. This 
refers, of course, to the business of manufacturing a standard 
article or articles which can be sold in fairly steady volume. On 
the basis of these figures, cash and cash resources should be 
about 12% to 25% of current liabilities, and this is not far from 
the customary showing. 


§ 378. Turnover 


The definition of the term and the reasons for laying great 
importance. upon quick turnover have previously been dis- 
cussed.2 The additional point that belongs in this chapter is 
a statement as to the ratio of turnover which may be accepted 
as standard in various lines of business. This statement is by 
no means complete or conclusive, but is based upon the frag- 
mentary information which it is now possible to obtain from the 
records of business firms. 

A cotton goods commission house which does a little financing 2 
of sales, employs some traveling salesmen, and carries no stock, 
has total working assets of $400,000. The annual sales of this 
house are about $3,500,000, showing a turnover of nearly 900%. 
This is regarded as a good, though not abnormal, showing. 

A large department store is said to carry an average stock 
of $8,000,000 to $10,000,000, and to have average sales of $15,- 
000,000 to $20,000,000, showing a turnover of 200%. 

It is said, on excellent authority, that many retail grocers 
make a complete turnover at least once a month, equivalent to 
1,200% for the year, while country stores, which are forced to 
carry a large assortment of stock, are well satisfied to do 300% 
to 400%. One small retail store is recently reported to have 
done 900%, but this is an extraordinary showing. 

In manufacturing companies, turnover is an element of so 
much less importance relatively, that comparatively little atten- 
tion has been paid to attempting to determine standards. It 
would be unsafe to rely on published balance sheets and income 


2 See §§ 150-154. 
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statements as the sole source of information in figuring turnover, 
inasmuch as the working capital of most concerns varies consid- 
erablyfrom one season of the year toanotherand a comparatively 
slight variation would make a large difference in the results of 
the calculation. 


§ 379. Operating Ratios 


One of the most important standards or tests of efficiency 
in all lines of business is the percentage of total expense of run- 
ning the business, including manufacturing, selling, and admin- 
istrations, to the gross sales—more commonly known as the 
‘operating ratio.” It is clear that the difference between 100% 
which represents gross sales and the operating ratio is the per- 
centage of profit on sales. The lower this percentage of profit— 
or, in other words, the higher the operating ratio—the more 

.unstable, other things being equal, is the business as a money 
maker; for a high operating ratio means that even a slight varia- 
tion in the expenses which comprise it may be sufficient to trans- 
form a profit into a loss. 

On the other hand, a phenomenally low operating ratio 
indicates a business which is earning excessive profits and is 
therefore peculiarly subject to competitive attack. The oper- 
ating ratio should always be compared with the capital invest- 
ment and the fixed charges of the business, which should not, 
however, be included in calculating the ratio. Although the 
operating ratio may be regarded as not primarily a financial 
factor, and certainly is but partially subject to control by the 
financial management of the company, yet it is an element of 
so much importance that it requires careful consideration both 
by the operating officials and by those who are primarily inter- 
ested in accounting and finance. 

The term “operating ratio” was first applied, and is still most 
generally used, in connection with steam railroads. The ratio 
here is low, usually not more than 70%; sometimes it climbs to 
80% and go% or even more, and sometimes falls as low as AR 
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The operating ratio of the Chicago, Rock Island and Pacific 
Railway for the last ten years is as follows: 


IQII 72.80% 1916 68.10% 
1912 72:33 I9Ql7 73-79 
1913 74-94 1918 85.87 
IQI4 760.15 IQIQ 87.03 
I9I5 75-19 1920 94.07 


§ 380. Percentage of Profit 


When we come to industrial and mercantile businesses, th: 
same result is perhaps better attained by taking at once the per- 
centage of profit on gross sales. The gross sales, net profits, 
and percentage of profits on gross sales are given below for three 
typical concerns. All these have a fair margin of profit. As 
will be noticed, the percentage is very stable in each case. 


GENERAL ELECTRIC COMPANY 


Gross Sales Net Profits Percentage 
1914 $ 90,467,693 $ 8,970,964 9.9 
IQI5 85,552,070 8,623,887 10.1 
1916 134,242,290 15,204,091 II.4 
1917 196,926,318 29,004,540 14.7 
1918 216,815,278 28,375,750 131 
1919 220,979,983 33,124,300 14.4 
1920 275,758,488 26,460,058 9.6* 
F. W. WootwortH CoMPANY 

Gross Sales Net Profits Percentage 
1914 $69,619,669 $6,429,896 Q.2 
IQT5 7519951774 7,548,210 9.9 
1916 87,089,271 8,713,445 10.0 
1917 98,102,857 9,252,349 9.4 
1918 107,170,411 7,088,716 6.6 
1919 119,496,107 — 10,361,557 8.6 
1920 140,918, 981- 9,775,252 6.90 
New York TELEPHONE COMPANY 

Receipts Net Profits Percentage 

1916 $57,005,505 $15,002,260 26.3 
1917 62,961,006 14,293,333 2 ey 
1918 66,691,095 12,419,887 18.6 
1919 75,005,893 12,906,125 17.2 
1920 87,900,465 5,483,026 6.2 


* $17,800,785 written off inventory in 1920. 
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Percentages for other businesses might be given ad infinitum, 
but it would be useless to go farther here than to indicate roughly 
some of the considerations which enter into determining a satis- 
factory operating margin for any one business. 

As already indicated, a company which requires a large 
amount of fixed capital and which has therefore heavy fixed 
charges, but light operating expenses, should normally have a 
small operating ratio, as is the case with the New York Teéle- 
phone Company. 

Normally, a manufacturing concern will have a margin of 
profit not far from 10%, as shown by the General Electric Com- 
pany. Trading companies, such as the F. W. Woolworth Com- 
pany, run about the same. 

The man who is thoroughly familiar with a given line of 
business and who knows with some definiteness the normal per- 
centage of profit that is required in order to make the business 
safe and profitable, will not fail ordinarily to look to the operating 
ratio as his first significant test of any company’s financial status. 


§ 381. Inventory Statistics 


In this general connection the following tabulation showing 
the inventories carried by some of the large corporations, and the 
effect upon them of the conditions following the war, will be 
found of interest. 


It is the 1921 balance sheets that tell the story of the reaction 
following the war time prosperity. Inventory accounts mirror the 
savage cut to even below prewar values for many commodities. 
What appeared to be huge profits built up during war prosperity 
have in many cases turned out to be but inflated inventory values 
and these have been punctured by the fall in prices of both raw and 
finished products during 1921. To absorb these losses with sales 
running far below normal has been the problem. 

Twenty-three representative concerns show a combined inven- 
tory account of $715,091,762, against $1,199,330,639 a vear ago, 
or a decline of 43%. For the prewar year tor4 these same con- 


3 From Wall Street Journal, March 10, 1922. 
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cerns had a combined inventory of $363,147,150, or approximately 
one-half the present value. In this connection it should be remem- 
bered that many companies have expanded their plants since 1914 
and would naturally be expected to carry a larger supply of 
materials. 

The following table lists 23 of the larger industrial concerns 
which have reported for 1921 and compares the 1921 inventory 
account with that of 1920 and the prewar year 1914: 


Inventory account: 1921 1920 1914 
American Hide & Leather. $ 5,886,096 $ 9,289,186 $ 09,620,441 
American Sugar......... 12,206,239 45,405,155 15,431,099 
PSCTVOUL Ens ern sot oe: 83,320,641 136,723,528 44,672,448 
American Locomotive. ... 4,350,200 8,284,211 3,962,810 
Baldwin Locomotive. .... 7,000,736 20,182,280 4,029,367 
Bethlehem Steel... .......... 41,115,700 73,208,678 11,130,734 
CentralLeather..). 235... 48,403,924 60,586,898 42,045,904 
Cucaliy tien ste see evens 17,177,704 30,648,357 14,079,201 
Cuban-American Sugar... 12,901,714 15,593,934 3,906,453 
Bae Goodrichict.. scart 2 29,618,936 72,631,058 11,308,857 
General Motors......... 108,762,625 164,684,679 11,642,370 
Kelly-Springfield........ 55259739 9,751,388 1,795,305 
Loose-Wiles.0. 220.0 205. 2,936,848 5,230,811 1,981,136 
Lackawannats jt ela....a ff a: 13,304,041 17,723,023 9,130,674 
Mitd Valera: PWR 625. og 36,310,212 45,393,835 33,422,686 
Montgomery Ward...... 16,767,592 30,282,672 6,780,822 
Morris’ & Colbie, Ha17: 21,548,259 30,624,016 19,297,166 
National Biscuit........ 3,595,327 8,235,341 5,280,844 
Pierce=Arrow’......0.5 55. 11,246,697 16,470,662 *9,680,057 
Séars-Roebuck:. 2 . nes. 2. - 40,445,880 105,071,243 13,273,927 
SW AvAeT CAL GOWs ee eee 93,771,404 151,305,085 45,899,008 
US eeMUDDET sce ete a sis 76,691,777 123,503,031 33,606,741 
F. W. Woolworth & Co... 16,194,461 18,500,668 10,491,040 

TOtallis nessa e coke es $715,001,762  $1,199,330,639 $363,147,150 


CHAPTER XXXVI 
ANALYSIS BASED ON FINANCIAL STANDARDS 


§ 382. A Problem in Finance 


Bankers, credit men, investors, and others who are not in- 
timately acquainted with a given business, are frequently called 
upon to form tentative judgments as to the financial efficiency of 
a business, based chiefly upon statements of account that are 
furnished to them, or even upon a few unconnected figures. 
The process of piecing together these fragments and from them 
forming a fairly definite mental picture of the status and efficiency 
of the concern, is not unlike the work of those scientists who from 
a few small bones are able to reconstruct the skeleton of some 
prehistoric animal. In making an analysis and “‘reconstruction”’ 
of this kind, financial standards, if available, which apply to the 
business under consideration are of much value. 

The following problems from the general manager of a whole- 
sale house call for opinions on certain questions of finance: 


The firm has a paid-in capital of $125,coc, having been in 
business three years with an approximate surplus of $25,coo. Of 
this capital, $35,000 is invested in a store building, warehouses, 
furniture, drays, and general equipment necessary for the carrying 
on of said business. We have approximately $90,000 stock and 
the surplus is working capital. The credit of the firm is $25,000 
to $200,000 high credit. 

t. What is the average stock of merchandise the business 
referred to should have at all times? 

2. What maximum open accounts would be conservative for 
this business to carry? Goods sold at 60 days’ time, 75% of the 
business sold to merchants with good credit, 25% of the business 
retail, principally city accounts collected on first of each month 
after purchase. 
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3. What maximum amount of bills payable should our books 
show for borrowed money, goods, etc.? 

4. What amount in bills receivable would be conservative at 
any one time? 

5. What would be the maximum amount of yearly business 
such a firm should do for capital invested? 

6. What amount of dividendsshould stockholders be paid, the 
average net earnings of the firm being 25%, after all expenses and 
losses are paid and accounted for? 


§ 383. Analysis of Problem 
On the basis of this somewhat scanty information, the reply 
sent was, in effect, as follows: 


From the information given, a highly condensed balance sheet 
of your business would read somewhat as follows: 


Assets 
Building, Furniture, and Equipment...................... $ 35,000 
CEM ENC ct TNR x. one tere eee ee 90,000 
1 ZI aI 3 OS ala ee Mt A ee tll Or nb 25,000 
OT OVA ASSES: :0E SOON DD, Datu Fon a amonety sh $150,00¢ 
Liabilities 
HATO Macc, har ROLE ae Ag a A IETS RST eR $125,000 
TL Tas rar ea a A pl ae ah ca he 25,000 
Total MMiabilitiese vor ewes sek oe ate Ca $150,000 


The $25,000 working capital must consist partly of cash and 
partly of an excess of accounts receivable over accounts and other 
obligations payable. 

In order to prepare an opinion that would fit your case, the 
following additional information is essential and should be sup- 
plied: 

Normal amount of cash in bank. 

Normal amount of accounts and bills payable. 
Normal amount of accounts and bills receivable. 
Average percentage of gross profits. 

Average operating expenses per mont 
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As these facts are not furnished, the following assumptions are 


made: 

Notmal Cash! Balances! 2". eee. ee roe ee met aes $10,000 
Normal Accounts and Bills Receivable................000.. 90,000 
Normal Accounts and Bills Payable.........5.......0...... 75,000 
Average Operating Expenses per month..................4 15,000 
Average Gross Profits (on selling prices)..........---....--- 25% 


Very likely these assumptions are a long distance from the facts. 
That, however, will not affect the reasoning; you can readily fill in 
the right amounts and thus make the figures suit your situation. 

With these assumptions, your balance sheet would read as 


follows: 
Assets 
Building-andsKquipmentance aces erties oe $ 35,000 
StoéK a5 cc- led sears bray Haat are cea earrelsenh OAa? 90,000 
Accounts ‘Receivablenun® Galea Asem eer cee oe eerie 90,000 
Gash tories Sets ae heehe Sao ies Ge acbiser ng 10,000 
aT OtaIKASSCES a. som. 57 bs aa EAE ae pet Ee ceci $225,000 
Liabilities 
Catal sho mcr teke arate 8m cary eae Rn Les Ne toa ae ea eee $125,000 
DULEP EUS e ue = Stak tue pcgereire tiie cash exeas eae eae erezme Meere ehcp ee 25,000 
ACCOUNTS Payables: S25 52076, mach errson rk eee oss 2 niece 75,000 
Total Liabilities... 2.7 merrier ets, tees: o 3 ore ae nae $225,000 


The above balance sheet on its face would seem to indicate a 
fairly strong financial position. Your quick liabilities would be 
only 75% of your quick assets, not counting stock most of which is 
no doubt readily salable. This percentage in mercantile com- 
panies and in those manufacturing companies that carry large in- 
ventories of finished products is generally considered conservative. 
The percentage in emergencies or at certain seasons of the year 
might rise as high as 85% or even 90% without indicating reckless- 
ness, but this high ratio should be short-lived. 

Another ratio to consider is that between quick liabilities and 
the total of current assets, including stock. It is safe to say that 
this percentage should not normally be higher than 50%. The 
balance sheets for a period of years of a large wholesale dry goods 
company showed a ratio of quick liabilities to total quick assets 
at the end of each fiscal year as follows: 40%, 55%, 40%, 57%, 
45%, 40%, 38%. In the above assumed balance sheet, the total 
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of current assets is $190,000, and of quick liabilities, $75,000, or 
less than 40%. This is conservative enough. 

Buyers of commercial paper, especially large banks, sometimes 
make an arbitrary requirement for a definite ratio. In Babson 
and May’s treatise on “(Commercial Paper’ the following rule is 
laid down: 

“Two and a quarter of quick assets, that is, assets which can be 
converted readily into cash, to one of debts, have been taken as a 
fair showing to be called for on an annual statement .... The 
ratio of 214 to 1 should be regarded as a fair ratio to be expected 
on the statement of the average mercantile company, and most 
borrowers of this class in the open market, under our present sys- 
tem of commercial paper, ought to show this much.” 

Going back to the hypothetical balance sheet, it is obvious that 
the gross volume of business which can be carried on with safety is 
to be determined only by a study of the proper relations of the 
various assets and liabilities to each other. To illustrate: make 
the assumption (which is, of course, out of the question) that the 
gross sales in the month following the date of the above balance 
sheet should amount to $100,000. What would be the effect on 
the business? First, goods of a cost value of $75,000 would have 
been sold and would have to be replaced. In addition, with this 
volume of business, the stock on hand would obviously have to be 
increased to say $125,000. This would make it necessary to buy 
during the month $110,000. Assume that $50,000 of the $90,000 
accounts receivable fall due during the month and that $40,000 of 
the accounts payable become due, then the cash receipts would be 
$50,000 (assuming that there are no cash sales), $15,000 of which 
would go for operating expenses, leaving $35,000 to apply toward 
the accounts payable; it would be necessary in addition to draw 
$5,000 from the cash on hand. We must, of course, assume that 
such a volume of business would require an increase in equipment 
which we may assume to amount to $5,000. The condensed 
balance sheet at the end of the month would then be as follows: 


Assets 
Building and Hquipment#}, =. qari jsort seh b axa soi lte open $ 40,000 
SLC Kae ere re Ae apie aot tae dnl: orcrsotemre aioe «ies 125,000 
EXGCORMMES HSE COLV A DOI ice ogo vane ans os ato hay Sr iys AE sherseauutE ed 140,000 


MO CANEASSELS Mees race arnracticts o-aicvann aaron 5S ee $305,000 
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Liabilities 
@apital. os 5 vies deceit ete eine ola cre chen aicuctey atelokeoler ss Waters $125,000 
SUI OLUISM ets, Met ttee lay atetaiene emer ord ProMale chet ox» Re umennr et ale eel eset el edn Fay 35,000 
[Actoants!Payabletey, 9 aed, Bataan ste ae eee vicaiene sonar 145,000 
Total Liabilities. swisewpay amerckoimtcinstcisisit oslo aie sian ae $305,000 


Evidently this would be an impossible situation. It appears 
absurd enough when put in this exaggerated form; yet business 
concerns frequently work themselves into a situation somewhat 
like this by trying to carry a volume of business which is far 
beyond their capital. 

With no more facts than you have given and with only the 
above assumptions to work on, it is not possible to give an intelli- 
gent answer to your questions as to the amount of yearly business 
a firm of your size should do. Probably something like $500,000 
a year, $40,000 a month would be somewhere near normal, though 
it is unsafe to name that or any other figure without knowing more 
about the situation. 

Your first question as to the average stock of merchandise can 
be answered only with relation to your fifth question as to the 
maximum amount of yearly business. Your stock must be pro- 
portioned to the volume of your sales. Your sales must be pro- 
portioned to the equipment and working capital of your business. 

It is not possible to answer your questions 2, 3, and 4 by giving 
definite figures, for the reason that the right amounts of receivables 
and payables are determined by the relations of these items to each 
other and to the other assets and liabilities of the business. The 
attempt has been made to indicate above what are generally con- 
sidered the right percentages; and also to indicate the line of 
reasoning to be followed in passing judgment on any particular 
business, all the essential facts being available. 

In a mercantile business that is running on a sound basis and 
that is not increasing its volume of sales too rapidly, it is considered 
proper to pay out a fairly large proportion of its net earnings in 
dividends. If your net earnings are 25% and the volume of your 
sales is some place near the maximum, a dividend of 15%, or pos- 
sibly even a little more, would not be out of place. The case is 
entirely different if your business is growing rapidly. In that case 
it is obviously necessary to reserve more cash and thus build up 
your working capital. 
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§ 384. Checking up the Analysis 


In acknowledging the analysis just given, the manager of the 
business under consideration makes the following comment: 


I notice in your report that cash balance and normal accounts 
and bills receivable should be approximately $100,000. To show 
how near you came to the actual facts, our recent trial balance 
showed in April $96,000 covering these two accounts, approxi- 
mately $10,000 cash balance. Ourliabilities at times will run some- 
thing near $75,000, though at present they do not show this much. 
The only figures I have reason to challenge in your report would be 
your expense account of $15,000 per month. You no doubt have 
in view the handling of some very profitable line of goods. Our 
expense account showed in proportion to the sales 101%, approxi- 
mately $40,000 per year. Your idea that a firm of our capital 
should do $500,000 agrees with my own. In other words, a whole- 
sale firm should, at least, turn its capital stock four times during its 
fiscal year. 


From the above it seems clear that through the proper use of 
accepted standards of financial practice it is possible to arrive at 
a fairly accurate understanding of the status of a concern even 
when the information available is limited, 
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Part VI—Financial Abuses and Involvements 


CHAPTER XXXVII 


EXPLO[TATION BY OFFICERS 


§ 385. Exploitation 

Any gross deception or breach of trust which operates to the 
injury of an innocent party is fraud, and is recognized in law as 
sufficient cause for invalidating a contract or for bringing action 
to recover damages. Under certain conditions it may constitute 
a crime. It is often difficult to prove fraud in a transaction, 
since evidence is usually required of an intent to defraud or 
mislead. 

Exploitation differs from simple fraud in that it is more 
subtle, more difficult to trace and expose, and ordinarily gives 
no grounds for legal action. There is no one act or set of acts 
that can be listed and definitely described as exploitation, since 
it takes an infinite number of forms and in many cases is not 
known or recognized even by its victims. 

Nor is there absolute certainty, ordinarily, that a company 
has been deliberately exploited, even though it may have been 
wrecked and the facts of its mismanagement may have become 
known. It may be proved that those in charge of the company’s 
affairs have secured personal profits and that the transactions 
have been injurious to the company. Yet the plea may always 
be made by such persons that mistakes of business judgment are 
common to all enterprises and that this is a case of the kind. 

Frequently such pleas are sound and the criticisms made by 
stockholders of losing corporations are unjustified. There is no 
definite standard or simple rule which can be applied here. The 
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facts as to every case where exploitation is suspected require 
careful study, and even then the judgment of observers fre- 
quently has to be based more upon probabilities than upon 
definite facts. In general, exploitation may be said to differ 
from fraud in that, while the intended results are practically the 
same, there is always room, in case of exploitation, for varying 
interpretations of the facts. 

Exploitation is dangerous because it may be so easily dis- 
guised. Plausible arguments in favor of almost any business 
proposition can be advanced so easily that it is seldom possible 
to arouse unanimous opinion and action against practices that 
savor of exploitation. Again and again it has been proved that 
in large enterprises comparatively few stockholders will vigor- 

ously support action intended to recover funds that have been 

lost by exploitation. Consequently, we often see the surprising 
spectacle of corporations being obviously mismanaged and 
deliberately exploited while the management is receiving the 
loyal support of the very stockholders whose property it is 
looting. Usually it is only when the exploiters become over- 
bold, and take some action verging on actual fraud, that the 
injured stockholders appoint committees from their number and 
take effective legal steps to put a stop to the management’s 
depredations. 


§ 386. Exploitation Favored by the Corporate Form 


There always has been, and doubtless will continue to be, 
exploitation by the powerful and influential of those who are 
weak and helpless. But exploitation in its modern and now most 
prevalent form, as a factor in business life, is comparatively a 
new thing, largely due to the general adoption of the corporate 
form of organizing business enterprises. The corporate form is 
singularly well adapted for exploiting activities. Through the 
creation of a small corporation, an individual may wholly or 
partially hide his own identity and rid himself of personal re- 
sponsibility. Again the large corporation with its thousands or 
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tens of thousands of shareholders, few of whom know much about 
or take a personal interest in the fortunes of their corporation, 
offers an inviting opportunity for exploitation. 

The legal fiction of “corporate entity” which has been more 
rigorously upheld and applied in American courts than in English 
courts, has undoubtedly been a highly important factor in favor- 
ing exploitation. Again and again, the wrecking of great cor- 
porate enterprises by those in charge furnishes ample evidence 
that human nature is still weak. The law is slow. The wreck- 
ing of the Erie Railroad in the last century was accomplished 
by methods not illegal then, but that now might put those that 
used them in the penitentiary. But the exploiter of today 
employs no such crude methods. He has kept ahead of the law. 


§ 387. Abuse of Official Position 


It is seldom that the chief officers of an important modern 
corporation are suspected of betraying their trust. Recently, 
however, the Bar Association of New York City brought dis- 
barment proceedings against a former attorney of the Missouri 
Pacific Railway, charging him, while counsel for that company, 
with aiding and abetting its president in the diversion of funds 
from the company’s treasury. As reported in the New Vork 
Times: } 


According to the Bar Association charges, the Missouri Pacific 
transaction in which Mr. Chadbourne is alleged to have been in- 
volved as counsel for President Gould and the road dealt with the 
sale of about $19,000,000 worth of bonds, and the diversion of 
almost $5,000,000 from the road to Mr. Gould and others. The 
transaction took place not long before Mr. Gould was ousted from 
control of the road by Kuhn, Loeb & Co., the road’s bankers. 

The Bar Association version of the transaction was explained 
by a member of the Grievance Committee yesterday as follows: 

“Tailer & Co., investment bankers, of which T. Suffern Tailer 
is a member, were asked to lend money to the Missouri Pacific. 
They were to take certain notes of the Missouri Pacific and as col- 
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lateral were offered an option on $19,000,000 bonds of a subsidiary 
road at 8r. Gould did not take the notes he had agreed to take, 
and Tailer & Co. sold them for him to other parties, and most of 
his rights to take up those bonds at 81 disappeared. 

“When he found out that Kuhn, Loeb & Co. offered to re- 
organize the road but insisted that the road must have clear title 
to these bonds, he realized that the bonds were getting valuable, 
and went, through Chadbourne, to Tailer & Co. and insisted on 
being reinstated in the rights he had lost. Tailer agreed against 
his will to reinstate him. 

“After that, Gould purchased the $19,000,000 worth of bonds 
at 8r from the front door of the treasury of the Missouri Pacific, 
and sold them to Kuhn, Loeb & Co. at 102, and then they were 
taken around to the back door of the Missouri Pacific treasury and 
sold at 107. 

“The point of the accusation is that Mr. Chadbourne was acting 
as personal lawyer to George Gould and also as lawyer for the road, 
and that he stood by and watched the robbery of the road of 
which he was the lawyer.” 


It may be stated that the accused attorney denies he was 
counsel for the road at the time the alleged looting occurred. 


§ 388. Abuses by Subordinate Officers 


In a corporation which is conducted by able business men 
who are single-mindedly devoted to the up-building of the cor- 
poration, it is probable that nearly all subordinate officers will 
be of the same type. In the business world, as everywhere else, 
like attracts like. Men who are themselves honorable prefer 
to work under chiefs with the same sense of honor. If they sus- 
pect that their company is being exploited by its officers, they 
will leave and their places will be taken by men who are perhaps 
less able or less scrupulous. There are, of course, innumerable 
exceptions on both sides, but the general rule holds good. Con- 
sequently, when we find a company in which the chief officers 
have been primarily engaged in exploitation, it is only too likely 
that graft will also be found among the subordinates. 

Under, the old regime, the New Haven Railroad Company, 
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according to the report of the Interstate Commerce Commission, 
purchased its rolling stock almost exclusively and without com- 
petition from one individual. These purchases amounted to 
approximately $37,000,000. The favored individual made no 
secret of the valuable presents made to the officials with whom 
he did business, claiming that they were old friends of his. The 
Commission makes the following pertinent comment: ‘Cor- 
porate economy is not practicable where gifts and obligations 
arising from friendship tend to obscure official duty.”’ 


§ 389. Exorbitant Salaries and Payments 


In a small corporation which has come into the control of one 
faction and is being exploited to the detriment of the general 
body of stockholders, the simplest and most common method is 
through payment of exorbitant salaries. So long as the salaries 
are kept within the bounds of reason and so long as the real 
purpose—which is to distribute profits in this form—is not made 
too plainly evident, the practice is legally unassailable. It may, 
however, become dangerous to the exploiters in case their salaries 
are suddenly increased, or in case there is a rearrangement of 
salaries which so clearly corresponds to shareholdings as to leave 
no doubt that the increases are really mere devices for distribut- 
ing profits to the dominant faction at the expense of the other 
shareholders. 

In the early days of the United States Shipbuilding Company, 
there was considerable mystery as to the failure of the company 
to live up to the advance estimates of its profits. Later when the 
company went into the hands of a receiver, it developed that 
one of the most important subsidiaries taken over, the Union 
Iron Works, had been assumed to have a surplus of $1,000,000, 
whereas it really had an accumulated deficit of about $1,400,000. 
Furthermore, Receiver Smith discovered that the Shipbuilding 
Company had entered into contracts to retain certain officials 
at salaries aggregating $240,000 per year. Most of these salaries 
were heavy advances over those which had previously been paid. 
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In its investigation of the affairs of the Rock Island Company, 
the Interstate Commerce Commission found that large extra 
and secret payments were arbitrarily allowed to some of the chief 
officers of the company, of which the following are examples: 

The first vice-president, in charge of freight and passenger 
traffic, was secretly paid $18,750 per annum, making his total 
compensation $43,750, whereas the pay-roll showed but $25,000. 

The chief engineer received a salary of $15,000 per annum 
plus a secret bonus of $3,000 on the first of each year. 

Upon the retirement of the general solicitor, he was given a 
bonus of $100,000 in cash. 

It is perfectly true that some of the above payments may be 
defended, but they at least illustrate with striking clarity the 
almost unlimited possibilities for abuse if a board of directors 
is inclined to be careless in its use of the property with which it 
is entrusted, 


§ 390. Contracts That Benefit Officers 


The history of the Standard Rope and Twine Company, 
which was formed in 1895 to take over the assets of the insolvent 
United States Cordage Company, illustrates some of the possible 
methods of exploiting a corporation to the personal advantage 
of the officers. The first president was accused—whether justly 
or unjustly cannot be definitely determined—of discriminating 
against the Standard Company in favor of a competing concern 
in which he was a partner, turning the less profitable contracts 
toward the former and the more profitable ones toward the latter. 
In 1896 the president proposed that the Standard Company 
should take over certain processes controlled by him for forcing 
oil into rope. The company made a contract which gave the 
president authority to spend $25,000 of the company’s money in 
perfecting his invention. As a matter of fact, much more than 
this amount was eventually spent. In the end the process 
proved worthless and the company had to bear a heavy loss, 
amounting to over $126,000. 
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In September, 1898, some of the officers of the Standard 
Rope and Twine Company formed a selling agency known as 
the Union Selling Company. This last-named company then 
entered into a contract with the Standard Rope and Twine 
Company under which it received 714% commission on all sales. 
A stockholders’ committee in r900 estimated that the effect 
of this contract was to increase by more than 50% the selling 
expenses of the Standard Company. 

The misuse of “construction” companies as a means by which 
officers may make contracts for their own advantage has been a 
practice unfortunately not at all uncommon. Another almost 
customary method of “milking” railroad corporations a genera- ° 
tion or two ago, was through the organization of ‘fast freight” or 
“despatch” lines which made particularly favorable contracts 
with two or more railroad companies for moving their cars on an 
express schedule and then picked up highly profitable quick 
despatch business from shippers. In a number of cases the 
stockholders in these lines were the officers and directors of the 
railroad companies over whose tracks the lines operated. It 
was many years later before the railroad companies stepped in 
and purchased the ownership of these lines. 

Another common method of making contracts for the advan- 
tage of officers has been through the purchase at high prices of 
subsidiary or branch companies in which officers were personally 
interested. In 1890 the directors of the Northern Pacific who 
were, as individuals, also in control of the Wisconsin Central, 
effected a lease of the last-named road to the Northern Pacific 
for 999 years on terms which the stockholders’ committee con- 
sidered unfair to the Northern Pacific. The receivers of the 
Northern Pacific four years later, however, were unable to obtain 
sufficient evidence to justify legal action against the directors. 


§ 391. Ethics of Contracts Benefiting Officers 


Contracts made by officers of corporations with corporations 
in which these officers are interested or with the officers person- 
a 
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ally, may become one of the most insidious forms of exploitation. 
The contracts with the Standard Rope and Twine Company 
cited in the preceding section illustrate the dangerous possi- 
bilities. The difficult point here is found in the fact that fre- 
quently a contract with a company in which the officer letting 
the contract is interested, is justifiable. The temptation is, 
though, always present when an officer is contracting with a com- 
pany in which he is interested, to give better prices or better 
terms, or other advantages that would not be granted if the con- 
tract were given to an outsider. 

The question may come up when an officer of a corporation 
is interested in another corporation from which the first corpora- 
tion buys, or when his corporation sells to another corporation 
in which the officer is interested. Possibly the corporation may 
be able to buy better from the officer’s corporation than else- 
where. Or possibly the corporation may be able to sell to better 
advantage to the officer’s corporation than to others. In that 
case the transaction is justified. So true is this that just such 
contracts. are specifically provided for by some of the larger 
corporations. Thus in the by-laws of the United States Steel 
Corporation occurs the following provision, expressly —o 
ing such contracts. 


Sec. 8. Contracts. Inasmuch as the Directors of this Company 
are men of large and diversified business interests, and are likely 
to be connected with other corporations with which from time to 
time this Company must have business dealings, no contract. or 
other transaction between this Company and any other corpora- 
tion shall be affected by the fact that directors of this Company 
are interested in, or are directors or officers of, such other corpora- 
tion, if, at the meeting of the board or of the committee of this 
Company, making, authorizing, or confirming such contract or 
transaction, there shall be present a quorum of directors not so in- 
terested; and any director individually may be a party to, or may 
be interested in, any contract or transaction of this Company, 
provided that such contract or transaction shall be approved 
or be ratified by the affirmative vote of at least ten directors 


not so interested. m 
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§ 392. Avoidance of Contracts Benefiting Officials 


But, as has been stated, the temptation to exploitation when 
officers are personally interested in the award of contracts is so 
strong and so ever-present, that such transactions should, as 
far as possible, be avoided. Looking toward this end, the fol- 
lowing conclusions would probably be sanctioned by most busi- 
ness men: 


1. The number of concerns which are controlled by the 
officers and directors of a corporation, and with which it has 
contracts or is otherwise intimately connected, should be re- 
duced to the minimum. 

2. Wherever the arrangement is unavoidable, it should not 
be concealed but should be clearly stated and made known to all 
those who are interested. 

3. Whenever such a relationship exists, the contracts between 
the corporation and the related concern should be subject to 
criticism and correction by competent and disinterested parties. 

4. When a new company in a related line is to be organized 
by the officers of a corporation, and when they are to take an 
active part in its development, they should leave the service of 
the old corporation. 


§ 393. ‘‘Unloading’’ and Securing Control 


A somewhat different case arises when the officers of a cor- 
poration are financially interested in another company which 
has proved to be a money loser, and wish to “step from under.” 
Then if the business in which.they are interested is in any way 
related to the business of the corporation of which they are 
officers, it is frequently an easy and tempting procedure to 
“unload” a portion of their holdings on the latter corporation or 
secure from it financial assistance for the failing company. The 
process is especially easy when they are active officers and able 
to work together without interference in putting through their 
plans, and when the other directors have little direct personal 
knowledge of the details of the business. Under these circum- 
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stances, all that is required is to make representations and recom- 
mendations which can hardly be challenged unless the other di- 
rectors wish to go to the extent of expressing lack of confidence 
in their own officers. 

Sometimes schemes of the same general type may be put 
through with a view to enabling the officers to secure personal 
control, for their own benefit, of another company in which they 
are financially interested. By inducing the company in which 
they are officers to take stock additional to their own, they may 
be able to acquire the desired control. 


§ 394. Misuse of Inside Information 


Another common method of exploitation is through the mis- 
use by officers or directors of information which comes to them on 
the “‘inside,” that is, officially, but which is unknown to stock- 
holders or perhaps is unknown to some of the other officers and 
directors of the corporation. The use of such information 
is most likely to occur in connection with speculation in the 
company’s own shares. 

Innumerable instances might be given of the misuse of inside 
information for the purpose of speculating in the shares of the 
officials’ or directors’ own company. The results are not infre- 
quently unfortunate for the officers themselves, due partly to 
the fact that the information upon which they act is in many 
cases fragmentary, and due also to the fact, which many people 
fail to realize, that the up and down movements of stock market 
prices are determined only in part by the intrinsic merits of the 
securities. Fluctuations arise more largely from general eco- 
nomic and market influences, with which the officers of most in- 
dustrial corporations are not especially familiar. The matter 
is discussed more fully in the following chapter. 


§ 395. Misuse of Funds 


The doubtful use of company funds by the company officials 
is a common form of exploitation. It usually occurs in close 
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connection with the activities of the company’s own business. 
For instance, the early history of the National Cordage Company, 
which has been referred to previously, was a record of wise 
management and success. After about three years, however, 
two of the important executives became interested in an attempt 
to bolster up the price of sisal and hemp and devoted the re- 
sources of the company quite largely to this speculation. ‘The 
enterprise was changed from a business to a speculation. Ex- 
tension of control became a mania with the officers and their 
ambition stifled their sound business judgment.” Inasmuch as 
the National Cordage Company was by far the largest purchaser 
of the two products mentioned, it seemed as if the calculations 
of the officers, based upon their absolute knowledge of the com- 
pany’s own policy, could hardly miscarry. But they did not 
reckon on the fact that the resources, even of so great a company, 
are limited, and eventually so large an amount of capital was 
tied up in carrying great stocks of sisal and hemp that the com- 
pany itself was forced into bankruptcy. 


§ 396. Is Exploitation a Common Evil? 


As has been intimated at the beginning of this chapter, 
exploitation as a factor in business transactions is perhaps a more 
common evil than it was in the days when business organizations 
were simpler and more directly under the control of their owners. 
The officer or director of the modern corporation occupies a 
position, not merely of dignity and responsibility, but also of 
trust. This trusteeship is more clearly recognized, perhaps, 
than was the case a generation or more ago. But the ascendency 
of the higher standards, which are implied in the sense of trustee- 
ship, comes slowly and is the result of innumerable hard struggles. 
In the meantime, exploitation in its myriad forms goes on 
apparently unchecked. 

The difficulty of the situation is due to the great complexity 
of present-day business relations and the impossibility in so many 
cases of arriving at clear and unquestionable decisions. Because 
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of this it is not easy to say whether exploitation is becoming 
more or less prevalent. 

All that can safely be said is that the gradual clarifying of the 
ethical standards which apply under modern complex conditions 
will undoubtedly tend to diminish exploitation. 


CHAPTER XXXVIII 


EXPLOITATION BY DIRECTORS 
AND STOCKHOLDERS 


§ 307. Juggling the Accounts 


In January, 1895, just about a year before the failure and 
reorganization in 1896, the president of the Baltimore and Ohio 
Railroad Company issued a statement which is typical of those 
frequently put out by officials of concerns that are becoming 
embarrassed. He said: “TI can safely say the road has not been 
in so strong a position as now for at least fifteen years.” Shortly 
afterwards, dividends on the common stock were passed. The 
company’s own reports showed ratios of expenses to earnings of 
75% in 1894, 80.2% in 1895, and 90.2% in 1806. 

Receivers were appointed in February, 1896, and they at 
once put the company’s records into the hands of competent 
accountants. Their report was made in March but it was not 
given out until the following December. The report showed an 
overstatement of income during the period of seven years and 
two months which their report covered, as follows: 


Overstatement. of net incomes s...00... 205020. $ 2,721,068 
Mischarge of worn-out equipment to profit and loss....... 2,843,596 
Improper capitalization of charges under heads of con- 
struction and soon......... Pehta | Ge -seapbeata ct ait ster te 2,064,741 
Improper capitalization of so-called improvements and 
pettenmnentsy..baiie:s!. 20. %0h SAlBeHee) . eu 31575453 
ARC EALESR Cons Cet seo eT ey Paap $11,204,858 


Earnings had been increased by crude and arbitrary means. 

In 1892 the value of Western Union stock in the Baltimore and 

Ohio treasury had been written up by $468,038, and the stock 

of the Consolidated Coal Company by $114,300. Advances to 
979 
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branch lines had been entered as assets and interest on these 
advances had been credited to income, although there was no 
reasonable probability that either one would ever be paid. The 
report revealed indorsements by the company of notes of sub- 
sidiary companies to the extent of $5,481,835.1 


§ 398. Misleading Statements 


The juggling of corporate accounts so as to present false or 
misleading statements to the general body of shareholders and 
to the public is extremely varied in form, but in spite of its 
technical intricacies the general idea underlying it is simple 
enough. In most cases, certain assets are overvalued or certain 
liabilities are understated for the purpose of swelling the earn- 
ings. For example, the value of the capital or investment assets, 
such as buildings, machinery, and other equipment may be in- 
flated by not writing off sufficient depreciation, with the conse- 
quence that earnings are exaggerated and surplus is fictitiously 
enlarged. 

On the other hand, if the design is to conceal a high rate of 
earnings, certain assets are undervalued, or certain liabilities are 
overstated. For instance, if excessive amounts are written off - 
periodically for the depreciation of the capital assets, the reported 
earnings will be less than the real earnings and a portion of the 
actual surplus will be concealed. 

In a corporation which is the parent of a number of subsidiary 
companies, the methods of juggling accounts are more compli- 
cated and less easily traced. ‘This is largely because the state- 
ments of the subsidiary concerns are not separately shown. The 
earnings of these companies may be falsified by the methods 
described above, and yet the published statement of the parent 
company may be perfectly regular so far as it alone is concerned. 
To guard against disclosures, devious methods are resorted to. 
These when analyzed consist of a shuffling of assets and lia- 


1 Daggett’s Railroad Reorganization, pp. 20-23. 
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bilities between the subsidiary companies, so that the record of 
these transfers is a maze of cross-entries on their books of 
account and the real conditions can be discovered only by expert 
accounting investigation. 

The ultimate objects sought in the deliberate juggling of 
accounts are also varied. One of the most common purposes is to 
make as good a showing as possible for the administration that 
is in power. Either it is hoped that later prosperity will permit 
the subsequent correction of any inflation of values that may be 
written on the books, or misrepresentation is resorted to as a 
desperate measure simply to stave off a revolt among the share- 
holders. 

Another common purpose is that of giving the officers and 
directors a chance to buy or sell shares of their own company on 
the basis of the misleading statements which they put out. The 
simple process of purchasing shares below their true value on the 
strength of a poor, published statement and later reselling them 
in a boom market on the strength of some grossly inflated state- 
ment of earnings, has been so often repeated that it has become 
a twice-told tale, and in the larger corporations is not often 
attempted. The growing demand for adequate publicity has 
been a strong factor in suppressing the practice. The growth, 
also, of a well-educated financial public and the development of — 
financial periodicals which are constantly reviewing and analyz- 
ing published reports and statements, have been other important 
factors. But while the old-time process has been refined, there 
has not been a total disappearance of the underlying purpose, 
which is to mislead outsiders’ into selling at a deflated, or into 
buying at an inflated price. In order to accomplish this, active 
steps are not always necessary; good news may be withheld 
or extravagant rumors of anticipated profits may be circulated. 

Some obscure change in methods of calculating reserves may be 
| enough in the course of time to bring about decided variations 
from normal in the published statement of earnings and of 
surplus. 
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§ 399. Use of Inside Information—A Banker’s Opinion 


Is a director morally justified in taking advantage of his 
official position to make profits for himself? Certainly a director 
who realizes that his company is doing well and has good pros- 
pects is not to be blamed for going into the open market and 
purchasing more of its shares. In so doing he merely shows a 
proper confidence in the future of his company. On the other 
hand, when his business judgment tells him that dark days are 
ahead, is there any reason why he should not sell his shares to 
others whose opinions differ from his own? The distinction 
between what is proper and what is improper is perhaps to be 
found in the principle that the director may buy or sell as he 
chooses, so long as he is not basing his action on information 
that ought properly to be made public. The application of that 
principle is naturally left with each man’s conscience. 

The question as to whether directors ever have the right to 
use inside information for personal profit was the subject of a 
highly interesting investigation carried on some years since 
by a member of the editorial staff of the New York Annalist. 
The investigator went direct to a number of prominent directors, 
whose opinions he quotes. The question was first put, according 
to the investigator, to one of the best-known bankers in the 
United States, who is a director in many corporations, including 
financial institutions, industrial companies, and railroads. His 
answer was in part as follows: 


If we were all Christian gentlemen with a very fine sense of 
honor, I suppose no director would buy or sell stocks in his own 
company on information which comes to him as a director. Asa 
practical matter nearly all directors do. If a director was a 
trustee it would be a different matter, but so far as I see he is not, 
that. He is an administrator on behalf of himself and of other. 
stockholders, but he does not surrender his individual freedom 
when he becomes a director. Ifit were held that a man’s holdings 
of a stock should be frozen up the moment he becomes a director, 
he being put under obligation neither to add_to them nor to reduce 
them, I fancy verv few could. be induced to become directors. 
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There is this question to be considered. A director gives his time 
and ability to the management of a corporation and gets $20 a 
week if weekly meetings are held. ‘That is surely not compensa- 
tion enough. What the director can make in the market on the 
basis of what he learns as a director is part of the pay which he 
gets for his work. It might be better if directors were paid a sum 
commensurate with their services and were then barred from deal- 
ing in their own stock, but as a practical matter it is not so. 


§ 400. Use of Inside Information — Wall Street Opinions 
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A more advanced position is taken by a wealthy and in- 
fluential man described as ‘‘one of the self-made men of Wall 


Street,’’ who said: 


I am a director in both railroads and industrial companies and 
I know of my own knowledge that the chance to trade on inside 
information about railroad properties has become very small. 
Earnings are reported too frequently for that. It is different 


with industrials. They do not report monthly, nor in all cases 


even quarterly, and between one annual report and another there 
is room for the use of inside information. There is a good deal of 
exaggeration about the big profits insiders make in the stock 
market. If they buy or sell they take a market risk and they are 
often wrong despite their inside information. Personally I am 
in favor of more frequent reports by industrial companies. 


The next man interviewed took almost the contrary attitude, 


As for the director’s right to use advance information to his 
own advantage, you must grant that self-preservation is the first 
law of society. A director has put his money into a company, 
given it a lot of his time, and is entitled to increase or diminish his 
investment in it on the basis of information which has not yet 
become public. If he knows of a profitable contract about to be 
closed, he has more right than anyone else to benefit by a rise in 
the stock on the announcement, because he has helped to get the 
contract. Should he see bad times coming he is not morally 
bound to sit tight and see his shares decline. He has a right to sell 
his holdings, and he usually does. 


although even his remarks indicate a great advance over some 
of the practices that have been above described: 
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An executive committee, of which I am a member, frequently 
meets at 3:30, adjourns for dinner and resumes discussions after- 
wards, lasting until late in the evening. We each get $20 for 
attending. Recently we were able, by dovetailing our knowledge 
and experience, to put a transaction through that netted the com- 
pany $500,000. The total cost of our time to the company was 
under $200, 


§ 401. Use of Inside Information—The Ethical View 


The argument thus given is controverted by another director 
—-a partner in a private bank who says: 


It is no argument to say that a director is not paid because he 
only gets his weekly or monthly fees for attending meetings. He is 
paid in the better insight into affairs which he is given. Being a 
director in two or three companies makes his time worth more to 
his own business. Paying a director several thousand dollars a 
year would make no difference in his speculations. If he speculates 
when he gets only fees, he will speculate just the same on a salary, 


The opinions above expressed are in many respects disap- 
pointing to those who believe that a directorship is primarily a 
position of trust, the holder of which should feel under the most 
exacting obligations of honor to work for the best interest 
of the general body of stockholders. The first director above 
quoted specifically denies that a director is a trustee and calls 
him an “‘administrator on behalf of himself and other stockhold- 
ers.” The distinction seems to be largely verbal, for the under- 
standing that the director represents others and not merely 
himself remains undenied and undeniable. He surely cannot be 
said to be fulfilling his duties as a representative—dropping the 
word “trustee” for the moment—if he makes it his business to 


buy or sell stock on the basis of information that is concealed 


from those who are not members of the board. 


§ 402. The New Haven Railroad Exploitation 


The facts brought to light by an investigation of the Inter- 
state Commerce Commission into the affairs of the New Vork, 


| 
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New Haven and Hartford Railroad afford a striking example of 
the manner in which corporate affairs should not be handled. 

The Commission’s report was published July 15, 1914. It 
appears from the report that the affairs of the New Haven had 
been managed for several years with remarkable laxity and 
extravagance. Although the directors were for the most part 
men of large wealth and of business standing, they left the actual 
control of affairs—even of broad policies—in the hands of Presi- 
dent Mellen and of certain prominentdirectors. President Mellen 
himself was frequently uninformed as to the policies and in 
many cases as to the actual transactions on behalf of the rail- 
road, which were put through by the small group of inside 
directors. Most of the members of the board seem to have 
become obsessed, under President Mellen’s influence, with the 
idea that the New Haven Railroad should achieve complete 
control, at any price, of all the transportation agencies in New 
England. . With that idea in mind, they approved expenditures 
for railroads, trolley lines, and steamship companies, which their 
ordinary business judgment would not have indorsed and which 
turned out disastrously. The result was the practical wrecking 
of a prosperous railway with serious, and in many cases disas- 
trous losses to thousands of its stockholders. 


§ 403. ‘‘Squeezing” the Minority Stockholders 


Exploitation is not confined to officers and directors as such, 
The circle of schemers may be enlarged to include a majority of 
the shareholders who exploit the minority shareholders, or it 
may be further enlarged to include all the shareholders who are 
banded together for the purpose of exploiting the company 
creditors. 

An excellent example of what may happen to minority stock- 
holders may be taken from the history of the National Salt Com- 
pany. This company was organized in 1899 and the majority 
of its stock was secured by another concern, the International 
Salt Company, in rgot. The minority of the National Salt 
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holders, however, refused to exchange their stock and held out 
for better terms than those offered by the International 
Company. 

After the International management came into control of 
the National Salt Company, its previous liberal earnings showed 
a sudden decline and the company became heavily involved in 
debt. Plausible reasons were offered for the decline and the 
new president remarked in his report that, “‘the existing debts 
were created before the present officers came into power.” 

In August, 1902, the need of the National Salt Company for 
money was so great that it offered at auction sale a large part of 
the securities of subsidiary salt companies which it had held in 
its treasury. These securities were bid in for $450,000 by agents 
acting for the International Salt Company. Shortly afterward 
a judgment for $228,000 was entered by default against the 
National Salt Company on notes payable on demand to the 
International Salt Company. During the first six months of 
the same year the business had produced a net deficit of $174,000 
and the current obligations exceeded the quick assets by nearly 
$300,000. In September, 1902, receivers for the National Salt 
Company were appointed. The natural result of the receiver- 
ship was to bring about the dissolution of the company and the 
sale of its assets, enabling the International Salt Company to 
acquire possession of the company’s property without settling 
with the minority stockholders. 

It would hardly be worth while to enter into greater detail 
as to methods of exploiting minority shareholders. Perhaps the 
most common plan is to pay all the profits that are earned into 
the treasury of some other company owned by the majority 
shareholders. The payment may be made on any one of a 
number of pretexts. If the corporation is small, the minority 
shareholders may find that every member of the majority party 
becomes an officer of the concern, and that all the profits are paid 
out relentlessly in the form of exorbitant salaries to these stock- 
holding officers. 
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§ 404. Exploiting Creditors—The Chicago and Alton Episode 


Among small trading corporations the scheme is not unknown 
of purchasing a line of goods on credit, disposing of the goods, 
paying out the cash on some pretext, and permitting the com- 
pany to go into bankruptcy. Operations of this kind are, in 
most instances, clear-cut acts of fraud and do not therefore fall 
within the scope of this chapter. 

There are, however, some examples on a larger scale of similar 
actions. The creditor of a modern corporation counts as a por- 
tion of his margin of security the accumulated surplus of that 
corporation. As has already been set forth, this surplus be- 
comes in effect a portion of the permanent capital investment 
and is usually regarded as not available for payment of divi- 
dends. Hence, when a bond issue of a corporation which main- 
tains a surplus is floated, the issue is sold partly on the strength 
of the showing of surplus on the company’s balance sheet. 

In 1899 a syndicate bought control of the Chicago and Alton 
Railroad Company, and in 1900 brought about a reorganization 
of the company. It was found by the syndicate’s accountants 
that during the previous thirty-five years large sums had been 
charged to operating expenses which had really been invested 
in betterments and additions, and this sum was found to amount 
to over $12,000,000. In recapitalizing, the syndicate sold $22,- 
000,000 of 344% bonds, and out of the cash receipts declared a 
special dividend of over $6,000,000, which was indirectly charged 
against uncapitalized construction expenditure of $12,444,170. 
In other words, the syndicate first sold bonds to raise cash and 
then distributed a substantial portion of this cash to themselves 
under the guise of dividends charged against surplus. 

The process of paying dividends out of the cash secured 
through the sale of bonds is scarcely defensible under any cir- 
cumstances. In this particular case the transaction can hardly 
be regarded in any other light than as exploitation of creditors 
who bought the bonds in good faith on the assumption that their 
money would be used for future betterments. 
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§ 405. Interborough Rapid Transit Exploitation 


Another instance of exploitation of creditors is furnished by 
the Interborough Rapid Transit Company, of New York City. 
In the investigation into the company’s affairs conducted by the 
State Transit Commission during November and December, 
1921, it was disclosed that out of the total net income of $67,- 
867,878 earned during the eighteen years of the company’s life, 
$65,625,000 was disbursed in dividends, with the result that on 
June 30, 1921, the profit and loss surplus as shown on the com- 
pany’s books amounted to only $2,242,878. But even this, 
according to the testimony of the Commission’s accountants, 
was greatly exaggerated, as proper allowance had not been made 
for certain bad debts and the amortization of the value of a 
subway lease of limited duration. It was virtually admitted 
by the company’s auditor that if these and other proper deduc- 
tions had been made, the gross earnings, instead of a profit and 
loss surplus, would have showed a deficit of $12,000,000. 

The Commissioner’s investigations seemed to show that 
dividends had been paid for some time after current earnings: 
fell far short of meeting them, at least one disbursement having 
been made out of the proceeds of loans from banks and the 
parent company. In its more prosperous days the company was 
also lavish with its funds in other directions, large bonuses having 
been voted and paid to the president of the company, its general 
counsel, and the chief auditor. 


§ 406. Precautions Against Exploitation—Selection of Directors 


The obvious remedy against exploitation, it may therefore 
be suggested, would be for those shareholders who desire honest 
management to elect only directors of unimpeachable honor or 
to refuse to buy the securities of corporations which do not have 
such directors. As a matter of fact, this is the fundamental 
remedy and it is gradually being applied. But human nature 
is too slowly changed to make this remedy effective except over 
a period of generations. 


Ch. 38] EXPLOITATION BY DIRECTORS 989 


As matters stand today, it is quite impossible for the average 
shareholder of a large corporation to secure much information as 
to the personal characteristics and standards of the directors of 
his corporation. Even in small concerns, where the share- 
holders may be personally acquainted with each other and with 
the directors, it is often extremely difficult to gauge with any 
accuracy the true characters of the men who are in control. Of 
course, there is always room for the exercise of judgment. No 
one of good sense would deliberately place his capital under the 
control of men who are known to be of bad character. The 
corporate shareholder, however, is always confronted with the 
possibility of having overestimated the characters of the men in 
charge, or again of seeing the control of the enterprise trans- 
ferred into the hands of unscrupulous tricksters. For these 
reasons, the suggestion that each individual can protect himself 
from exploitation simply by carefully choosing the directors 
to whom he entrusts his capital, is true only within quite definite 
limits. 


§ 407. Precautions Against Exploitation— Special Provisions in 
Charter 

A second suggestion has recently been made by T. Mulvey, 
formerly Assistant Secretary of State, Ottawa, Canada. Writing 
in the American Economic Review, Mr. Mulvey first discusses the 
four methods named below of tiring out the minority stock- 
holders and leading them to sell their stock at an abnormally 
low price: 

1. Piling up huge undistributed surplus. 

2. Making a contract with a subsidiary company which 
permits the subsidiary company to take most of the 
profits. 

"3. Paying out profits in the form of exorbitant salaries. 

4. Selling out the profitable features of the enterprise to a 
new company, which is promoted by a majority of 
the stockholders. 
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Mr. Mulvey then points out that all these, abuses may be 
controlled by suitable provisions in the charter or by-laws of 
the company, and says: 


Salaries may be limited, the dealings with subsidiary com- 
panies for the purpose of withholding profits may be regulated, 
methods of accounting may be devised whereby dividends may 
not be withheld. A sale of the undertaking may be prohibited, 
except with unanimous consent. The shareholder has a contract 
with the company which is made up of the statutes, charter, and 
articles or by-laws. These may be framed so that exactions or 
overbearing methods of the majority may be eliminated. 


It is quite true, as Mr. Mulvey suggests, that the charter and 
by-laws should be more carefully framed than is usually the case. 
They should provide, for instance, for cumulative voting, which 
assures even a small minority of some representation on the 
board of directors.. In a few companies, the business of which 
is specially well stabilized and standardized, salaries, contracts, 
accumulation of surplus, and sale of assets may all be regulated. 
These companies, however, are relatively few in number. The 
great majority of enterprises must be highly flexible in order to 
be successful. The difficulty of placing limitations of the kind 
Mr. Mulvey suggests, without at the same time hampering the 
free action so essential to business success, seems in most cases 
insuperable. 

It may be noted that Mr. Mulvey does not discuss the follow- 
ing two methods of exploitation which are of great importance 
whenever officers or directors desire to take an unfair advantage 
of their official positions: first, misrepresentation, i.e., the sus- 
tained policy of creating false impressions; and second, misuse 
of inside information. It would be hardly possible to prevent 
either of these abuses by regulation. And so long as they are 
available, officers and directors have it in their power to mislead 
their associates and often to procure their approval of actions 


which more complete information would show were detrimental 
to their interests. 
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§ 408. Precautions Against Exploitation—Publicity 


The most powerful weapon available for the victims, or 
possible victims, of exploitation is publicity. A shareholder in 
a corporation, large or small, who feels that he and his associates 
are being defrauded, who has a clear case and who is willing, 
with his eyes open, to enter into a long and gruelling fight, is 
likely to find simple publicity a highly effective and, if properly 
used, a highly legitimate method of attack. In a large corpora- 
tion the campaign of publicity may be directed not only toward 
stockholders, but toward the public at large. In a smaller cor- 
poration it will naturally be confined to people who are directly 
affected. It goes without saying that whatever statements are 
publicly made must be clearly based on unmistakable evidence 
presented without personal bias. A single statement that is 
incorrect may be fatal to the whole case and may involve the 
one responsible in serious personal difficulties. 

Through the use of effective publicity of the best type in 1906, 
Charles E. Hughes, now Secretary of State, carried through an 
investigation of the prominent life insurance companies, which 
at first was apparently of small importance, but which ultimately 
brought about, through the pressure of overwhelming public 
sentiment, a complete revolution in the financial management 
of the life insurance companies and a permanent uplift in stand- — 
ards of business morality. 

Later, N. L. Amster, of Boston, carried on a campaign in 
behalf of the Rock Island stockholders which resulted in an 
agreement to select by general consent a new board of directors 
in whom all the shareholders could place confidence. In 1914, 
the Interstate Commerce Commission used no weapon except 
publicity in carrying through the investigation of the New Haven 
Railroad, which revealed the facts that have been previously 
stated in this chapter and which led—through pressure of public 
opinion—to the retirement of the old management and the 
election of an entirely new group of directors and officers, 


CHAPTER XXXIX 
INSOLVENCY AND RECEIVERSHIP' 


§ 409. Two Types of Insolvency 

The number of business concerns which become insolvent 
each year averages below 1% of the total number. Following 
is the record for the last ten years: ? 


No, of No. of Business Percentage 

Failures Concerns of Failures 
1gk2 15,452 1,564,279 98% 
IQI3 16,037 1,616,517 -99 
IQI4 18,280 1,655,496 1.10 
IQI5 22,156 1,674,788 1.32 
1916 16,993 1,707,639 299 
IQI7 13,855 $5733,225 .80 
1918 9,982 1,708,061 58 
IQIQ 6,451 I,710,Q09 33 
1920 8,881 1,821,409 -49 
1921 19,652 1,927,304 I.02 


However, this record does not present a complete picture, 
for it does not include numberless instances of financial em- 
barrassment which are settled privately and of which no avail- 
able record is made. Nor does it include the still larger number 
of cases where a business concern gradually sinks its capital 
until finally the enterprise is sold or is transferred on some 
other contractual arrangement, thus bringing the enterprise 
into the hands of new men who supply fresh capital which is 
either sunk and lost or makes the business a success. 

Sometimes the process of passing a business concern from 
hand to hand, each new owner losing money until he reaches the 
point where he is glad to hand it over to someone else, is carried 


1 See also Book III, Part VI, “Reorganization, Receivership and Dissolution.” 
2 Dun's Review, January, 1922. 
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on over a remarkably long period. One instance is that of a 
small magazine which existed for over twenty-four years. Dur- 
ing this period its management and control were changed no 
less than fifteen times, and for the entire twenty-four years it 
had an unbroken record of losing money, including considerable 
sums which were sunk from time to time in supplementary pub- 
lishing schemes, in furniture and equipment of various kinds, etc. 
During its whole history this magazine was never insolvent and 
never was known to be in financial difficulties, but never was it 
successful. Finally it reached the appointed goal of most small 
magazines and was absorbed by one of its stronger competitors. 

Doubtless thousands of small retail stores and of many 
other business lines in which full and accurate accounts are 
not kept, lose money continuously over a period of years. No 
one outside the enterprise knows—with any definiteness at 
least—that as a money maker, it is a hopeless failure. Often 
the proprietor himself is not aware of this fact. There are 
many similar failures on a larger scale. It is stated, for in- 
stance, that in eighteen years, from 1894 to 1912, the com- 
bination of cordage manufacturers under its various titles was 
continuously a business failure. 


§ 410. Economic Insolvency 


The condition of a business in which income will not suffice 
to cover outgo until its liabilities exceed its assets, may be 
termed “economic insolvency.”’ If the individual, partnership, 
or corporation that owns a business in this condition becomes 
unable or unwilling to put any further capital into it, and is also 
unable to make an adjustment with creditors and reduce the 
fixed charges, or to find a purchaser for the business, then the 
enterprise may come into the courts and be adjudged bankrupt. 

Economic insolvency is sometimes defined as the condition 
of a business enterprise that exists when the total value of 
assets is less than the total amount of liabilities. The net worth, 
capital stock, and surplus have been dissipated, and an actual 
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deficit exists in their place. In any money-losing corporation 
economic insolvency will sooner or later come, although it is 
often concealed for a time by improper accounting. In the end, 
unless the company succeeds in extricating itself from its in- 
solvent position before this became known to outsiders, it comes 
to grief and its affairs are wound up. 

In the period of severe price decline during 1920-1921, not 
a few businesses found themselves suddenly threatened with 
economic insolvency, and, as indicated by the somewhat violent 
increase of insolvency in 1921 shown by the table on a preceding 
page, many were forced into bankruptcy. In the business 
boom preceding the price drop they had accumulated large 
stocks of merchandise and the crisis came with these heavy 
inventories on their hands. The cost of the goods far surpassed 
their current value, and the resulting losses obliterated the 
excess in the total asset values over and above the liabilities 
where companies were operating on a too narrow margin of 
safety. Dividend’ payments had to be discontinued and a 
policy of rigid retrenchment of expenses had to be adopted in 
order to repair the loss.s 


§ 411. Technical or Financial Insolvency 


A second type of insolvency is that which exists when 
an enterprise that possesses a greater total of assets than of 
liabilities is unable to meet its obligations. This type is some- 
times called ‘‘technical’”’ insolvency or “‘financial” insolvency. 
It may easily happen that an enterprise which is a great busi- 
ness success may in this sense become insolvent: There have 
been previous references to the two insolvencies and reorgani- 
zations of the Westinghouse Electric and Manufacturing Com- 
pany, which has always been a money-making enterprise. 

This second type of insolvency is probably more common 
than the first. It is due, not to intrinsic weakness in the busi- 
ness, but to errors in its financial management. 


3 See inventory statistics in § 381, 
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Factors making for this type of insolvency result in no 
actual loss of asset values, but merely in poorly balanced dis- 
tribution of values as between fixed and liquid assets. Factors 
making for economic insolvency, however, cause actual loss of 
asset values, and therefore reduce the company’s net worth. 


§ 412. Causes of Insolvency 


The causes of failures, as summarized by the commercial 
agencies, may be grouped in two main classes: (1) causes for 
which the management of the failing concern may be held 
responsible, and (2) outside factors over which the business 
can exercise little or no control. 

In the first group we find such causes as lack of capital, 
incompetence on the part of the management, the granting of 
unwise credits, etc. About 80% of all failures in this country 
are due to this group of causes. 

The second class includes such factors as losses by storms, 
floods, and similar disasters, unexpected failures of other con- 
cerns, severe competition, etc. This group of causes accounts 
for approximately 20% of the failures in the United States. 


§ 413. Lack of Working Capital 


According to the mercantile agencies, the cause of a little 
more than one-third of the legal insolvencies in the United 
States is “lack of capital.” This is rather a vague phrase 
which in the great majority of instances should probably be 
interpreted to mean “lack of working capital.” By far the 
greater number of business enterprises can be made successful 
on a small scale even though their working capital may be very 
limited. It is when these enterprises begin to expand and go 
beyond the prudent limits imposed by their small amount of 
available working capital, that they tend more and more to 
convert working assets into fixed assets and finally reach a 
point, if care is not exercised, where they cannot raise the ready 
cash with which to meet maturing obligations. If we were to 
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call the basic trouble in such cases “‘mismanagement of capital,” 
we should not be far from wrong. 

There are exceptional cases, of course, in which a minimum 
amount of capital is required in order to equip a plant or carry 
a sufficient stock of merchandise. It is stated, for example, 
that a modern sugar refinery which expects to enter into active 
competition with those already in operation, cannot be built 
and equipped for less than from $3,000,000 to $5,000,000. 
Consequently, a sugar refining enterprise started with a capital 
of $1,000,000 would have to build a small and inefficient plant, 
or else issue interest-bearing obligations to such an extent as 
to endanger its financial safety. 

The minimum limits of capital in each industry are so well 
known to those acquainted with the industry that there are 
probably comparatively few instances in which a business is 
started by those familiar with its requirements without sufficient 
capital—if properly handled—to carry it through to at least a 
moderate success. 


§ 414. Over-Extension 


Financial embarrassment due to inadequate working capital 
is frequently ascribable to the failure of the company to maintain 
a proper balance between fixed and liquid assets as determined 
by the cash requirements for meeting obligations currently 
falling due. In the first place, the company may become over- 
extended with reference to its capital assets. Too much of its 
cash, at least for the time being, has been expended, perhaps, 
in a new building and equipment program. The improvements 
and extensions may eventually prove to be very profitable 
investments, but long before this comes to pass they have 
taken the available funds from the company’s treasury and the 
cash on hand is insufficient to pay the obligations falling due in 
the regular course of business. The only remedy in that event 
is for the company to get outside money, that is, to raise cash 
by either selling new stock or issuing new bonds. But if the 


Eee 


\ 


Ch. 39] INSOLVENCY AND RECEIVERSHIP 9097 


sale of its securities is impossible because of its low credit or 
because of the unsatisfactory conditions in the general invest- 
ment market, nothing remains but, through receivership or 
otherwise, to come to such adjustment as may be possible with 
its creditors. 

A similar situation, though not quite as serious in its effects, 
may result from the tying up of too much of the company’s 
available funds in merchandise inventories. The company 
may accumulate in anticipation of increased sales a much larger 
stock than it usually carries. But if it has misjudged the 
market for its goods and the sales prove disappointing, and cash 
does not flow into the treasury in sufficient volume to meet 
the current needs for disbursement, now increased by payments 
for the additional inventory, the company will find itself unable 
to pay its obligations. But even though the gales should meet 
expectations, if the company has been too liberal in its selling 
policy, and has not scrutinized sufficiently the financial standing 
of its customers, its collections may prove too slow to offset its 
outgo. Then unless the company can borrow of banks, or on 
its accounts receivable, it may be compelled to ask its creditors 
for an extension of time. Of course, actual losses through 
uncollectible accounts, if of sufficient volume, will lead to 
economic insolvency. 


§ 415. Anxiety to Pay Dividends 

A frequent cause of technical insolvency among industrial 
combinations has been excessive anxiety on the part of directors 
to pay dividends. Many industrial combinations are started 
on the basis of excessive anticipation of profit, which has been 
aroused y glowing prospectuses, and the organizers feel called 
upon to “make good.” Dewing states that in most of the 
cases of failure cited by him, financial difficulties were not 
caused by overcapitalization, as is usually alleged, but were 
directly due to the deflection of working capital to the paying 
of interest and dividends. Beneath these, as the fundamental 
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cause, was the lack of judgment of promoters in raising money by 
bond issues on untried enterprises and in some cases undue 
haste to pay dividends before accumulating proper surplus and 
reserves, 


§ 416. Unfavorable Market Conditions 


Another immediate cause of technical insolvency, which 
is quite frequent among railroad corporations, is inability to 
meet maturing obligations by reason of market conditions 
which prevent the sale of refunding securities. A company 
may be reasonably sound and well able to carry its load of 
indebtedness and yet may find itself in no position when market 
conditions are unfavorable, to refund maturing bonds. This 
situation will very seldom arise with a corporation that enjoys 
really high credit, but it may easily arise with one that enjoys 
only fair to medium credit. The fact that an obligation falls 
due at an inconvenient time may be regarded as in one sense an 
accidental misfortune, though in another sense the corporation, 
if well handled, would hardly find itself in difficulties by reason 
of an unreceptive market, 


§ 417. Methods of Procedure in Case of Insolvency 


When a business enterprise is unable to meet its debts and 
is known to be insolvent, four courses of action are open: 


1. Creditors may agree voluntarily to a ‘‘readjustment” or 
settlement of their claims. This can be done only when all the 
creditors are reasonable and have considerable faith in the 
management of the enterprise. In that case they may prefer, 
for their own sakes, that the situation should be kept out of the 
courts and out of public records and that the buiness should go 
on with as little disturbance as possible. 

2. The corporation may voluntarily dissolve, divide its 
assets among its creditors, and go out of business, all without 
the intervention of the courts. 
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3. The individual, the partnership, or the corporation 
owning the enterprise may be adjudged a bankrupt, and a re- 
‘ceiver in bankruptcy be appointed to dispose of the assets and 
distribute the proceeds. 

4. The corporation may secure the appointment of a receiver 
in equity whose function is to carry on the business and at the 
same time assist, so far as he can, in working out a generally 
satisfactory plan of reorganization, 


§ 418. Readjustment of Claims 


The first of these remedies is unusual, except among the 
creditors of small corporations. It requires a degree of har- 
monious action that is almost impossible to bring about among 
a great number of people. The attempt, however, was made 
in July, 1915, in the case of the Missouri Pacific-Iron Mountain 
system under the auspices of one of the great banking houses 
of America, Kuhn, Loeb and Company, who acted as readjust- 
ment managers. The details of the plan of readjustment 
need not, for this purpose, be considered. The point that 
interests us here is the fact that in spite of the obvious merits 
of the plan, its remarkably strong backing and the general 
indorsement of the financial press and of financial authorities, 
the final results were disappointing. It proved to be impossible 
to secure the voluntary assent of all, or practically all the 
security holders, and it was found necessary to go through the 
cumbersome and expensive process of reorganization. 

A similar attempt was made in 1913 in the case of the Hudson 
and Manhattan Company which operates the underground 
railway system through the Hudson River tunnel. In this 
instance the number of holders of obligations was much smaller 
and the plan of readjustment was successfully carried through. 
This plan is a very common procedure with smaller companies 
and, wherever practicable, is by far the most economical and 
most satisfactory method of meeting a condition of insolvency. 
Its success, however, is always dependent upon the presence of 
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a fair degree of mutual confidence and good faith among the 
various parties concerned. 

A typical embarrassment which did not involve any legal ° 
action is illustrated by the recent case of a $2,000,000 printing 
and lithographing firm in New York City. This company had 
outstanding notes for $400,000. At first it was thought to 
be in bad shape and the banks holding the notes were undecided 
whether any further accommodation should be extended. 
Representatives of the banks talked over the situation and a 
meeting of the creditors of the company was held at which 
a committee of five was appointed to decide on the proper 
steps to save the firm and protect its creditors. This committee 
agreed to put the head of a stationery and printing house 
in whom all the creditors had confidence in temporary charge. 
He reported that the company had a cash balance of $51,780, 
unfilled contracts on hand worth about $1,000,000, and bills 
receivable of $150,000. On the strength of this report the 
creditors agreed to wait two years for a settlement of all claims. 
Later developments proved the wisdom of their action, as the 
company regained a firm footing and did a profitable business. 

The following quotation from the Wall Street Journals 
describes a similar effort now under way: 


A plan dealing with the indebtedness of the Columbia Grapho- 
phone Manufacturing Co., which provides for freezing the entire 
debt of the company for the period from April 1, 1922, to August 
I, 1925, after deducting an amount not in excess of aggregate bank 
deposits on September 15, 1921, has been approved by the com- 
mittee formed to protect the interests of holders of the five-year 
8% notes, the bankers’ committee and committee representing 
merchandise and supply creditors. Total debt involved will be 
around $20,000,000. This means that both interest and principal 
(if due in that time) will be deferred for three years, at the end of 
which time, interest adjustments will no doubt be considered if 
company works out of present difficulties. 


4 April 8, 1922, 
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The plan provides for adjustments of interest on all debts to 
April 1, 1922. Provision is also made for appointment of a new 
committee to represent the total debt, which will rank equally. 
This committee, known as the readjustment committee, is com- 
posed of M. M. Buckner, Benjamin Joy, J. C. Neff, William C. 
Dickerman, and G. Herman Kinnicutt. 

Funding the debt in this way will in opinion of the committee 
provide opportunity for the company to work out of present finan- 
cial difficulties. It is not considered that any public financing will 
be necessary. With approval of the committee, company will be 
given power to borrow should funds be necessary for working 
capital, 


§ 419. Dissolution of Insolvent Corporations 


The dissolution of an insolvent corporation and the dis- 
tribution of the assets is an uncommon proceeding. It requires 
the consent both of creditors who must trust to the good faith 
of the officers of the corporation in carrying through the disso- 
lution and distribution of the proceeds, and also of the share- 
holders who must be convinced that no other procedure is pos- 
sible. It is the feeling among creditors and shareholders alike, 
that those who have managed a corporation which has become 
insolvent, should not be left free to make their own arrange- 
ments for winding up the company, but should be checked and 
supervised by some responsible officer who will see that all the 
facts are disclosed. It is because of this feeling that the remedies 
of voluntary readjustment and of dissolution are so seldom 
used, and that the remedies of bankruptcy and receivership 
are almost always necessary. . 


§ 420. Voluntary Dissolution 


Dissolutions are not always due to insolvency, but may 
come as the result of pressure of other kinds or as the result 
of a conviction on the part of a majority of the shareholders 
that the corporation, while not actually insolvent or losing 
money, is nevertheless making an unprofitable use of the capital 
invested and is actually going backward. Under these condi- 
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tions, it may often be the part of wisdom to bring about a 
dissolution while the company still possesses a valuable surplus. 
A number of special cases of partial dissolution—which might 
also be described as a partial distribution of assets—have arisen 
in the United States recently, due to decrees of the courts 
requiring ‘“‘combinations in restraint of trade” to resolve them- 
selves into their constituent elements. The practical application 
of these decrees has in many cases involved peculiar difficulties. 

A typical instance of this kind is the ordered dissolution of the 
combination represented by the Reading Company. This 
company is a purely proprietary or holding company, whose 
assets consist exclusively of securities in other companies. 
These assets include the entire capital stock of the Philadelphia 
and Reading Railway Company, the Philadelphia and Reading 
Coal and Iron Company, the Philadelphia and Reading Terminal 
Company, the Reading Iron Company, and $14,504,000 of the 
outstanding $27,436,800 capital stock of the Central Railroad 
Company of New Jersey. The government brought suit against 
this combination on the ground that it was in restraint of trade 
and therefore in violation of the Anti-Trust Law. In 1920 the 
United States Supreme Court handed down a decision compelling 
the Reading Company to dispose of as much of its security 
holdings in the other companies as would be necessary to restore 
their mutual independence. Steps were immediately taken to 
obey the court’s mandate, but in the process of segregation very 
perplexing difficulties have been encountered, and so serious 
are these, that although two years have passed since the Supreme 
Court decree was entered, no definite plan of dissolution has 
yet been put in operation. 

Another instance of voluntary dissolution was the winding 
up of the business of the United States Express Company, a 
concern that was solvent though gradually losing ground. 
The company decided that in the face of the competition for 
express business, and particularly on account of the competition 
of the newly established parcel post, it would be best to liquidate 
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its assets and withdraw from the field. Fortunately, there was 
little duplication of contracts or facilities among the express 
companies and most of the company’s property could be dis- 
posed of to the remaining express companies at reasonable 
appraised valuations. In this way the liquidation was carried 
through without serious loss or difficulty. 

Ordinarily there is no special financial skill required in 
handling a voluntary dissolution, which consists simply in 
gradually closing down the business, disposing of the assets, 
and distributing the proceeds to creditors and shareholders. 
Yet even this comparatively simple procedure frequently involves 
a vast amount of detail work. 


§ 421. Origin and Nature of Bankruptcy 


In the early English law an individual was declared bankrupt 
for the purpose of enabling his creditors to seize upon and 
distribute his assets. In case the assets did not prove sufficient 
to meet his debts, he was held personally subject to the remaining 
claims of his creditors, and in default of payment was thrown 
into jail. Within the last 150 years, however, the popular and 
legal conceptions of bankruptcy have been greatly modified. 

In the United States bankruptcy proceedings are governed 
by the National Bankruptcy Act of 1898 as amended in sub- 
sequent years, and the courts having jurisdiction are those of the 
federal government. The purpose of bankruptcy proceedings 
is no longer merely to protect creditors, but also to free the 
bankrupt from a load of debt that had become insupportable and 
to set him on his feet again as a useful member of the business 
community. 

There are abuses, to be sure, of this modern practice of 
bankruptcy. There are cases in which dishonest advantage is 
taken of the bankpruptcy law, and creditors are defrauded, 
wholly or partly, of their rightful claims. Some creditors who 
have suffered from these abuses have gone to the length of 
advocating a repeal of the law. But most business men realize 


1004 CORPORATE FINANCE {Bk. II- 


that as against the chaotic conditions which prevailed before the 
passage of the National Bankruptcy Act, the law has proved a 
blessing to the creditors as well as to the bankrupt. In many 
cases individuals who have been able to rebuild their fortunes 
after having gone through bankruptcy, have made it a point of 
honor to repay in full all the debts from which they had legally 
been freed. 


§ 422. Two Kinds of Bankruptcy 


Bankruptcy is of two general kinds, voluntary and _ in- 
voluntary. The benefits of bankruptcy are open, not only to 
natural persons, with a few exceptions, but also to business 
corporations except those engaged in railroad operation, insur- 
ance, or banking. These three lines of business are of such 
general importance that it was thought to be against public 
interest to permit their operations to be brought suddenly to a 
close and their assets scattered. The process of winding up 
banking and insurance companies is provided for under the 
National and State Banking and Insurance Acts. 

The definition of “insolvency” as given in the National 
Bankruptcy Act is, from a legal standpoint, peculiar, although 
it conforms to the definition of “economic insolvency” that has 
been given above. A person is insolvent, within the meaning of 
the bankruptcy law, “when the aggregate of his property, 
exclusive of any property that he has conveyed, transferred, 
concealed or removed, or permitted to be removed with intent to 
hinder, delay or defraud his creditors, is not, at a fair valuation, 
sufficient in amount to pay his debts.” An individual or a 
corporation being in a condition of insolvency, must then commit 
an “act of bankruptcy” if the person or the corporation is to 
be thrown into involuntary bankruptcy. 

The most common act of bankruptcy is the making of a 
general assignment for the benefit of creditors. As a general 
rule, a voluntary assignment for the benefit of creditors is less 
expensive than bankruptcy proceedings. It requires honor, 
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mutual confidence, and good faith, while on the other hand 
bankruptcy procedure is especially valuable in case there is 
any suspicion of misrepresentation or dishonesty. Bankruptcy 
is a harsh and, for most corporations, a fatal remedy for in- 
solvency. It is, in: fact, hardly worth while to attempt to 
rehabilitate a corporation that has gone through bankruptcy. 
It is usually far easier and better to form a new corporation 
which will purchase the assets and proceed to carry on the 
business. 


§ 423. Origin and Nature of Receivership 


Bankruptcy proceedings in the case of an insolvent corpora- 
tion are usually wasteful and unwise. A better method of 
meeting this situation is to address a petition to a court of 
equity for the appointment of a receiver to carry on the business 
under the supervision of the court, until some plan of reorganiza- 
tion is worked out. The petition is referred to in some juris- 
dictions as a “bill in chancery.” It may be presented by any 
one of four parties: (r) by the corporation itself; (2) by the 
stockholders of the corporation; (3) by the secured creditors; 
(4) by the unsecured creditors. 

Applications from the corporation itself or from its own 
stockholders are rare, and are still more rarely granted. Thus 
in the early part of 1922, stockholders of the embarrassed 
Columbia Graphophone Company petitioned for the appoint- 
ment of a receiver, but later withdrew their petition. Appli- 
cations from creditors who are friendly toward the corporation 
are frequently presented, however, and in such cases the court is 
often requested to appoint one of the officers, or someone else 
close to the management, as receiver. ‘‘Friendly receiverships,”’ 
as these arrangements are known, are not always warmly 
favored by the bondholders and other creditors who are usually 
somewhat suspicious of the management that is responsible for 
involving the company in financial difficulties. 

In these friendly proceedings the court sometimes appoints 
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two receivers, who are to act together—one an official of the 
company familiar with the technical operation of the company, 
and another with no previous connections with the company, 
a distinguished lawyer, former statesman, etc., who is the court’s 
chief reliance. Thus in the receivership of the Chicago, Rock 
Island and Pacific Railway Company in 1915, the federal court 
appointed H. U. Mudge, former president of the railroad, as 
one receiver, and J. M. Dickinson, who had been in President 
Taft’s cabinet, as the other receiver. In all disagreements 
between the two receivers, Mr. Dickinson was given the deciding 
vote, 


§ 424. Conflicting Receivershios 


An application for a receivership may be addressed to any 
court, either federal or state, which has jurisdiction over any 
part of the business of the corporation. As a result it has often 
happened that two or more courts have each appointed a receiver 
and conflict of authority has resulted. The tendency, however, 
has been strong toward putting all receivership proceedings that 
affect interstate corporations into the hands of the federal courts; 
and these courts almost invariably, as a matter of courtesy to 
each other, act in harmony. The judge who first appoints a 
receiver, is usually accorded precedence, and other judges 
appoint the same receiver for the property over which they have 
jurisdiction. Sometimes the incipient conflict is solved by the 
appointment of an ancillary receiver, who is expected to co- 
operate strictly in harmony with the receiver first appointed. 


§ 425. Receivers’ Duties 


The purpose for which a receiver in equity is appointed, 
is usually quite different from the purpose of a receiver or 
trustee in bankruptcy. The latter aims first to take possession 
of all the property of the insolvent individual or concern; next to 
dispose of the property as quickly as is practicable; and third, 
to distribute the cash that has been realized. <A receiver in 
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equity, on the other hand, has for his function to keep the 
business running as smoothly and with as little loss as possible. 
He may make some changes in methods of administration and 
may properly retrench whenever he can do so without impairing 
the efficiency of the property, but in general he carries on the 
business in about the same manner in which any business is 
carried on. He aims not to turn the assets into cash, but to 
keep them working as profitably as possible. Not infrequently 
the property of a corporation could not be sold for an amount 
sufficient even to reimburse the secured creditors; yet as a going 
concern it may be able to earn normal profits. This is the 
case, in fact, with almost all companies that have become 
technically insolvent. They are not, in the first place, properly 
subject to the Bankruptcy Act, since their assets certainly 
exceed their liabilities, and to attempt to wind them up would 
be poor policy for everyone concerned. The best and most 
common procedure with all such insolvent corporations, as 
well as with banks, insurance companies, and railroads, is to 
arrange—usually through friendly proceedings—for the ap- 
pointment of a receiver to conduct the business while negotia- 
tions for its reorganization are in process. 


§ 426. Receivers’ Powers 


The receiver carries on his work under the direct authority 
and supervision of the judge who has appointed him. The 
closeness of this supervision depends largely on the personalities 
of the judge and of the receiver, the general practice of the 
court, and numerous other factors. In general, the receiver 
makes it a point to secure special authority for acts that cannot 
be regarded as a part of the routine of conducting the business. 

Under authority of the court, a receiver may issue obligations 
known as “‘receiver’s certificates’? which constitute a claim 
on the company’s income and assets ranking ahead of all other 
claims. He may secure new equipment, bring new blood into 
the management, find new methods of marketing the company’s 
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products, and inaugurate new systems of operation. He is, 
in fact, the general manager of the company for the time being, 
with very little restriction upon his actions. Sometimes a 
receiver will remain in control for two or three years or more 
before a satisfactory plan of reorganization is worked out. It 
has been remarked above that the receiver is frequently one of 
the previous operating officials; on the other hand, it sometimes 
happens that the receiver makes so satisfactory a record that he 
is requested, after the reorganization has been completed, to 
become an operating official and continue to work out the 
policies which, as receiver, he has inaugurated. F.W. Whitridge, 
for example, after successfully operating the Third Avenue 
Railroad Company in New York City as receiver, became and 
until his death continued to be president of the reorganized 
company. 


§ 427. Customary Results of Receivership 


It is frequently the case that a corporation which becomes 
insolvent has for several years been running downhill, either 
because of incompetence or exploitation on the part of the 
management, or because the impaired credit of the company 
has not permitted it to raise new capital with which to bring 
its plant and equipment up to modern requirements. The 
appointment of a receiver, instead of being another step down- 
ward, may prove to be the company’s salvation. That depends 
in part, of course, on the character and ability of the receiver. If 
he is a man of ideas and of executive talent, he may quickly 
rejuvenate, the organization. 

As has just been noted, the receiver has the power to issue 
certificates and thus secure funds which had previously been 
lacking. Sometimes a comparatively small amount of new 
capital will be enough to put a decaying corporation back into a 
moderately sound condition. The receiver has a free hand. 
Tf it is possible to do anything for the corporation and if he is the 
man to do it, the results of his activities may be a gratifying gain 
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in efficiency and earning power. In any event, the receiver 
should be able to hold the organization and the property intact 
and to turn back, after his service is completed, a business 
which at least is none the worse for the receivership. 

Ordinarily the receiver takes some part also in an informal 
way in the negotiations for financial reorganization of the 
business, and advises with the court as to the plan of reorgani- 
zation that ought to be approved. It is an object of his efforts 
to bring about the reorganization and thus terminate the re- 
ceivership at the earliest possible moment. 

Very infrequently it happens that these customary results— 
maintenance of a going business and financial reorganization 
—are not attainable. And in that case the receivership may 
finally end in a forced winding up of the business. Thus in 
the early part of 1922, the receiver for Robert H. Ingersoll and 
Brother was unable to continue the business, and as no feasible 
plan for its rehabilitation or reorganization could be worked 
out, the business was sold. 

Although unusual, it is possible even for a railroad, like other 
business enterprises, actually and completely to go out of busi- 
ness. In October, 1914, the judge having jurisdiction signed 
an order directing the receivers of the Buffalo and Susquehanna 
Railroad to discontinue permanently the operation of trains, to 
take up the company’s rails, and to dispose of its assets. It is 
stated that the total population served by this railway, which 
was 86 miles in length, was only about 17,000; consequently 
the railroad was wholly unable to pay its own operating ex- 
penses. At the time when the receiver wound up the business, © 
all that was left to the owners of $6,000,000 par value out- 
standing bonds (to say nothing of outstanding preferred and 
common shares) was the scrap value of the rails and rolling stock, 
the right of way, and 23 acres of land fronting on Lake Erie. 


CHAPTER” X5 
REORGANIZATION’ 


§ 428. Financial Reorganization Defined 


In England the term “reconstruction” is used to describe 
the process that we ordinarily call “reorganization.” The 
English word is better chosen as it embodies the idea which 
underlies the whole process—that of tearing down the old 
financial structure and using the materials in a new and stronger 
structure. 

Financial reorganization, in its proper sense, is not merely 
a series of compromises and forced sacrifices imposed upon 
security holders. It is a rearrangement of the company’s 
liabilities so as to make them conform more closely to the assets 
and earnings. If it is worked out on ideal lines the reorganiza- 
tion may be described as a new financial plan which replaces 
the old plan that has proved faulty. The readjustment of the 
company’s finances should enable it to proceed thereafter under 
more favorable conditions and to achieve better results. 

The final plan of reorganization must be approved by a 
sufficient number of security holders and must also have the 
approval of the court. The relative influence of the security 
holders, on one side, and of the judge and receiver, on the other 
side, varies greatly in determining the plan of reorganization; 
and it is probable that in complicated reorganizations, especially 
those of railroads, it is more often necessary for the courts to 
intervene and take an active part in formulating a plan than it is 
in the simpler cases of reorganization, particularly of industrial 
corporations. 


1 For accounting treatment of reorganization, see Book III, Chs. XXIX-XXXI, 


Iolo 
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§ 429. Conflicts of Interests in Reorganization 


The various interests which are concerned in a financial 


reorganization may ordinarily be classified in three groups, as 
follows: 


1. The creditors, including bondholders. 

2. The shareholders, both preferred and common. 

3. The banking houses which propose to underwrite the 
reorganization plan. 


In a complicated reorganization, each one of these three 
groups is subdivided. There may be a number of bond issues 
which have claims that in part conflict with each other. The 
interests of the preferred and of the common shareholders are 
by no means identical. There may be two or more banking 
houses that are working with an eye to handling the underwriting. 
It may often happen, therefore, that there is a complex struggle 
among the various groups of interests. On some questions there 
may be agreements and alliances between two or more groups, 
and on other questions the cleavage may be entirely different. 

Naturally the chief influence is exerted by the bondholders, 
especially by the holders of those issues which are well protected 
by prior liens. é 

Next come the holders of the junior lien issues. The bank- 
ing houses are likely to be in close touch with all the different 
groups of bondholders and advise with them. Inasmuch as 
the active assistance of some good banking house is essential 
in order to make any plan: a success, the representative of 
such a house is likely to be consulted and to have a voice in 
determining all important questions.’ Moreover, he is in the 
advantageous position of an outsider who may be trusted to 
view the situation impartially. 

As for the shareholders in a drastic reorganization, they 
have little to say. Indeed, it sometimes happens that their 
claims to recognition are ruthlessly brushed aside and they are 
practically wiped out of existence. However, as we shall see, 
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they are frequently needed to supply the fresh cash required 
for the reorganized company, and for that reason are permitted 
to have some voice in working out the reorganization plan. 
The officers of a failed corporation sometimes undertake to 
direct the reorganization, but their efforts are seldom welcomed. 
The receiver, as we have seen, sometimes takes a fairly active 
though informal part in working out the reorganization plan. 

In view of all these complications and of the practical 
difficulties in working out an effective reorganization, it often 
requires months or even years to complete the plan. In the 
larger reorganizations there is likely to be considerable dis- 
cussion, not only among the security holders but also in the 
financial press. Attempts to curb and stifle this discussion are 
sometimes made and usually are unfortunate. The security 
holders of a company in process of reorganization are by no 
means entirely helpless. The assent of a large proportion of the 
holders of each bond issue is usually required before any plan 
can be made effective; consequently the reasonable requests of 
security holders for explanations and for information in regard 
to the condition of the company cannot wisely be denied. 

It is, of course, always possible for those in charge of a 
corporation or of a reorganization, arbitrarily to refuse to 
proceed with a discussion, but the effect is not likely to be 
helpful to their cause. 


§ 430. Formation of Committees 


In present-day practice one of the immediate results of the 
announcement of insolvency of an important corporation is the 
formation of a number of security holders’ committees, each 
one representing a certain security issue. Sometimes one 
committee may represent two or more issues, the interests of 
which are not conflicting. The process of formation of these 
committees is nearly always something of a mystery. They 
seem to spring up sometimes overnight without special authority. 
As a matter of fact they are usually self-appointed. and each 
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committee is, in reality, simply a group of individuals who have 
determined among themselves that it is wise and proper for them 
to solicit authority from their fellow security holders to act in 
their behalf. 

In order to secure this authority, it is essential that the 
members of the committee should either be personally well 
known to the security holders or should be connected with 
important firms or banking houses. In large reorganizations, 
membership on these committees is regarded as something of 
a prize. The members are frequently allowed generous fees 
for their services and do not, as a matter of fact, have many 
_ onerous duties. The detailed work is usually handled by the 
secretary of the committee or by counsel. However, it would 
be an injustice to fail to point out that many reorganization 
committees composed of able men devote a great amount of 
time and effort to their work and sometimes, especially in the 
smaller reorganizations, give their services without compen- 
sation. 

Even in the latter case, the fees of attorneys for the various 
reorganization committees must be provided for in the reor- 
ganization plan. Payments must be made to the managers 
of the reorganization and to the banks or trust companies which 
act as depositaries for securities. The receiver’s fees, plus the 
fees of the attorneys who advise with him, are nearly always 
heavy. And finally, there are numerous incidental expenses 
and fees for services of accountants, for advertising and cir- 
cularizing in connection with the reorganization plan, and so 
forth, which aggregate a large amount. ‘The expenses of reor- 
ganization are so heavy that it is easy for the members of 
reorganization committees to persuade themselves that it makes 
little difference if they include a liberal compensation for them- 
selves. 

The self-appointed committee for a certain group of security 
holders does not always meet with instant acceptance. Security 
holders are likely to be somewhat skeptical. Unless most of the 
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large holders are represented in the reorganization committee, 
they are likely to start an opposition committee and there may 
be an active struggle for proxies. If the opposition committee 
is at all successful, there may be later a merger of two committees, 
for it is clearly essential that there should not be dissension 
among any one group of security holders. 


§ 431. Reorganization Committee 


In the normal course of events, after several committees 
have been formed these committees begin to negotiate with 
each other and with the receiver with a view to arranging the 
best possible terms for the interests they represent. It is hardly 
possible for any general agreement to be reached except by a 
protracted series of negotiations and compromises, and there 
must be some supreme judge or arbiter. Unless the receiver, 
some official of the company, or some influential person or bank- 
ing house can assume this function and really take charge of the 
whole process of bringing about an agreement, it is natural and 
customary to select from the various security holders’ com- 
mittees a group which includes at least one representative of 
each set of interests that must be taken into consideration; 
this group is customarily known as the “reorganization com- 
mittee.” This is the committee that, in the final analysis, 
devises the plan of reorganization. The various security, 
holders’ committees may negotiate, but they are likely to follow 
the lead of their representative on the general reorganization 
committee and in reality do little more than give their sesh 
approval to the final reorganization plan. 


§ 432. The Committee Method of Reorganization 


In spite of its drawbacks, including the ever-present pos- 
sibility that not all the security holders’ committees will conscien- 
tiously represent the interests entrusted to their care, the com- 
mittee method of working out a reorganization plan is in most 
cases the only practical method. In a large corporation meet- 


Ch. 40] REORGANIZATION 1015 


ings of the security holders are quite impracticable; and if they 
were held they wauld be utterly useless so far as working out a 
plan is concerned. The only manner in which they could be 
advantageous would be in bringing about free and open election 
of members of the security holders’ committees. Even though 
their work may sometimes be careless, the various security hold- 
ers’ committees, through the general reorganization committee 
and frequently under the active direction of the banking house 
that is to handle the underwriting, do eventually agree upon a 
reorganization plan. On the whole, this method is probably the 
best that is available. 

The same idea might be applied more frequently in smaller 
corporations, the security holders of which cannot effectively 
express their will. Ina recent instance the majority shareholders 
of an oil-producing company were believed by the minority 
party to have driven the company into bankruptcy. The sale of 
its property and assets had been ordered by the Federal Court 
and a so-called “reorganization committee’? composed of former 
officials was planning to bid for the company at this sale. At 
the last moment some of the minority shareholders appointed 
themselves a committee, secured the co-operation of a good 
proportion of the outstanding shares, employed a capable lawyer 
and incurred other necessary expenses which did not constitute 
a heavy burden on any individual shareholder, and presented 
their objections to the court. These objections were sustained, 
and in the end the committee forced the adoption of a new and 
much more equitable plan.. In this instance the prompt and 
courageous action of a few small shareholders checked what 
probably amounted to a conspiracy to obtain full control of the 


property. 


§ 433. Procedure in Reorganization 

The first step in a reorganization after some person or group 
of persons—receiver, banking house, reorganization committee, 
or someone else—has been permitted to take charge of the process 
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is to bring about a thorough examination and analysis of the 
accounts. It may be extremely unsafe to accept without ques- 
tion the accounting statements issued by the old management, 
for it is quite likely that their natural effort for several years 
has been to conceal the company’s growing financial weakness. 
Until the actual earnings and expenses are definitely determined, 
no practical and really effective plan of reorganization can be 
worked out. The examination may be both expensive and 
lengthy. While it is in progress, those actively engaged in the 
reorganization may carry on negotiations and work out a tenta- 
tive plan, but no final result can be accomplished. 

The second step consists of securing an agreement among the 
various committees. Inasmuch as most of the members of the 
security holders and reorganization committee are likely to be 
men of affairs devoting only a relatively small amount of time 
and thought to the. reorganization scheme, these negotiations 
are troublesome and are likely to cover a long period of time 
before any definite conclusions are reached. 

In the meantime, as a third step, the receiver will be conduct- 
ing the company with all possible economy. Perhaps, as sug- 
gested in the preceding chapter, he will be raising new capital, 
reforming the internal organization, and otherwise raising the 
enterprise to a higher plane of efficiency. If the company pos- 
sesses non-essential or non-profit-making property, the receiver 
may proceed, with the consent of the court, to dispose of some 
of its property. This, again, may be a long-drawn-out process. 

The final step, when the reorganization plan has been worked 
out and accepted both by the security holders and by the court, 
is to select and put into execution the best legal method of 
accomplishing the financial rearrangement that has been agreed 
upon. In case the unanimous, or almost unanimous consent of 
the security holders has been obtained, the court may declare 
the plan operative and binding even upon the small proportion 
that have not given their assent. It is more frequently neces- 
sary, however, to go through the legal form of organizing a new 
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corporation—usually with a name very similar to that of the 
insolvent corporation—and to bring about a judicial sale of all 
the property of the old corporation to the new corporation. The 
reorganization committee in that case will turn in the obligations 
of the old corporation in payment for the property, and will 
issue in exchange obligations and shares of the new corporation 
under the terms that have been agreed upon. 

Sometimes stubborn security holders of the old corporation 
who are opposed to the reorganization plan refuse to exchange 
their securities for those of the new corporation. The result 
may not be especially pleasing to them, for they are likely to be 
left holding securities of a company which is non-active and for 
all practical purposes may be called non-existent. When the 
reorganization of the Northern Pacific Railroad Company took 
place in 1896, the holders of some 25,000 shares refused to ex- 
change them for shares in the new company, the Northern 
Pacific Railway Company. ‘The reorganization was completed 
nevertheless and the 25,000 shares still outstanding are now 
worthless. 


CHAPTER, XLI 
ENDS ATTAINED BY REORGANIZATION 


§ 434. Raising Additional Capital—Methods 


The general end to be attained by reorganization is of course 
the rehabilitation of the insolvent concern. The specific pur- 
poses commonly sought in reorganizations by which this re- 
habilitation is to be effected are as follows: 


To raise the additional capital needed for the reorganiza- 
tion, and the operation of the reorganized company 
thereafter. 

To reduce fixed charges. 

To simplify the financial structure. 

To give increased facilities for raising any capital that 
may be needed in the future. 

To eliminate unprofitable business. 

To pay or “‘refund”’ pressing obligations. 

To take care of an accumulation of unpaid preferred divi- 
dends. 


Usually the most urgent problem in a reorganization is to 
bring in fresh capital, either for the purpose of making additions 
and betterments in the fixed assets, or more commonly for the 
purpose of providing adequate working capital. In either case 
it is usually necessary to secure a considerable amount of cash. 
If the company had been well supplied with cash it would not 
presumably have become insolvent. But the fact that a com- 
pany is in receivers’ hands is naturally no recommendation to 
prospective purchasers of its securities, and the problem of rais- 
ing cash is therefore not only urgent but often extremely difficult. 
It can be solved only by enforcing drastic sacrifices on security 
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holders. There are three possible methods of raising new capital 
or of securing an equivalent reduction in the outstanding liabil- 
ities of the reorganized concern: 

1. By bringing out new issues of bonds or shares which are 
well secured and are offered on terms particularly 
favorable to purchasers. 

2. By levying assessments on bond or share holders. 

3. By inducing the current creditors, or some of them, to 
accept funded obligations, or sometimes preferred 
stock, in payment of the amounts due them. 


§ 435. Raising Additional Capital—(1) Sale of Securities 


If the company has any valuable securities of other corpora- 
tions, these may be sold. However, this source of cash is 
seldom available, because a failing corporation usually exhausts 
all expedients for raising cash before it is forced into a receiver’s 
hands. 

In case the insolvent company’s credit has not already been 
used to the limit, it may be possible to bring about some rear- 
rangement of claims upon assets and earnings which will leave 
room for the issuance of new securities. These securities may 
then be sold at a heavy discount and thus the urgently needed 
cash may be obtained. 

A company which owns an ice and light plant in a small 
western city was recently in financial difficulties. At the original 
organization of the company some years before, only about one- 
half the cost of the plant, which amounted to $43,000, had been 
secured through the sale of shares; the remaining $21,000 had 
been borrowed on one-year notes given by the corporation and 
indorsed by some of the larger shareholders. In subsequent 
years the company’s obligations had been reduced to about 
$17,000, but the creditors were pressing for payment and the 
indorsers of the company’s notes were reported to be unwilling 
to renew their indorsements. As a matter of fact, there was a 
suspicion among some of the minority shareholders that the 
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larger shareholders were willing to have them “shaken out,” 
and altogether it was clear that some form of financial readjust- 
ment was necessary. 

Inasmuch as the company was earning from $2,000 to $4,000 
per annum, with good prospects for a future increase, it was 
found possible to sell at par a series of one- to ten-year notes, 
each note for $1,200, bearing 6% interest. This provided $12,- 
000. The remaining $5,000 was obtained by creating an issue 
of 8% preferred stock, which also was sold at par. Inasmuch 
as this was purely a local transaction handled by the shareholders 
themselves, there were practically no reorganization expenses. 
The common shares were necessarily called upon to make a 
sacrifice inasmuch as they could not reasonably expect any 
dividends for a period of some years; but after the payment of 
the ten-year notes, they presumably will be left with a valu- 
able property which will yield a high rate of return. 

In larger and more complex reorganizations, precisely the 
same principle may frequently be applied. The income of the 
corporation which may be counted upon with reasonable cer- 
tainty is taken away from the shareholders and pledged over a 
period of years to the payment of interest and repayment of 
principal of a new security issue. However, this plan is possible 
only on one of two conditions: a residue of unpledged property 
and income which has not been utilized in the preceding financ- 
ing, or the drastic scaling down of the claims previously out- 
standing. The tendency in later reorganizations has been more 
and more strongly toward severe treatment of the old security 
holders with a view to providing for an attractive issue that will 
raise needed capital, 


§ 436. (2) Assessment of Security Holders 


The second method of raising cash is through assessment. 
In nearly every reorganization the common shareholders are 
required to pay some assessment in order to secure any holdings 
in the reorganized company. The same requirement is fre- 
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quently imposed upon the preferred shareholders and is some- 
times imposed even upon the junior bondholders. It may seem 
strange that a bondholder or even a preferred shareholder should 
be compelled to pay out fresh money in order to hold an interest 
in the company; but the truth is that any security holder who 
is not amply protected by marketable assets is likely to face this 
experience. If he resists the proposal a new company is organ- 
ized which, at the judicial sale, will turn in the prior lien securities 
in payment for all the property of the company. This auto- 
matically wipes out the junior bondholders—unless they choose 
to raise the capital with which to pay off the prior lien holders, ° 
in which case they will hold the whip-hand. The junior bond- 
holders or shareholders are thus left with the clear alternative 
of either giving up their previous investment without any further 
effort to protect and redeem it, or of paying the assessment. 

When the Pere Marquette Railroad was reorganized in 1916- 
1917, not only were the three classes of stock, the first preferred, 
the second preferred, and the common, assessed, but also the 
two classes of junior bonds. In fact, no distinction was made 
between the five issues. They were all assessed $9.75 for every 
$100 par value of the old securities, and in return the owners 
received $10 par value of new first preferred stock, and in addi- 
tion a bonus of $20 par value of common stock. In reorganiza- 
tions of recent years a tendency to treat alike all old issues that 
are not protected by any equity value, has shown itself.1 

An assessment is an extremely unpleasant thing for the 
security holder and naturally is accepted only as a last resort. 
Moreover, it is usually for the best interests of the corporation— 
and therefore for the best interests of the shareholders them- 
selves in the long run—that the assessment method be used. 

Usually the shareholder who pays the assessment is given 
at least a nominal equivalent,in the form of an increased amount 
of new stock, and perhaps a certain amount in securities of a 
higher grade. If he has faith in the company and its manage- 


1 Dewing on Finan, Policy of Corp., pp. 112-113. 
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ment, he may hopefully look forward to the time when his new 
securities will be worth full par value. For example, the reor- 
ganization plan of the Missouri, Kansas and Texas Railway 
Company, now in process of execution, calls for the payment 
by the stockholders of $20 per share on preferred stock and $25 
a share on common stock. For this the preferred stockholder 
receives for each 100 shares surrendered, $1,400 Prior Lien 
Mortgage bonds, Series C, 6%, carrying interest from January 1, 
1922; $600 Adjustment Mortgage bonds, Series A, 5%, ranking 
for interest from January 1, 1922; and 100 shares common stock. 
‘Each common stockholder receives $1,750 Prior Lien Mortgage 
bonds, Series C, 6%, carrying interest from January 1, 1922; 
$750 Adjustment Mortgage bonds, Series A, 5%, ranking for 
interest from January 1, 1922; and roo shares of common stock. 

Another instance of stockholders receiving bonds as well as 
stock for the assessment paid, is to be found in the reorganiza- 
tion of the San Francisco Railway Company in 1916. The same 
assessment of $50 per $100 par value of the old securities was 
imposed on the first preferred, the second preferred, and the 
common stock, and for their payment the shareholders obtained 
$50 par value of a prior lien bond and a common stock bonus. 
In the distribution of the bonus some regard was paid to the 
relative position of the three classes of shares—the first preferred 
receiving $100 par value of the new common stock, the second 
preferred $90, and the old common $82. 

Probably the most drastic assessment on record is that of the 
Houston and Texas Central Railroad Company in 1897, which 
amounted to 73% on the common shares. 

Regardless of the amount of the assessment, however, the 
question as to whether a shareholder should or should not pay, 
is always one to be studied with much care. Naturally the reor- 
ganization managers will make terms that will be at least fairly 
attractive in order to make certain that the money which is 
required shall be forthcoming. For this reason it is usually 
profitable for shareholders to pay up their assessment. 
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it is stated that in almost all cases of railroad reorganization 
the price of the securities obtained by payment of the assess- 
ment was, within six months thereafter, nearly equal to the 
previous market quotation plus the assessment. In practically 
every case later quotations have gone much higher. The in- . 
crease in value “has abundantly justified the payments which 
stockholders were asked to make.” 


§ 437. (3) Funding Floating Debt 


The third method of increasing cash resources—that of in- 
ducing the current creditors to accept long-term securities in 
settlement of their claims—is practicable only when the insolvent 
company is fundamentally prosperous and has been brought 
into difficulties merely through a temporary shortage in working 
capital. In both the Westinghouse reorganizations the holders 
of floating debt were persuaded to take long-term notes and 
bonds in payment, for they were convinced of the company’s 
inherent soundness. In the first reorganization of 1891, the 
company’s $3,000,000 in floating debts were replaced largely 
by stock issues. 

In the reorganization of the Goodyear Tire and Rubber 
Company, in 1921, the merchandise creditors received 125% of 
the amounts due them on January 1 of that year for merchandise 
actually delivered in prior preference 8% cumulative stock; 
while in the case of commitments for merchandise not delivered 
prior to January 1, 1921, but for which specifications and prices 
had been fixed on that date, they received 75% in cash and 28% 
in preference shares. 


§ 438. Reorganization Underwriting Syndicate 


In every reorganization where it is proposed to raise cash, 
whether by assessment or by the sale of new securities, the serv- 
ice of an underwriting syndicate of bankers is indispensable for 
the successful execution of the general reorganization plan. 
Security holders are not obliged to pay the assessment if any is 
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levied. If the market value of their holdings is nominal and 
far below the amount of the proposed assessment, many of them 
may decline to throw good money after bad, as the proceeding 
may appear to them. The company has therefore no means of 
» knowing what response it will get from those subject to the as- 
sessment; and as it must be in possession of the required amount 
of cash if the entire reorganization scheme is not to miscarry, a 
banking syndicate is formed to underwrite the assessment. 

In substance, a syndicate of this nature, for a commission, 
obligates itself to pay the assessment of all defaulting security 
holders and to take over the securities assigned to them in the 
new corporation. If the expedient resorted to for obtaining 
cash is the sale of new securities, the syndicate purchases the 
issue on some agreed basis, precisely as it would if the company 
were solvent and were doing a piece of normal financing. 

The payment received by the underwriting syndicate nat- 
urally varies with the conditions. In the Missouri, Kansas and 
Texas reorganization referred to above, the underwriting syndi- 
cate “‘is to receive a commission of 5% on the aggregate syndi- 
cate obligation, and $1.50 per share for so much of the common 
stock of the new company so offered to stockholders under the 
plan as such syndicate shall take and pay for.” 


——E——— 


a 
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§ 439. Reducing Fixed Charges 


In the majority of cases of insolvency the trouble has arisen 
primarily because the company had a larger load of fixed charges 
than its income would permit it to carry. That being the case, 
the only safe and correct course in reorganization is to cut down 
these charges. It is useless to continue them unless the com- 
pany’s difficulties are partly temporary; for to do so would be 
simply to invite a new insolvency. 

One of the simplest and most severe cases of cutting down 
fixed charges was that of the reorganization of the Northern 
Pacific Railroad Company in 1875. The company’s line was at 
that time still under construction and its earnings were less than 
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¥ of 1% on its funded debt. There seemed to be no immediate 
prospect of increasing the earnings and it was therefore deter- 
mined that all fixed charges should be eliminated. All outstand- 
ing bonds were replaced by preferred shares; floating debt was 
also exchanged for preferred shares; and old common shares 
were replaced by new common shares. 

It is pointed out that out of seven railroad reorganizations 
in the period from 1893 to 1898, every one showed a decrease in 
fixed charges averaging 31%. In practice, experience shows the 
advisability of keeping in view, in the rearrangement of fixed 
charges, the five following principles: 

1. The maximum fixed charges after reorganization should 
not exceed the absolute minimum of net earnings. 

2. As large a proportion as possible of the charges should 
consist of interest on bonds. Sinking funds with their 
requirements, guaranteed dividends, rentals, and the 
like, should be avoided as much as possible. 

3. The losses should fall most heavily on the junior security 
holders generally, leaving the first lien securities— 
unless the reorganization is exceedingly drastic— 
practically untouched. 

4. The nominal value of the new securities received by 
security holders in the old company should be reduced 
as little as possible. 

5. Bondholders whose claims are scaled down should be 
given an opportunity to participate in any future 
increases of earnings.® 

If the junior bondholder who is asked to accept a reduction in 
the principal and possibly in the rate of interest of his holdings, 
is at the same time given preferred and common shares up to the 
full par value of his former bondholdings, or perhaps a little 
above, he is inclined to accept the reduction much more readily. 
He may feel, quite properly, that there is at least a chance of his 
recovering in future all the capital that he has lost. 


2 Daggett’s Railroad Reorganization, pp. 357-362. 
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As to industrial reorganizations, the results of 27 companies 
show that fixed charges were reduced on the average about 25%.° 
This percentage probably measures fairly well the excessive 
amounts of bonded and other obligations which were issued above 
the limits of prudence under the old financial plan. 


8 440. Trend of Reorganization Procedure 


The tendency on the whole has been more and more strongly 
toward avoiding half-way measures in reorganizations and toward 
putting the corporation on its feet financially so that it will not 
within a short time come back into the hands of the financial 
surgeons. To illustrate this tendency, an interesting parallel 
may be drawn between the first reorganization of the Erie 
Railroad in 1859 and its reorganization in 1895, by which time 
the present-day methods and principles of reorganization had 
become well recognized. In the first reorganization fixed charges 
were not reduced, preferred shares were given in exchange for the 
unsecured indebtedness, the second mortgage which was about 
to fall due was extended, and an assessment of 214% was levied 
on both preferred and common shares. The position of the road 
was not much stronger after the reorganization than it had been 
before, and the money paid in by the shareholders was dissipated 
without permanent benefit either to the corporation or to them- 
selves.. The reorganization of 1895, on the other hand, lowered 
fixed charges, procured ample cash by assessments on the share- 
holders, and gave shares rather than bonds in exchange for the 
new cash that was raised. 


§ 441. Effect on Financial Structure 


‘One customary result of reorganization is an increase in 
capitalization. At first glance this may seem surprising, but it is 
the necessary result of the policy of compensating the old security 
holders for their sacrifices by giving them some form of claim on 
the future earnings of the corporation, Junior bondholders are 


’ Dewing on Corp. Prom. & Reorg., p. 611. 
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usually asked to accept a percentage of new bonds plus a per- 
centage of preferred shares, the new securities having a total 
nominal value at least equivalent to the nominal value of the 
bonds they formerly held. The preferred shareholder is perhaps 
asked to pay an assessment and accept new securities consisting 
of preferred and common shares. The common shares may be 
reduced or wiped out, but more often, upon payment of assess- 
ment, are replaced by shares of not greatly reduced nominal 
value. In general, the tendency is strongly toward reducing 
bond capitalization and increasing the share capitalization more 
than proportionately. 


§ 442. Simplification of Financial Structure 


Another customary result of reorganization in large corpora- 
tions is the simplification of the company’s financial structure. 
In the years preceding reorganization the company has in all 
probability put out various issues of bonds, preferred shares, 
and common shares, some of which may have conflicting or 
uncertain claims. Reorganization gives an opportunity to 
replace these various small issues by a few large issues. At the 
same time, increased facilities for raising capital in future are 
often provided. The new issues are made large enough to pro- 
vide for the immediate needs of the reorganized company, with 
the proviso that additional bonds may be sold under the same 
mortgage on fulfillment of the conditions of the deed of trust. 
Through this simplification and provision for future capital 
requirements, the company’s financial structure may be brought 
into line with the best present-day practice. This is often one 
great advantage of reorganization. 


§ 443. Elimination of Unprofitable Business 


Another advantage frequently afforded by a reorganization is 
the opportunity to eliminate unprofitable branches or depart- 
ments. Sometimes the bondholders who are secured by a mort- 
zage or a branch or an isolated plant are bluntly told that they 
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may take the property which is not wanted by the parent corpora- 
tion. More often, the fact that the property to which they have 
a claim is not essential, is driven home and they are forced to 
agree to a considerable reduction in their claims, which may be 
sufficient to put the outlying branch or plant on a profitable 
basis. Reorganization is apt to be carried on in a cold-blooded 
way by financial men who are impressed only with results that 
have actually been achieved. Frequently the main difficulty 
with a business that has become insolvent has been over- 
optimism and over-expansion on the part of its management. 
Wherever that is the case, a reorganization which eliminates these 
outside ventures or reduces the expense of conducting them may 
and in practice not infrequently does prove of great and lasting 
benefit to the corporation, 


§ 444. The Claflin Reorganization 


As an interesting illustration of some of the principles above 
discussed, we may take up briefly the history of the failure and 
reorganization in 1914 of the great wholesale dry goods house = 
H. B. Claflin Company. 

This company was organized in 1843. After a long period of 
prosperity the firm began to feel the effects of severe competition 
from jobbing houses in western trade-centers, and in order to 
meet this competition it began to build up its own retail outlets. 
Through certain controlled companies, particularly the Associat- 
ed Merchants Company and the United Dry Goods Company, 
35 well-known department stores in various important cities 
were brought under the control of the Claflin interests. These 
stores naturally purchased most of their goods through the 
H. B. Claflin Company. 

It is questionable whether the close relationship thus estab- 
lished between a wholesale house and retail stores was really 
valuable to either party. Of course, it enabled the H. B. Claflin 
Company to carry on extensive operations for a long period; but 
its apparent size and prosperity turned out to be largely artificial 
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and unsound. So far as the retail stores were concerned, it was 
evidently of no advantage to them to be compelled to purchase 
most of their supplies from a given wholesale establishment. 

When the failure was first reported it was thought that the 
total Claflin liabilities amounted to about $34,000,000, but it 
soon became evident that large amounts of notes had been issued 
and obligations incurred of which there was no clear record. The 
relationships of the many companies included in the combina- 
tion had become so involved that it was months before the 
receivers could obtain even the approximate amount of the 
liabilities; and in the end the total liabilities were placed at about 
$45,000,000. 

It was found that the financial transactions of all the various 
department stores were being handled in New York, and that the 
active managers of these stores knew nothing about many of the 
liabilities which the treasurer of their company, sitting in his 
New York office, had created. For instance, the Hennessy 
Corporation, which operated stores in Butte and Anaconda, 
Montana, had on its books obligations amounting to only 
$83,000. The president of this company had no knowledge 
whatever of the existence of any other obligations; but he was 
suddenly advised after the receivership of the Claflin Company 
that approximately $1,700,000 in notes of the Hennessy Corpora- 
tion had been issued and after having been indorsed by the 
Claflin Company, were discounted in New York. The same 
practice was followed with subsidiary companies all over the 
country. In this way an enormous amount of ““accommodation”’ 
paper was put out. The parent company’s contingent liability 
on this paper, however, was not shown in the financial statements 
it had submitted to bankers and to those who bought its com- 
mercial paper through note-brokers. 

The scheme of reorganization finally agreed upon was based 
upon the idea that the wholesale business and the retail business 
of the combination ought to be separated. The Dry Goods 
Economist pointed out that, while the day has gone when a 
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general jobbing house located in New York could do a great 
national business, there was still an important field open to the 
H. B. Claflin Company in handling business within a short 
distance of New York. 

The plan for reorganization provided that the noteholders 
receive in exchange for their old notes 15% in cash and 85% in 
three-year collateral-trust income notes issued by the new 
company which was to be known as the Mercantile Stores 
Corporation. The Mercantile Stores Corporation was to own 
all the stock of the insolvent department stores in the combina- 
tion, and turn these into cash as rapidly as possible. It was also 
provided that a new company, known as the H. B. Claflin Cor- 
poration, should continue that portion of the wholesale business 
which had proven profitable. All the stock of the H. B. Claflin 
Corporation was to be owned by the Mercantile Stores Cor- 
poration. 

Under this plan the new corporations were enabled to begin 
their operations without any current indebtedness. The plan 
of reorganization was somewhat unusual in that it did not call 
for any new capital and at the same time freed the subsidiary 
corporations from current liabilities. 

As far as the old stockholders of the H. B. Claflin Company 
were concerned, nothing was ever realized. The Mercantile 
Stores Corporation, however, distributed over $17,000,000 in | 
cash to the creditors of the old company, and then having 
carried its liquidation of assets as far as could be done without 
unjustifiable losses, was reorganized in 1919 as an operating 
company under the title of Mercantile Stores Company, Inc. 
The H. B. Claflin Corporation was purchased in 1917 by, and 
merged with, Claflins, Inc. 
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Part I— Surplus and Reserve Accounts 


CHAPTER I 
THE CORPORATE RECORDS AND ACCOUNTS 


§ 1. Corporate Accounts 


Strictly speaking, there are no books of account, nor are there 
entries on books of account, which are absolutely peculiar to 
corporations. Most of the books and accounts used will be found 
in any business of similar nature conducted under any other 
form of business organization. When we come to the more dis- 
tinctively corporate accounts, we find that the joint-stock com- 
pany also employs these same accounts. But the joint-stock 
company as a form of business organization is so nearly obsolete 
that it may be ignored, and the capital stock and dividend 
records may be considered as being distinctly corporate, to- 
gether with the entries covering dividends and transactions in 
capital stock. 

There are also certain transactions, such as those dealing with 
bonds, which, while not necessarily limited to corporations, occur 
rarely in other forms of business and are commonly thought of 
as being distinctive of the corporation. 

Many transactions encountered in corporate books admit 
of more than one manner of treatment. In the following 
chapters it will be found that transactions identical in nature 
have been variously handled for purposes of exemplifying these 
different methods. In this connection it should be noted that 
in some cases there is a diversity of opinion as to the entries and 
names of accounts that are best employed under the varying 
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conditions that confront the corporation accountant. In each 
case, however, that plan which will best provide all of the infor- 
mation desired with the fewest possible repetitions and least 
chance of confusion, has been used in the present volume. 


§ 2. Requirements of Corporate Records 


As stated, the general books dealing with the ordinary com- 
mercial transactions of a corporation differ not at all from those 
of a partnership or a single proprietorship conducting a similar 
line of business, and for their character and use the reader is 
referred to any text on accounting. In a corporation, however, 
there is, in addition to the books of account which record the 
transactions of ordinary business, another class of books, such 
as the minute book, stock book, dividend book, bond record, 
etc., for recording the activities which are almost peculiar to the 
corporate form. So necessary are these books that in many 
states the laws specify that certain of them, as the minute book, 
stock book, transfer book, etc., shall be kept.1 Some of these are 
not accounting records, but all of them which are accounting 
records and are peculiar to corporations are discussed in subse- 
quent chapters. 


§ 3. Choice of Corporate Records 


The distinctive books of record to be kept by a corporation 
are frequently set forth in its by-laws; although the books so 
enumerated would usually be kept as a matter of course by any 
well-managed corporation. 

Under these conditions the accountant, when devising an 
accounting system for a corporation, must first consult the 
statutes of the state to ascertain the legal requirements. Fre- 
quently the statutes not only prescribe certain books, but also 
specify where these books must be kept and what they must 
contain. Next he must consult the by-laws of the corporation 


. 1 For a discussion of the minute book B i ” 
also Book IV, Ch. XVI, ‘‘Minutes of Gaspomia Mostudetid yng pe seunes aid Kee a 
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to ascertain their requirements as to books and records. Then, 

in addition to the books required by the laws and the corporation 

by-laws, he must add such other books as are needed to make a 

complete record of the financial transactions of the corporation. 
The usual corporate records include :? 


Minute book 
Subscription records 
Instalment receipts 
Instalment book 
Stock certificate book 
Stock transfer book 
Register of transfers 
Stock ledger 
Dividend book 

Bond register 


This number might be extended considerably, and subdi- 
visions made, especially in the case of large corporations. On the 
other hand, in the case of a small company some of the enum- 
erated books would be omitted entirely. Indeed, in some 
companies, especially where the stock is held by a few individuals, 
the bookkeeping is as informal as in a partnership and but few 
of the distinctive corporate records are kept. It is, however, a 
wise precaution always to provide for the proper record of all 

‘corporate transactions, no matter how small the corporation 
or how closely its stock may be held. If this is not done, trouble 
may result, and ‘‘an ounce of prevention is worth a pound of 
cure.” 

All the books enumerated above are auxiliary books sub- 
ordinate to the general books. Many of them are subsidiary 
ledgers, by which it is meant that they contain the detailed 
accounts with individuals or things, only the grand total of 
whose balances appears on the general ledger. 


2 From the accounting standpoint these records are discussed in later chapters of tho 
present book; from the technical standpoint in Book I, “Corporate Law"’; their forms will be 
found in Book IV, ‘‘Corporate Forms’; see index and list of forms for specific references, 
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A book known as a “combination record” is frequently used 
by the smaller corporations for the distinctive corporate records. 
This book is divided into parts, each of which takes the place of 
the more important of the distinctive corporate records men- 
tioned above. If the forms included in it are good, the combina- 
tion record will be found convenient for the ordinary small 
corporation. For the larger corporation it is not suitable. 


§ 4. The Net Worth Accounts 


It is in the accounts which represent the proprietorship, 
capital, or net worth of the corporation that the greatest dif- 
ference from the accounts of other forms of business organiza- 
tions is found. In an individual proprietorship or a partnership 
the investment consists of the cash or property contributed by 
the proprietor or by the partners. In a corporation it consists 
of the proceeds of the stock sold. The investment of a sole 
proprietor, or of partners, plus the amount of profits left in the 
business is represented by the capital accounts; while only the 
investment of stockholders is represented by the capital stock 
accounts, the undivided profits being carried in a separate 
account. 

Even then it is not always true that the original investment 
is represented by the capital stock accounts, for if in a corpora- 
tion with par value shares the stockholders contribute more or 
less than par, the difference is considered as a form of paid-in 
surplus or as a discount on stock—a reduction of surplus. 
Whether the shares are with or without par value, the number 
of shares owned by each stockholder, as shown by his account 
on the corporate stock ledger at any particular time, represents 
his proportionate interest rather than his property interest.3 

In a partnership the profits are usually credited to the pro- 
prietors’ accounts and remain there until drawn out according 
to agreement, but the profits of a corporation are credited once 


. ee see discussion of rights attached to preferred stock, Book I, Ch. XI, ‘‘Preferred 
tock.” 
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a year or oftener to Surplus and never to the accounts of the 
individual stockholders until a dividend is declared. In fact, 
only close corporations with but few stockholders have general 
ledger accounts with their individual stockholders. 

The capital accounts of the proprietor or partners represent 
the book value of the net assets, but the capital stock accounts 
of the corporation represent, in the case of the corporation with 
no-par-value stock, the amount received by the corporation for 
its capital stock; and in the case of the corporation with par- 
value shares, only an arbitrary figure dependent on nothing but 
the par value of the outstanding stock, the difference between 
this figure and the value of the net assets (whether due to profit 
or loss, to donated capital and withdrawals of capital, or to 
appreciation) being carried in the Surplus account. 

The place of the proprietorship accounts of the individual or 
partnership is taken in corporation accounting by two groups of 
accounts known as the “net worth accounts” because their total 
represents the book value of the net assets (gross assets less 
liabilities), or the net worth of the corporation. These two 
groups are the capital stock accounts‘ and the surplus account 
or accounts.§ 


4 See Part II, ‘'The Original Capital of the Corporation.” 
5 See Ch, II, ‘The Surplus Account.’ 
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THE SURPLUS ACCOUNT 


§ 5. Nature of Surplus 


The surplus account usually contains all those profits that 
are not reserved for some special purpose. Or, more broadly, it 
is the account in which is entered all excess of assets over lia- 
bilities except any of that excess which has been set aside so 
as to be unavailable for dividends. In the balance sheet it is 
represented by the excess of assets over liabilities and capital. 

Surplus is, then, a general term used to represent the differ- 
ence between the net worth of a corporation and, in the case of 
a corpolation with par-value shares, the par value of its out- 
standing stock, or, in the case of a corporation with no-par-value 
stock, the amount received for its stock. 

Such a surplus may arise in several ways. It may result 
from profits on ordinary operations or unusual transactions, or 
from donations to the corporation, or it may be brought about 
by increasing the book values of the assets above their cost. 
In the case of corporations with shares of a specific par value, 
the surplus may be the result of sales of stock at more than par. 

A surplus so built up may be reduced in any of the opposite 
ways: by selling a corporation’s own stock below par; by 
losses, whether from operations or casualty or unusual trans- 
actions; by donations by the corporation; by writing down 
the book values of assets; or by distributions of the profits 
among the stockholders (dividends). 


§ 6. Analysis of the Surplus Account 


A large surplus is the pride of every well-managed corpora- 
tion, and especially of banking institutions in which the surplus 
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is frequently larger than the capital stock itself. 
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Where a sur- 


plus exists, it is usually maintained as a measure of safety to 
strengthen the financial condition of the company and to safe- 
guard it against unforeseen contingencies, 


SURPLUS 


Debit: 

At the close of each fiscal period, with 
the net loss, if any, as shown by the 
Profit and Loss account.! 

With any adjustment during the fiscal 
period which diminishes the profits of a 
previous fiscal period.? 


With the amount of extraneous or 
unusual losses. 

With amounts set aside so as not to 
be available for dividends.4 


With the discount on the sale of the 
corporation’s capital stock.§ 

With amounts by which the book 
values of assets are decreased other 
than through wear and tear. 

With the amounts of dividends 
declared.? 


Credit: 


At the close of each fiscal period, with 
the net profit, if any, as shown by the 
Profit and Loss account.! 

With any adjustments made during a 
fiscal period which should have been 
credited to some profit and loss account 
within a prior fiscal period; or which 
increase the profits of a prior fiscal 
period.? 

With the amount of extraneous or 
unusual profits. i 

With amounts previously set aside 
as not available for dividends, and now 
returned to the general surplus.§ 

With the premiums received on the 
sale of the corporation’s capital stock.’ 


With amounts by which the book 
value of fixed assets is increased.8 


With amounts of donations to the 
corporation.!° 


Surplus account may be. credited with the year’s net profit 


before the dividend is declared, or with the portion of profits 
to be retained in the business after payment of dividends. 
Dividends are usually not declared until the amount of net 
profit is known, unless the unapportioned surplus is ample to 
cover any shortage that might result; to do otherwise might 
result in wiping out the surplus already created. 


1 6 See Ch. VIII. 

myn Hold 7 See §§ 23, 24, 25; also Ch. VIII. 
3 See § 8. 8 See §§ 26 and 27. 

‘See Ch. III, 9See Ch, XIV 


§See § 17, 10 See §§ 28, 99; also Ch, X, 
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Surplus is an increment of capital. When added to the 
balance of the capital stock accounts, the sum total should 
represent the net worth of the business. Surplus account may 
even show a debit balance as a result of business depression, 
heavy losses, or payment of excessive dividends. In that case 
such deficit represents a loss and a capital impairment. 

The Surplus account is frequently entitled “Surplus and 
Deficit” account, in order that it may, without misnomer, not 
only accommodate surplus but any deficiency as well. This is 
the plan used by public service commissions in their schedules 
and reports. The account is credited with surplus profits and 
charged with such net loss as may result in any year. A debit 
excess of this account, of course, represents a deficiency or 
impairment of capital, while a credit excess is the opposite. 


§ 7. Adjustments of Profits of Previous Years — 


In closing the books of a personally owned business, the 
profits of the period are credited to the account of a sole pro- 
prietor or divided between the accounts of partners. In closing 
the books of a corporation, the nominal accounts are first closed 
into Profit and Loss account and the resulting balance in the 
Profit and Loss account is closed into Surplus account. By 
thus closing the nominal accounts they will in any period show 
only items which affect the gain of that period. 

But after the books are closed corrections are often found 
necessary or omissions are discovered. These may affect the 
profit of the previous period. In order that the adjustments 
of these may not wrongfully affect the profit of the new period, 
they must not be allowed to appear in the newly reopened 
nominal accounts. The corrections, then, instead of being en- 
tered to the nominal accounts, are made directly to the Surplus 
account as adjustments of the amount of profit or loss previ- 
ously carried to that account, thus preventing them from affect- 
ing profits of the current year by keeping them out of the nomi- 
nal account of the current year. 
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For example, if an invoice of $547.50 for merchandise pur- 
chased in December, 1921, was erroneously entered 


TorAccounts-Payablensbempyo 3? orbtassity ofre ces $574.50 


and the error was discovered in January after an annual closing, 
the correction, instead of being made by the usual entry 
ACCOUNUESPDAVADICHeAe T Gthi ae or ari cM te oe tte eee $27.00 

‘Fo'Merchandise Purchases 10.1). 29724)! to: areiay Je $27.00 
would be made by the entry 


PMPERSEAVODICT Merge ct Be ete ch vere con cece k lee css $27.00 

Boe 0 10d geet trae a arate reat pam et et toe 2 $27.00 
This would indicate an increase of $27 in the profit for the pre- 
ceding year, cost of sales being reduced by that amount. 

In the above exposition it is assumed that the closing inven- 
tory was correct. If it was not, the rule would still apply that 
the amount by which the profit of the preceding year is affected 
should be entered directly to Surplus. If the adjustments found 
necessary are few in number and small in amount, there is no 
great objection to letting them appear as factors in the current 
Profit and Loss account. But errors that are of any importance 
should be adjusted through Surplus, so that exact statements 
of the transactions of previous years may be prepared by re- 
casting the previous statements and exact comparisons be made 
between the operations of various years. 

It is evident that omissions and errors in showing the trans- 
actions of previous years affected the final net credit to Surplus 
in the years in which they occurred. It therefore follows that 
the present surplus is larger or smaller as a result, and that 
Surplus is the account to be corrected. 


§ 8. Extraordinary Gains and Losses 


The practice is common of entering directly to Surplus 
account any extraordinary gains and losses whose inclusion in 
the current Profit and Loss account would render the resulting 
total of that account useless for purposes of comparison between 
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various periods. Under this practice the Profit and Loss account 
is limited to use as a clearing account for the normal items of 
income and expense, all abnormal charges and credits to pro- 
prietorship being made directly to Surplus. 

There may thus be entered direct to Surplus any gains or 
losses which are not the result of the regular normal operation 
of the business. In this category will be found such items as 
losses by fire and gains or losses from sales of fixed assets. 

The function of the Profit and Loss account is held to be the 
collection of the items affecting the normal operations of the 
business. If a concern not in the real estate business credits 
Profit and Loss with the gain resulting from the sale of a factory 
site, it destroys the basis of comparison between the profits of 
different years. 

The objection is raised against this practice, that the habit 
of using the Surplus account for such purposes as this may re- 
sult in its becoming abused by being turned into a dumping 
ground like the proverbial General Expense account. While 
the wrongful use of an account does not furnish sufficient ground 
for not sanctioning a legitimate use, yet, because also of the 
added reasons given in the next section, the Surplus account ~ 
should be used only with the greatest discretion for entries of 
this type. In any event the extraneous and unusual items can 
be shown in a separate section of the profit and loss statement 
after operating profits have been determined. 


§ 9. Federal Income Tax and the Surplus Account 


The federal income tax laws and forms have had a marked 
influence on accountancy. One feature in which their influence 
has been noticed is in bringing into considerable disfavor the 
practice of charging directly to Surplus any items of gain or loss 
applicable to the current period. 

The changed policy in this regard is due not to ee in 
the laws themselves but to the form of reconciliation or proof 
of Profit and Loss and Surplus required to be filled out as a 
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part of the corporation income tax return." A condensation of 
this form is given below with the subclassifications eliminated. 


INetitaxablevincomicwen seen, eeeee hn aeeee tasty rt et Nh | | TU Canvas $ 43,271.10 
Non-taxable income: 
intérestonsbibertysbonds ett, MOLIOIS OMB oe TE Afri 44.00 
Piberimmse ot. tordlt. vsheta. ch<.barceI woth orn. none 
Ota wee Ekta. eA cal Cena Ret $ 43,315.10 
Unallowable deductions: 
DONATIONS Fe aeage yeracench Re ok Ss sox si hces bse save ace Gene $ 160.00 
Income and profits taxes paid..................0.. 12,362.64 
Cera CIN Sie cea Nees en ne BPs, a Be nes neg. none 
PROPANE peer aeie -'Sk onesies eee Bae eA a ED. eA A 12,522.64 
EN eLEDLONES Dy) DOOKSexa,- Ae paers tert octecr tanh robo cach mr cce amet ee $ 30,792.46 
DUrplus at perinningioleyear wae Mel eae. ahh NLA, bak dee Aenean 122,360.62 
WreditsitoSurplus during! year |i os ise ses clos eet aokie. seprete none 
$153,153.08 
PV IGE ACSIA Re Neti eee cas tee Re es heen We $20,000.00 
Weherecdepius: CO*ULPUS a. th te catblatta ss hiss tele ea kine ot none 
Dotalteris. eos: tear trast ol): . oma. pe ary. 20,000.00 
BULPIUISIALIClOSe OLV eats .\eihe Asha. yale Adelaee Ss aches, disvaehoe syke ces * $133,153.08 


From this it will be seen that it is the expectation of the 
Bureau of Internal Revenue that all items affecting profit of the 
year (income whether taxable or not, and losses whether de- 
ductible or not) will be handled through the Profit and Loss 
account, so that the book profit may be proved by adding back 
to the taxable income those items of income which are not 
taxable (such as certain interest on Liberty bonds) and sub- 
tracting those expenses (such as donations) which are not de- 
ductible. The.form of this schedule has had, as stated, a ten- 
dency to reduce the number of charges made directly to Surplus, 
because an awkward adjustment is necessary if extraneous and 


1 See Ch, XXXVI, ‘‘ Federal Income Tax Returns,” 
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unusual gains and losses are handled directly through Surplus 
account. 

When such items are entered through the regular Profit and 
Loss account, however, they should invariably be shown as 
unusual items in a separate section of any profit and loss state- 
ment which may be prepared, in order that the profit made 
through normal operations may stand out by itself for compara- 
tive purposes. 


§ 10. Entry of Federal Income and Profit Taxes 


The best accounting practice calls for the entry of federal in- 
come and profit taxes as a charge against the profits of the year 
against which they apply. In no way can they be considered as 
an expense of the year in which they are paid. 

The failure to recognize this latter fact has been the cause of 
many of the objections against the “‘injustice”’ of the income tax 
laws. All public accountants have had cases similar to that 
shown by the following example: A corporation’s profit for the 
calendar year 1918 was $200,000; the amount of tax assessed on 
this profit was $130,000. The next year, 1919, showed a book 
loss of $30,000, the $130,000 of tax paid on the income of 1918 
having been charged as an expense in 1919. There was therefore 
a taxable profit of $100,000 in 1919, since the amount of the in- 
come tax paid may not be taken as a deduction in determining 
the amount of taxable profit. The tax on this amount was 
$40,000. 

The president of the corporation expressed himself rather 
vigorously about having to pay an income tax on a loss, and also 
said: “They tax you on your income and then tax you on the 
tax you pay.” If in his own mind he had applied the tax of $130,- 
ooo paid in 1919 against the profits of 1918, reducing them to 
$70,000, and had applied the tax payable in 1920 against the 
profits of ro19, reducing them from $100,000 to $60,000, he 
would have seen that his point of view was unfair, although of 
course this particular corporation was in a high tax class. 
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It is wise, whenever possible, to determine the amount of in- 
come tax liability at the time of closing the books, and to charge 
this amount either to Surplus or to Profit and Loss for the period, 
entering of course the offsetting liability. This procedure would 
not have been so heartily recommended before the passage of the 
1921 Revenue Act, because of the adjustments necessary in 
computing invested capital. This objection no longer applies. 

In regard to making a choice between the Profit and Loss 
account and Surplus account, accountants are still somewhat dis- 
agreed, with the weight of authority in favor of making the entry 
to Surplus. For this stand it is argued that the income tax is not 
a charge against the profit, for one if not both of the following 
reasons: (1) it is an extraneous item determined after the 
profit is ascertained; and (2) it is a distribution of profits after 
they are made, somewhat in the nature of a dividend. 

Those who prefer to charge the tax to Profit and Loss have 
also two arguments, viz.: (1) that it is no more an extraneous 
item than is a bonus which is based on the amount of net profits 
and which consequently cannot be determined until the amount 
of the profit has been ascertained; and (2) that Schedule “L” of 
the income tax return is more easily prepared if the disbursement 
is charged against profit on the books, and re-added as an unal- 
lowable deduction on the schedule. 

The credit should be to Accrued Taxes, and the entry to set 
up the amount of tax payable on the income of the year whose 
accounts are being closed, will be: 


Bott apd Los8,-Or Surp lg ose. ose de acok aac sld as Sat Rc sislane $1,000 
SOBA CCIUECIL AX Ca vm eee cnc. eee $1,000 
Amount of federal income tax payable on profit shown by 
above closing, 


§ 11. Surplus Does Not Represent Specific Assets 


While surplus is always represented by an equivalent of assets, 
these assets as a rule are not earmarked or designated in any 
way. It is simply the excess of assets over liabilities and capital 
stock, and does not represent any specific assets. 
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It isa common practice for corporations to invest part of their 
surplus cash in gilt-edged securities, such as bonds and stocks of 
other companies. This insures the company against danger of 
being without liquid funds in case of a crisis; but, on the other 
hand, when the low rate of return from these securities is consid- 
ered, it is manifest that the money thus invested could be used 
more profitably in the business. Most corporations, neverthe- 
less, follow the practice of investing in such securities, knowing 
that they can be used at any time as collateral for securing bank 
loans or be readily sold on the stock exchange. 

Such outside investments may, but generally do not, repre- 
sent all of surplus profits, but in any case it should be remembered 
that it is the surplus cash (cash not needed for immediate pur- 
poses) and not the surplus shown by the Surplus account which 
is being invested. 


CHAPTER III 


RESERVE ACCOUNTS 


§ 12. Withholding Surplus from Dividends 


Surplus fundamentally represents the amount which is under 
the direct control of the board of directors for purposes of declar- 
ing dividends. To this rule there are, of course, certain exceptions 
created by law or established by contract, such as those whereby 
reserves for the redemption of bond issues are required to be set 
aside out of earnings. With these exceptions, boards of directors 
have practically free control over the surplus. They may set 
aside certain portions of it for specific purposes, as for new equip- 
ment, for contingencies, or for other purposes, thus impounding 
or appropriating those portions of the surplus and rendering 
them not available for dividend purposes. 

But the fact that a board of directors has set aside a certain 
amount of the profits for a specific purpose does not guarantee 
that the amount set aside will be so used, for the board may at a 
later date vote to turn back this reserve into the general surplus. 
The impounding of surplus is, therefore, often more apparent 
than real, because, unless other persons are definitely a party 
thereto, the board may reverse its action. 

Many business men are under the impression that the very 
term “surplus” involves a certain limitation of distribution. 
There are those who separate surplus into two items on the bal- 
ance sheet, one called “undivided profits” or a similar name and 
the other called “surplus.” This is intended to convey the idea 
that the item designated as surplus is intended to be retained in 
the business, and that the giving of the name surplus is public 
notice of such intention. But the term surplus is used in such a 
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variety of ways that it may not give to the observer any such 
idea.t 

If the balance sheet of a corporation shows a large surplus, on 
the strength of which the corporation borrows money, there is 
nothing to keep it from immediately thereafter greatly reducing 
this surplus through dividends. It makes no difference whether 
the surplus is shown as appropriated for specific purposes or not. 
While it might be held that the directors declaring dividends im- 
mediately thereafter have deceived the lenders of the money, 
they are technically within their rights. On this account it might 
seem desirable to adopt a more definite terminology for the funds 
intended to be withheld from dividends—a designation so specific 
that its mere use would be a pledge on the part of the directors 
that the funds so earmarked were to be retained for the use of 
the business. 

Such a definite appropriation of surplus might, on the other 
hand, sometimes prove harmful. Occasion might arise when the 
corporation’s credit would be impaired, and consequently the 
creditors’ rights endangered, unless dividends should continue to 
be paid with regularity. But it might be that dividends could 
not be paid without encroaching upon surplus which, although 
legally available for distribution, had been appropriated for other 
purposes at some preceding date. 


§ 13. Entries for Appropriation of Surplus 


When it is thought to be desirable to reserve a certain amount 
of surplus at least temporarily from distribution in dividends, an 
entry should be made debiting Surplus and crediting the proper 
reserve account. Such accounts may be called Reserve for Sink- 

ing Fund, or Reserve for Contingencies, or Réserve for Improve- 
- ments, or Preferred Stock Redemption Reserve, depending on 
their purpose. The entry would be made in the following | 
manner: 


1See § 21, 


Ch. 3] RESERVE ACCOUNTS 1049 


To Reserve for Improvements 
To remove from the general Surplus the above sum, setting 
it aside as a reserve out of which it is planned to make 
certain improvements, as directed by the’ Board of 
Directors, January 3, 1922. 


Some accountants, in closing a set of books, prefer to estab- 
lish or increase the reserve directly out of the year’s profits in- 
stead of first closing those profits into Surplus. The one practice 
would require two entries as follows: 


RG Surplust ts Gy) SESS FRSA IES ees $40,000 


To Reserve for Bond Redemption. .................. $10,000 
To set aside from surplus a reserve for redemption of bonds, 
as ordered by the Board of Directors. 


The second method needs only the single entry: 


ProOliprand Osan eke essere GG. os Feige iad Mice cPHtic erate Merete $40,000 
To Reserve for Bond Redemption................... $10,000 
Surplusd . 2imoas: Off. o) stores). sh. brary. Lessa: 30,000 


To set aside out of the net profits of the year the amount 
ordered by the Board of Directors to be withheld toward 
redeeming the bond issue, and to close the remainder of 
the profits into Surplus as available for dividends. 


In making the entry in this form it must not be thought that 
the charge to Profit and Loss for the amount placed in the Re- 
serve for Bond Redemption is of the same nature as ordinary 
charges which reduce the amount of net profit for the period. 
This charge is not a reduction of the profits of the year; it is 
made to Profit and Loss merely as an appropriation of this par- 
ticular year’s profits, just as the charge when made to Surplus is 
an allocation of the undivided profits in general. 


§ 14. Reserves Which Are Chargeable Against Profits 


On the other hand, it must not be thought that all reserves 
are established out of profits already ascertained. There is a 
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class of reserves which are direct charges against the profits of 
the period, and while the discussion of them is a matter of gen- 
eral accounting interest rather than one of corporate procedure 
solely, yet the distinction must be presented for the sake of 
clarity. 

Any reserve which, like those discussed in the previous sec- 
tions, is an appropriation or impounding of surplus, is a non- 
operating reserve. Such reserves are not necessitated by ex- 
penses and do not indicate a deduction from profits. They are 
set up solely to show the amount of realized profits which have 
been set aside for some purpose such as the construction of a new 
building or improvements, the paying off of a bond issue, etc. 
If definite assets are set aside for these purposes, such assets 
become part of a fund. The fund itself is an asset; the reserve 
is a setting aside of surplus, and appears on the liability side 
of the balance sheet.? 

Operating reserves, however, are made up of amounts set up 
to show some expense—not expenditure—which must be entered 
before the net profits can be determined. The prudent business 
man, being careful not to overstate his profits, makes, through 
operating reserves, allowances to meet expected losses or those 
incurred but indefinite in amount. Examples of this type of re- 
serves are reserves for bad debts, for depreciation, for discounts 
to be taken by customers, for taxes, etc. For instance, it is a 
well-known fact that customers’ accounts are in part frequently 
uncollectible, and experience has shown the advisability of mak- 
ing due allowance for such losses. 


§ 15. Operating Reserves Represent Expenses 


The debits offsetting the credits to operating reserves are to 
expense accounts, and the entries cover expenses of two classes: 
The first class consists of expenses which have occurred 
through the reduction of the value of assets. In this case the re- 
serve account is used when it is desired not to reduce the book 


2 See also § 215, 
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valuation of the assets by writing off the proper amount, as for 
example the writing down of the cost of machinery by a credit to 
Reserve for Depreciation instead of to the Machinery account 
itself, or the writing down of the total accounts receivable by a 
credit to Reserve for Doubtful Accounts instead of to Accounts 
Receivable, as would be done if specific accounts were definitely 
written off. Such reserves as these are preferably called ‘“‘allow- 
ances,” in order to lessen the confusion which has arisen from 
the different uses to which the so-called “reserve’’ accounts are 
put. Some authorities place much stress on this distinction, 
speaking very strongly in favor of the titles “Allowance for De- 
preciation,” ‘‘Allowance for Doubtful Accounts,” etc. 

The second class consists of expenses which have occurred 
through the establishment of a liability, as a reserve for taxes or 
for royalties. In the case of most operating reserves set up to 
indicate a liability, the account is better distinguished by the 
term “‘accrued,”’ as Accrued Taxes or Accrued Royalties. 

The use of the term “‘reserve”’ in connection with the oper- 
ating reserves can by these suggested substitutes be entirely 
avoided. This one vital distinction should be made: that in the 
case of operating reserves the debit is to an expense account, as 
Bad Debts, Depreciation, Taxes, or Royalties, and the entry re- 
duces the profits; while in the case of non-operating reserves, 
although the debit may be to Profit and Loss instead of to Sur- 
plus, the entry does not reduce the profits, but disposes of a part 
of the profits after their amount has been determined. 


§ 16. Surplus Impounding Not Necessarily Permanent 


Emphasis should be placed on the fact that the establishment 
of a reserve does not set aside any specific funds which cannot, 
even temporarily, be used for any purpose which may come up. 
The creation of the reserve merely appropriates for purposes set 
forth a certain amount of what might otherwise be declared as 
a dividend, and prevents for the time being the distribution of 
that much of the surplus, The setting aside and possible invest- 


I052 CORPORATE ACCOUNTING (Bk. III- 
ment of specific funds for the same purpose is an altogether dif- 
ferent matter, the consideration of which, because such invest- 
ment occurs most frequently in connection with the redemption 
of bond issues and is necessarily treated in discussing them, is 
deferred to a later chapter.’ 

It should always be remembered that the appropriation of 
Surplus does not in any way change its character. It is still sur- 
plus—still a part of the excess of net assets over the capital stock 


—and is an item in the net worth. 


§ 17. Analysis of Non-Operating Reserve Accounts 


The entries made to a reserve account which is an impound- 
ing of surplus will be of the following nature: 


Debit: 

With any deductions necessitated by 
loss or return of moneys credited. 

With transfers or appropriations 
from this reserve for the benefit of some 
other reserve, or back to the general 
surplus. 

With any amounts of money or other 
assets applied to the purpose for which 
the reserve was created, the corre- 
sponding credit being to surplus, 


Reserve accounts show credit balances. 


Credit: . 

With the amount appropriated out of 
profits at designated periods for the 
specific purpose for which the profits 
are reserved from distribution, the 
corresponding debit being made to 
Surplus or to Profit and Loss. 

With all income derived from the 
deposit or investment of money set 
aside in specific funds. 

With any profit on sales of securities 
belonging to a fund for which the 
reserve was established. 


As the expenditures 


are made for which the reserve was created, the amounts of these 
expenditures should be debited to the reserve account and 


credited to Surplus.é 


§ 18. Secret or Hidden Reserves 


The terms “hidden reserves,” “hidden assets,” and “secret 


reserves” are practically synonymous. 


These terms are famil- 


iat to accountants as representing the excess of actual net worth 


——_ 


3 See Ch. XXII, ‘‘Principles of Fund Accounting” 
4 See also Ch. XXIII, ‘Entry of Fund Transactions.” 
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of a concern over and above the amount indicated on its balance 
sheet. Such reserves are not peculiar to corporations except as 
big business usually expresses itself through the corporate form. 
They are true reserves, because they represent net worth which, 
not appearing in the Surplus account, is not available for divi- 
dends, being impounded by methods not used for open im- 
pounding. 

Such secret reserves may be created either intentionally or 
unintentionally. For some reason, the directors may not wish 
to disclose in a financial statement the true status of the com- 
pany’s condition, and they act accordingly in understating the 
true facts. This may be due to a spirit of conservatism which is 
permissible in case no one is injured thereby. Sometimes, how- 
ever, the actual net profits for a given year are understated for 
the purpose of lessening the state and federal corporation tax, 
_and perhaps to keep both stockholders and competitors in ignor- 
ance of the company’s actual earnings. 

Following are various acts or omissions which result in the 
creation of secret reserves: 


1. Intentionally or inadvertently omitting assets which 
should be included. 

2. Undervaluing assets, intentionally or otherwise. 

3. Writing off too much depreciation. 

4. Charging additions and improvements to Repairs or 
Maintenance account instead of to Plant account. 

5. Creating reserves for bad debts in excess of the amount 
required. 

6. Charging production costs, intentionally or otherwise, to 
expense instead of to the manufactured article, thus 
undervaluing the cost. 

7. Including fictitious liabilities in the accounts, or over- 
stating actual liabilities. 

8. Making additions or improvements and charging the cost 
to Surplus account, thereby hiding théir value. 
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9. Neglecting to take into consideration in the accounts 
natural increases in value of real or other property. 

1o. Understating values in good years and increasing them in 

lean years as a means of keeping the dividends uniform 
from year to year. 

The secret reserve is sometimes considered a commendable 
creation in case it is not carried to excess and provided it is not 
detrimental to interested persons. The spirit of conservatism, to 
a reasonable extent, is to be commended by the accountant rather 
than criticized. If, however, stockholders are kept in ignorance 
of secret reserves of considerable amount, an injustice is done to 
anyone who may thus be induced to sell his stock for less than 
it is really worth. 


§ 19. Depletion and Exhaustion Reserves 


In the ordinary-commercial undertaking the profits are made 
on the turnover, and at the end of a term of years the investment 
—save in case of disaster—is intact, and presumably the business 
is far more valuable than when it was started. In mining and 
similar undertakings, however, the profit is made from the re- 
moval of the mineral, and under ordinary conditions the value of 
the property becomes steadily less with each ton of ore removed, 
until on its final exhaustion there is left a tract of rough and 
worthless land and machinery of but little further value. In 
other words, the original investment has disappeared—has been 
consumed, or realized upon, in the course of operation. , 

This gradual working out or liquidation of the original invest- 
ment is characteristic of mining, quarrying, timbering, and other 
operations, and, if the conditions are clearly recognized, is not in 
any way objectionable. Frequently, however, the owners prefer 
to establish a depletion reserve that will preserve the integrity of ° 
the original investment, so that profits only will be paid the own- 
ers from current operation. 

The establishment of such a depletion, exhaustion, or replace- 
ment reserve is 4 comparatively simple matter, The amount of 
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mineral in the mine, or of timber on the tract, is estimated; and 
a certain amount calculated to replace the original investment 
upon or before the exhaustion of the property, is reserved and set 
aside for each ton of ore mined, or for each thousand feet of lum- 
ber cut. The part of the original investment which is thus con- 
sumed as each ton of ore is removed and sold or as each thousand 
teet of lumber is cut and disposed of, is then charged to expense 
and credited to the Reserve or Allowance for Depletion. This is 
distinctly an operating reserve, being the amount of an expense 
incurred in making the profit, and is not an impounding of profits. 
Indeed, unless the cost of that part of the original investment 
consumed is charged against profits, these will be overstated. 


§ 20. Summary 


Under the most common modern corporate practice, assets 
are seldom specially set aside to represent true reserves or appro- 
priations of surplus (non-operating reserves), except in compul- 
sory cases,> the regular cash assets being relied on to meet any 
demands made for the purposes for which the reserves are estab- 
lished. But cash may be withdrawn from the business to provide 
an actual fund for any of these purposes, instead of simply re- 
serving profits from distribution. This cash, which is placed in a 
fund which is usually invested in securities easily realized upon, 
_ may be placed in the hands of a trustee, or of a committee of 
directors, or of the entire board.° 


5 See § 216. Tees 
6See Ch. XXII, ‘Principles of Fund Accounting. 


CHAPTER IV 


CLASSIFICATION OF SURPLUS 


§ 21. Need of a Better Terminology 


The fact has long been recognized that the term “surplus” has 
too broad a meaning, in that as used it is simply a balancing figure 
between the net assets and the capital stock accounts. In fact it 
has many varying meanings and there is no uniformly accepted 
interpretation which can invariably be placed upon it.1 It em- 
braces too wide a scope, from earnings to items of arbitrary ap-_ 
preciation, including the margin legally available for dividends 
along with entries which could by no stretch of the imagination 
be considered as proper for that purpose. Such a surplus may be 
diminished by writing down assets below their real value. When 
this is done the process is called “‘creating a secret reserve.” 
When the credit side of the Surplus account is increased by fig- 
ures which do not represent realized profits, the act is called 
“creating fictitious assets,” or “‘watering the assets.” 

When an asset account is arbitrarily increased by a book 
entry, the credit usually finds its way to Surplus. When a busi- 
ness wishes to falsify the amount of its surplus, it usually does so ° 
by inflating some fixed asset account. Consequently, a report of 
an auditor is of no value unless he analyzes all debits and credits 
to the Surplus account from the beginning of business, and is 
willing to certify, without qualification, to the correctness of the 
balance of the Surplus account at the time his audit is made. 

In certain businesses and industries the term surplus has de-— 
veloped special meanings. In banks the surplus is almost as in- 
violable as the capital stock itself and is never used for dividends. 
The surplus of most banks is initially the premium on stock 


1Cf. §§ 6, 12. 
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sold, in addition to which each year they carry a given amount 
of the net profit to Surplus account to serve as permanent work- 
ing capital, while the remainder after payment of dividends is 
carried in the Undivided Profits account. 

Such special uses of the term surplus have become in many 
cases so well established that no change in the interest of general 
uniformity may be expected. As a result surplus means one 
thing to one man, while to another it may mean an entirely dif- 
ferent thing. But the confusion exists and as it cannot readily 
be dissipated it must be faced and surmounted. The best way of 
doing this is by dividing the functions of the Surplus account? 
among several accounts, each of which will have a title suffi- 
ciently distinctive to show the source of its balance. 


§ 22. Earned Surplus 


The most common form of surplus is earned surplus, and the 
word “surplus” probably carries with it the connotation of 
“earned surplus” more often than any other. The uses of an 
Earned Surplus account, when the Surplus account is divided on 
the books into its component parts, are as follows: 


EARNED SURPLUS 


Debit: . 

With any adjustment during a fiscal 
period which diminishes the profits of a 
previous fiscal period. 

At the close of each fiscal period, 
with the net loss, if any, as shown by the 
Profit and Loss account. 

With any dividends declared or paid, 
or any amount appropriated, out of 
earned surplus. 


Credit: 

With any adjustment during a fiscal 
period which increases the profits of a 
previous fiscal period. 

At the close of each fiscal period, 
with the net profit, if any, as shown by 
the Profit and Loss account. 


Several different methods of handling profits on the books are 
in use. Some of these introduce an account known as “Undivided 


Profits,’ a name which itself has three uses. 


2See Ch, II, ‘The Surplus Account.” 


In one usage Un- 
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divided Profits account has the same meaning as that assigned 
above to Earned Surplus. In another usage it is the account in 
which earnings are first entered and from which certain amounts 
are occasionally transferred into a permanent surplus account. 
This method merely subdivides the earned surplus into two ac- 
counts more or less arbitrarily. The third use of the account as 
distinguished from Earned Surplus, is as a place in which to 
carry the unappropriated profits of the last closing, the undivided 
profits of other periods being transferred to the Surplus account. 


§ 23. Capital Surplus 

The term ‘‘capital surplus” has a rather wide range of mean- 
ings, including all accretions to capital other than ordinary earn- 
ings. Within this scope will be the functions assigned below to 
Paid-In Surplus, Surplus from Appreciation, and Donated Sur- 
plus. The term is used sometimes to include also unusual and 
extraneous profits and losses, especially those resulting from 
the sale of capital assets. 


§ 24. Paid-In or Contributed Surplus 


Debit: 
With the discount on the sale of the 


Credit: 


With the premium received on the 


corporation’s capital stock. 

With any dividends declared or paid, 
or any amounts impounded out of 
Paid-In or Contributed Surplus. 


sale of the corporation’s capital stock. 

With payments made on stock 
subscriptions, if forfeited on account of 
failure to complete contract. 

With the amounts of assessments on 
stock. 

With the difference between the par 
value of reductions of capital stock 
outstanding and the price paid to the 
holders, if less than par. 

With the amount by which the 
value of tangible assets received for 
stock unquestionably exceeds the par 
value of the stock issued therefor. 

With the profit on sales of treasury 
stock which has been repurchased for 
value. 
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§ 25. Sources of Paid-In Surplus 


Sometimes stock is subscribed for at a figure above its par 
value, and a surplus is thus created by contribution at the time 
the company is organized. This is done in order that the com- 
pany may have a safety fund for emergencies, or additional work- 
ing capital while the business is being launched. In that case 
Paid-In Surplus or Contributed Surplus account is usually 
credited with the amount of the premium on the capital stock. 
All except the last of the sources of paid-in surplus are varying 
kinds of premium on the sale of stock. Any surplus so credited 
is often—and properly enough—carried on the books in an ac- 
count named “Premium” or “Premium on Capital Stock,” but, 
nevertheless, constitutes paid-in surplus. A corporation whose 
first issuance of stock is at a premium will obviously, from the 
first, have a surplus in the amount of this premium. 

When it is felt that stock of no par value must for one reason 
or another be carried on the books at an arbitrary nominal 
value—a practice for which there seems to be little reason— 
the excess for which it is sold above this nominal value is 
paid-in surplus. 

Paid-in surplus results also from the reduction of the par 
value of capital stock outstanding without full recompense to 
the stockholders. This circumstance frequently occurs in reor- 
ganizations, when fewer shares of the new stock are given than 
were held of the old. The original stock was paid for with cash 
or other assets; wherefore, if less stock is now issued, the excess 
becomes a premium on the purchase of the new. 

Assessments on stock, when lawful or when accepted, also 
create a paid-in surplus. Such assessments are usually made pro 
rata on the outstanding shares in cases of reorganization or im- 
pending bankruptcy. They are generally used either for wiping 
out a deficit from operating losses, or else, as in the case of fra- 
ternal insurance organizations, for providing for expenses and 
losses as they arise. 
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If stock is sold in exchange for tangible assets which have a 
value unquestionably greater than the par value of the stock 
issued for them, there is created a paid-in surplus. The valua- 
tion of intangibles is, however, so much a matter of opinion that 
it would be difficult to say that any such assets purchased for 
stock had a value unquestionably greater than the par value of 
the stock issued therefor. For this reason it is improbable that 
the accountant is ever justified in allowing a paid-in surplus to be 
created on account of intangibles. 

A paid-in surplus also results from the making of initial pay- 
ments on subscriptions for capital stock and their subsequent 
forfeiture. 

If a corporation sells at a profit its own stock which it has re- 
purchased from holders for value, a paid-in surplus is thereby 
created. 


§ 26. Surplus from Appreciation 


When it is felt necessary to increase the book figures for capi- 
tal assets whose market value has increased since they were ac- 
quired, the credit should never be merged with real gains legally 
available for dividends, but should be entered to an account 
called ‘Surplus from Appreciation” or “Appreciated Surplus.” 
This is true even if all other forms of surplus are handled through 
one general Surplus account. The practice of entering apprecia- 
tion on the books is widely condemned because of improper in- 
flations which may be hidden behind it. If, however, a surplus 
so created is displayed on the balance sheet in such a way as to 
be definitely separated from surplus arising from other sources, 
no one need be deceived by it. 

A surplus created by appreciating the book values of capital 
assets should be reduced through the remainder of the life of the 
asset. This very important point should not be overlooked. 

The depreciation on assets carried on the books at an appre- 
ciated value should be divided into two parts, as not all of it is 
a charge against income. The portion of the depreciation which 
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applies against the cost of the asset is properly a debit to income, 
but the part which applies against the appreciation must be 
charged against Surplus from Appreciation, and not as an oper- 
ating expense. 

For example, a factory is erected on a certain piece of prop- 
erty at a cost of $100,000. If the life of the building is estimated 
at 50 years, an annual amount of $2,000 will have to be charged 
against income for the depreciation of the building (using 
straight-line methods). If at the end of ro years the building is 
appraised at $200,000 and it is thought necessary to put the ap- 
praisal figure on the books, the entry required will be: 


| SOU G LA RYSGS), 5 sees Si GBM OPA Ba RR i a ae a $120,000 
Morourplus:irom- Appreciation... 2. ss: tenes e. $120,000 
To record increase in value of building from 

its present book value of............... $100,000 
Less: Reserve for Depreciation of......... 20,000 

Netibookavaluciants. tescancc ects meine $ 80,000 
To the appraised value of................ 200,000 
An appreciation by appraisal of........... $120,000 


The remaining life of the building is 40 years, over which the 
present book value of $200,000 must be charged off, making an 
annual reduction by straight-line methods of $5,000. But since 
an annual charge of $2,000 will be sufficient to extinguish the 
cost of the asset at the expiration of its period of usefulness, the 
remaining $3,000 must be charged against the amount of appre- 
ciation. The annual entry will be: 


| DYeyBSRECSLEEH A VOY ie a bea it ee PPA Pi Rie RR aan $2,000 
Surplus from*Apprectation Aw) ose AE Siliee tO AY ele 3,000 
WorResenvei fori: Depreciation’. a3. ates (0. His ie. $5,000 


(With the proper explanation.) 


A proof of the accuracy of this method is shown by the fol- 
lowing figures. The $120,000 of Surplus from Appreciation pre- 
viously set up is charged off at the rate of $3,000 for 4o years, 
clearing the original appreciation during the life of the building. 
The cost of $100,000 is charged off at the rate of $2,000 a year 
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for 50 years. The amount charged to Buildings account, namely, 
$100,000 of cost and $120,000 of appreciation, is offset at the end 
of 50 years by a Reserve for Depreciation made up of: 


G2.000"per yearior EOryearsy wis. comes seas $ 20,000 
$5 jo00"per year for 4ovyears!)) 1951S. S25 LIee 8. 2 200,000 
Otel cscs age te ace oe ee ae ee $220,000 


Only the $2,000 depreciation of the actual cost of the build- 
ing is a charge against income. 

The uses of the Surplus from Appreciation account may then 
be summarized as follows: 


SURPLUS FROM APPRECIATION 


Debit: Credit: 


With the depreciation taken pe- With the amounts by which the book 
riodically on appreciation previously | value of fixed assets is increased. 
entered. 


§ 27. Objection to Appreciation of Book Values 


The objection to entering appreciation on the books is not 
due to anything necessarily inherently wrong in that procedure, 
but results from the confusion which follows the attempt to 
overdo such recording of fluctuations of value, and from the mis- 
fortunes which have resulted from making it appear as though a 
dividend were possible in excess of the truth. It is possible, per- 
haps, to see an argument for entering increases of value which 
are permanent and reasonably definite in amount, as a credit to 
Surplus; but the entry of such increases for the purpose of creat- 
ing a fictitious surplus on which to declare dividends, should be . 
severely condemned by accountants and corporation officials. It 
is not good business prudence to use appreciation of values for 
dividend purposes. Dividends declared and paid on the strength 
of fictitious profits must as a rule be accounted for in case of the 
company’s failure; it is equivalent to paying dividends out of 
capital, an impairment for which directors are personaily liable. 


Ch. 4] CLASSIFICATION OF SURPLUS 1063 


§ 28. Donated Surplus 


Another source of surplus arises from donations to the cor- 
poration of part of its own capital stock by the stockholders. 
The purpose of such donations is to provide working capital, 
usually in cases where the entire or a large percentage of the cor- 
poration’s capital stock has been originally issued in exchange for 
fixed or intangible assets, leaving no means of securing funds for 
making those assets yield an income. 

It may, however, usually be assumed that the donation of 
capital stock immediately after its issue is prima facie an indica- 
tion that the assets for which the stock was issued were turned 
in at a value so inflated that those who turned them in are more 
than recompensed by the amount of stock which they have with- 
held. The assets being thus carried at an inflated value, there is 
no real surplus existing in the donation. 

This kind of a surplus involves a number of accounting prob- 
lems which are fully discussed in a later chapter.’ 

There is another form of donated surplus against which there 
is no such prejudice as exists against a surplus created by the 
immediate return of stock to a corporation. This arises from 
donations from outsiders of factory sites and other bonuses such 
as are sometimes given to induce business enterprises to locate 
in certain places. The entry of the values of these donations on 
the books when the conditions of the gift have been fully complied 
with and it can no longer be forfeited, is not improper. Such en- 
tries involve debits to various asset accounts and a credit to 
Donated Surplus. 


§ 29. Consolidated Surplus 


There is another kind of surplus which, while related to Sur- 
plus from Appreciation, is of unquestioned propriety because in 
it is found almost the only way of handling the adjustments found 
necessary in the preparation of consolidated balance sheets. 


3h. X, ‘“‘Par-Value Donated Stock.” 
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When one company owns the stock of another and it is desired to 
present a consolidated balance sheet showing the total assets 
represented by the stock of the first company together with its 
existing liabilities, it is necessary to substitute for the cost of the 
stock of the subsidiary company the entire list of the assets of 
that company together with its liabilities. It is seldom that the 
net worth of the second or subsidiary company, as shown by its 
books, will be exactly equal to the cost of its stock to the holding 
company, and in the preparation of the consolidated balance 
sheet the difference must be taken up through a consolidated 
surplus (or a consolidated deficit, if the book net worth of the 
subsidiary were less than the cost of its stock to the holding com- — 
pany). The causes of the conditions which make this necessary, 
together with the accounting, are fully discussed in later 
chapters.‘ 


4See Chs, XXXIV and XXXV, ‘‘Consolidated Statements.” 


o 


Part 1l—The Original Capital of the Corporation 


CHAPTER V 


PAR-VALUE STOCK OF ORIGINAL ISSUE 
FULL-PAID AT ONCE 


§ 30. General Conditions 

The opening entries on the books of a corporation are deter- 
mined by the conditions under which the stock is sold, and it is 
important that such entries should be complete and clear. They 
sometimes fail in this and are obscure because of insufficient 
data in the journal entries. This may be due to carelessness or 
ignorance, or occasionally to the desire of the incorporators to 
withhold certain facts regarding the company’s organization 
that might be used later to their disadvantage. As to this, it 
can only be said that all entries should tell the truth clearly and 
unmistakably; and it may be added that, no matter how cun- 
ningly such entries are devised, a competent accountant can 
always discover their true meaning. 

Entries covering the various conditions of stock issues as 
given in the present and the succeeding chapters, include the 
following: 


1. Entries for original issues of stock sold under different 
conditions. 

2. Entries relating to stock donated to the treasury. 

3. Entries where an original issue of stock or treasury 
stock is given in direct payment of corporate obliga- 
tions. 
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4. Entries relating to the purchase and sale by the corpora- 
tion of its own stock (not an original issue), and of 
other stocks. ; 


The entries given are intended merély to show the debits 
and credits directly resulting from the transactions considered. 
In practice all cash entries are of course recorded in the cash book 
and are thence posted to the proper ledger accounts; but through- 
out the present volume, for the sake of clearness, the entire 
transaction is in each case expressed in the form of a journal 
entry regardless of whether it belongs in the cash book or 
journal or should be divided between the two books. 


§ 31. Capital Stock With and Without Par Value 


The recording of transactions in a corporation’s own stock 
differs when the stock has a specified par value from that re- 
quired when the stock is of no par value. This and the chapters 
immediately following deal entirely with stock which has a 
specified par value. The much simpler accounting of stock 
without par value is discussed in a later chapter.! 


§ 32. Formal Statement upon Opening Books 


Some authorities advocate opening the books of a corpora- 
tion with a short statement of the facts of organization and 
original issue, such as the following: ' 

The Davison Mercantile Company has this day been organized 


with a capital stock of $150,000, divided into 1,500 shares of a par 
value of $100 each, all of which were subscribed for at par, as 


follows: 
(As Wei Davison’ 3012.10. BSSekh Jar Pere 800 shares 
Georgeds Brandon), =e eerie eee 300%0" 
Riss GoOKC re hia Nayak Ay Ree ee soa ee 200 “ 


All subscriptions have been paid in cash, excepting that of 
Davison, who turned over merchandise on his subscription to the 


1Ch. XI, “Capital Stock Without Par Value.” 


Ch! 5] PAR-VALUE STOCK OF ORIGINAL ISSUE 1067 


value of $50,000 and paid the balance, $30,000, in cash. The 
total amount paid in is therefore $150,000, of which $100,000 is 
cash. 


Such an entry should be a reasonably complete statement of 
the conditions under which the corporation is organized, and is 
desirable in order to bring together into one clear, concise state- 
ment all the details of the incorporation required by the accoun- 
tant. This relieves the opening entries of this data. The full 
facts regarding the organization—so far as they affect the ac- 
counting—should appear on the books; if the formal statement 
is not used, the explanation of the initial journal entries must 
be the more extended. 


§ 33. Initial Issue of Stock, Full-Paid 


The following entries are required to record the issuance of 
stock to the incorporators of the Davison Mercantile Company 
for the cash and merchandise turned over: 


Cash Book: 
RGONCAPICALN LOCK sc Se a woe ee eS in, ee eee $100,000 


Cash received by the company in full payment of sub- 
scriptions to its capital stock, ds follows: 


ANS Vii DEIN GIO) Ie, Se OU Oak ee eRe oe 300 shares 
Gcorcer hig BLANGOM. mince ste-ttiaune at ore BOO 
RESN@OOKERE ra cian ctale bales ave Wage 20074 <* 
Janes Robinson.ap.. ae, Anes. A 2OOr Mics 
Journal: 
WVECTCHANGISE A seid era tiae cola plete Leese pec dope UE, fe $50,000 
‘To Gay italy StoGkoe th peta 1a 5. beyaes @b405y orspepieerts ores ey $50,000 


Merchandise to amount of $50,000 turned in by A. W. 
Davison as part payment of his subscription, the 
balance being paid in cash. 

Such entries as these on the books of a new corporation 
should contain a reasonably complete statement of the conditions 
under which the corporation is organized, at least as full as that 
given above, unless a formal opening statement? is used. 


2See § 32. 
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The above entries are the simplest possible. Incoming cash 
and merchandise receive their proper debits, and Capital Stock 
account is credited with the amounts subscribed, paid for, and 
issued. The function of Capital Stock account is as follows: 


CAPITAL STOCK 


Debit: Credit: 
With the par value of any reduction With the par value of shares au- 
in the amount of the stock authorized | thorized for issue. 
to be issued. 
This account shows a credit balance, indicating the par value 
of stock authorized for issue, and is frequently known as Capital 
Stock Authorized account. 


§ 34. Unissued Stock 


In the above example the entire amount of stock authorized 
was immediately issued. But let us suppose that the Davison 
Mercantile Company had been authorized to issue 2,000 shares 
instead of 1,500, all the other conditions as to par value and 
amount subscribed remaining the same. In this case it would 
be desirable to show the entire amount of the authorization by 
an opening entry in the following form before recording the 
issuance of any of the stock: 


Capital Stock (Unissuced.\) 2.668 3.0052 alba oe cada ante $200,000 
G To Capital Stock (or Capital Stock Authorized)..... $200,000 
The Davison Mercantile Company has been organized 
with an authorized capital stock of $200,000, divided 
into 2,000 shares of a par value of $100 each. 


The function of the Capital Stock Unissued account is: 


CapiraL Stock UNISSUED 


Debit: Credit: 

With the par value of shares au- With the par value of shares issued, 
thorized, the offsetting credit being | the offsetting debit being made to Cash, 
made to Capital Stock Authorized. to the proper property account, or to 


Capital Stock Subscribed, as the case 
may be. 
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The debit balance of this account shows at all times the par 
value of the stock authorized by the corporate charter but not 
yet issued. The account is a negative to Capital Stock Au- 
thorizedaccount. The par value of the stock issued at any date 
is the difference between the ledger balances of the Capital 
Stock Authorized and Capital Stock Unissued accounts. 

When this plan of first setting up the authorization is fol- 
lowed, all entries for the issuance of stock will be credits to the 
Capital Stock Unissued account instead of to the Capital Stock 
or Capital Stock Authorized account. In the case of the 
Davison Mercantile Company, the cash book and journal 
entries recording the receipt of the cash and merchandise for 
the stock would be exactly as given above, with the single ex- 
ception that in each case the credit is to Capital Stock Unissued. 


§ 35. Preferred Stock 


The accounts above presented, Capital Stock Authorized and 
Capital Stock Unissued, are used as shown when but one class 
of stock is authorized. If there is more than one kind of stock 
it will be necessary to use these same accounts with distinctive 
titles for each kind of stock, as Common Stock Authorized, 
First Preferred Stock Authorized, Second Preferred Stock Au- 
thorized, Common Stock Unissued, First Preferred Stock Unis- 
sued, Second Preferred Stock Unissued, etc. These accounts 
are handled just as are the Capital Stock Authorized and 
Capital Stock Unissued accounts, each account of course con- 
taining entries affecting only its particular class of stock. 

The same rule will apply to the capital stock accounts sub- 
sequently discussed, such as Capital Stock Subscribed, etc. 


§ 36. Another Use of the Capital Stock Account 


Many corporations, instead of showing on the books the 
amount of capital stock authorized when not all of it has been 
issued, have followed the practice of simply crediting Capital 
Stock account with the par value of the issued stock. When 
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this is done the balance of the Capital Stock account represents 
the par value of the stock issued and outstanding, and the amount 
of the original authorization does not appear, whereas the use 
of accounts for Capital Stock Authorized and Capital Stock 
Unissued affords a means of recording a neutral opening entry - 
in the corporate books, showing the amount of the original 
authorization. 

In the case of the Davison Manufacturing Company, the 
entries for the stock issued would be the same as those suggested 
first above,’ Capital Stock being credited. The opening entry 
setting up the amount of capital stock authorized would, how- 
ever, be entirely omitted. 

The use of this single account is going out of favor, the present 
tendency and the better practice being to require the books to 
show the amount of the authorized stock. The amount issued 
is determined by subtraction of the balance unissued (as shown 
by the Capital Stock Unissued account) from the amount 
authorized (as shown by the Capital Stock or Capital Stock 
Authorized account). Of course, if there is no unissued stock, 

the balance of the Capital Stock account will be both the amount 
~ authorized and the amount issued. 


§ 37. Summary of the Capital Stock Accounts 


The capital stock accounts as above constituted show the 
amount of capital invested in the corporation by the stock- 
holders (who are the real owners), very much as the capital 
account of a partnership or sole proprietorship business shows 
the investment of the partners or proprietor. The accounts do 
not represent any strict liability to the stockholders, whose 
claims in the event of liquidation are considered only after all 
secured and unsecured creditors are satisfied. 

If the single Capital Stock account is used, its balance will 
represent the par value of the stock issued and outstanding. 
If the authorized and unissued accounts are opened, the balance 


3 See § 33. 
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of the Capital Stock Authorized account shows the total author- 
ized stock, while the balance of the Capital Stock Unissued 
account shows the amount still unissued, the difference being 


the par value of the stock outstanding. 
e 


§ 38. Subsidiary Stock Records 4 


The amount of outstanding stock is shown in shares by the 
stock certificate book. The stock ledger will also show the 
stock issued and outstanding, though ordinarily in shares and 
not in value. These books will constitute a subsidiary record, 
the Capital Stock account becoming the controlling account if 
only that account is used. If the Capital Stock Authorized 
and Capital Stock Unissued accounts are used, the control is 
the amount of the difference between their balances. 


§ 39. Stock Ledger 


Some form of stock book, stock ledger, or share ledger— 
which are practically one and the same—must, in most states, 
be kept as a matter of statutory requirement. The stock 
ledger is intended primarily to show the stock acquired, any’ 
transferred, and the number of shares held at the time by each 
stockholder; but it is sometimes used also as a ledger to show 
payments made on account of subscriptions. This record is 
better kept in a separate subscription ledger. It is obvious that 
the great majority of the stock ledger entries are transfers of 
stock in which the corporation has no financial interest; and 
the financial side of the comparatively few original entries in 
which it is interested should not be brought into this book. 

The stock ledger is the proper legal evidence of the owner- 
ship of stock in a corporation. It records the name and address 
of each stockholder, the number of shares issued to him, any 
shares subsequently acquired, any shares transferred, and the 
balance of shares remaining to his credit. It also shows the 


4See Book I, Ch. XXXVII, ‘‘The Stock Records”; also Book IV, Ch. VI, ‘Stock Certi- 
ficates,’’ and Ch. VII, ‘‘Stock Books.” 
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numbers of the certificates issued to the individual, the numbers 
transferred, and the date of each transaction. Postings to the 
stock ledger are made from the stock certificate books, except 
that transfers of stock may be posted from the transfer book, 
transfer register, or stock certificate bdoks.5 

Preferred stock should be recorded in a separate stock book, 
or in its own section of the stock ledger; for it is obvious that 
the attempt to keep a record of both kinds of stock in one 
account would lead to confusion. 

A Capital Stock account is sometimes opened on the front 
page of the stock ledger, and debited with the aggregate amount 
of shares credited to the stockholders’ accounts. This provides 
a double entry for the stock ledger, and enables the secretary 
to tell at any time the amount of stock outstanding. The stock 
ledger must, of course, agree as to totals with the Capital Stock 
account in the general ledger, or with the Capital Stock Au- 
thorized account less the shares represented by the Capital Stock 
Unissued account, depending on which method is followed. 


‘§ 40. Form of Stock Ledger 


It must always be kept in mind that the great object of the 
stock ledger is to show at any time the number of shares then 
standing in each stockholder’s name—not the amounts paid on 
these shares, nor their par value, but the number of shares. In 
practice there are two methods of keeping this record. In some 
forms the stockholders’ accounts are debited for stock pur- 
chased, and credited for stock sold; while in others the stock- 
holders’ accounts are credited when stock is purchased, and 
debited when it is sold. This variation is not a matter of 
importance so long as the details are correctly recorded and full 
information is obtainable, but inasmuch as the stock ledger is 
subsidiary to certain accounts in the general ledger, the usual 
practice in regard to subsidiary ledgers should be followed. 
This rule would indicate that, since the entry of the issuance of 


5 See § 43. 
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the stock is a credit on the general ledger, the stock should be a 
credit to the individuals on the stock ledger; that, since the 
balance of the controlling account is a credit, the items which 
make it up should be credits. The stock accounts of the indi- 
viduals are credit accounts just as are proprietorship accounts or 
partners’ capital accounts. 


§ 41. Reconciliation of Subsidiary Stock Records 


Many corporations have treated the stock ledger and certifi- 
cate books as if they were not a part of the general accounting 
system. The sooner the fact is fully recognized that these 
records are subsidiary to certain accounts on the general ledger, 
the less difficulty there will be in keeping both records accurate. 
Many of the corporations which have sprung up in such numbers 
during the last few years and opened their subscription lists to 
the public, using many salesmen to sell their shares over a wide 
territory, have had to spend large amounts on audits, the 
greater part of which expense has been due to the cost of recon- 
ciling records which should have been kept in as close accord 
as the customers ledger and its controlling Accounts Receivable, 
or the purchase ledger and its controlling Accounts Payable. 

In corporations of this type especially, should the stock 
ledger be balanced with the certificate books monthly, and the 
amount of outstanding stock be reconciled with the general 
ledger. If any adjustments are needed, they should be made at 
once. 

When a corporation has issued no new stock of original issue 
during the month, the reconciliation of the former month may 
of course be used. When all the authorized stock has been issued 
the problem of reconciliation no longer exists. But just as the 
Accounts Receivable control is represented by a schedule of 
amounts due from customers, which is a trial balance of the cus- 
tomers ledger, so should the Capital Stock control (or the differ- 
ence between the balances of the Capital Stock Authorized and 
Capital Stock Unissued accounts) be represented by a schedule 
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of outstanding stock of the same par value, which is nothing 
more than a trial balance of the stock ledger and certificate 
books. 


§ 42. Transfers of Stock 


The transfer of stock has been very fully discussed.¢ Because 
of its bearing on the ease of keeping the accounting records 
accurately, one point must be repeated here. When the holder 
of a certificate for a number of shares desires to transfer part of 
them, his certificate is canceled, a new one is issued in favor of 
the transferee for the number of shares transferred, and a new 
one is also made out in favor of the transferrer for the number of 
shares retained. The lack of knowledge or lack of care through 
which secretaries of corporations have issued certificates for 
transferred portions or the whole amount of outstanding cer- 
tificates without requiring the surrender of the old ones for can- 
cellation, has led to much trouble. 

Sometimes a stockholder desires to surrender a certificate 
and take in exchange two or more certificates, each for a smaller 
number of shares. This is called a “split.” Or sometimes 
several certificates of smaller amounts are surrendered in ex- 
change for a single certificate. This also is known as a “split.” — 

In any of these cases, the certificates must be assigned as 
required by the conditions, and the proper records must be made 
in the transfer book, in the transfer register, and in the stock 
certificate book (or such of these books as are used), the can- 
celed certificates being pasted back on their own stubs at the 
time the new issue is made. 


§ 43. Register of Transfers 7? 


A transfer register or transfer journal is sometimes used. 
This book serves as a convenient medium through which postings 
are made to the stock ledger. It is apparent, of course, that for 


6 See Book I, Part VIII, ‘‘Stock Records and Stock Transfers.” 
™See Book IV, Form 256, 
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every stock certificate transferred, a debit must be made to the 
transferrer and a credit to the transferee. 

A transfer register is required only in large corporations 
where many transfers are being made. In a small company 
where the stock is inactive, it is not necessary; and postings 
may then be made from the transfer book or even from the stock 
certificate book. 

Transfers of stock require no entry on any books except those 
having to do solely with transfers and the stock ledger. 


CHAPTER VI 


PAR-VALUE STOCK OF ORIGINAL ISSUE 
NOT FULL-PAID AT ONCE 


§ 44. Setting Up Subscription Assets 


Sometimes subscriptions to stock—especially when on the 
instalment plan—fail after they are made. Stock certificates 
should not be issued to subscribers until their respective sub- 
scriptions have been paid in full. In the interim their subscrip- 
tions are in the nature of accounts receivable, although these are 
assets which do not rank so highly as do amounts due from 
customers. To set such assets up on the books and to show the 
amount of stock reserved to fill these subscriptions, the opening 
entries shown below are necessary. The Davison Mercantile 
Company, whose stock was in the preceding chapter considered 
as full-paid, is again taken as an illustration, but now with the 
assumption that Robinson did not pay for his stock immediately. 


Capital Stock Unissued). sri. Blre acter etree oes $200,000 
Toi@apital: Stock Authorized a1 piece ese iiee $200,000 
(Explanation as in § 33.) 
Subscriptions to: Stock ay. te elm iat eres $150,000 
Lo Capital’Stocks supscnbed i meer aceran tt ever $150,000 
1,500 shares subscribed for at par by the incorporators: 
ALPW saavisoneces fey. fyeieiaeyeo ane etermetenns 800 shares 
George Hl. Brandoni. 4. sist view cesar 300) <i 
Ri: 5: Cooke gicat tas tgctcsaplpsctesectone es 200)uies 
James Robinsons. ences Assy 0 
Cash ated ae he ea eels es eS REEL ae $80,000 
Po*SUbSCriptoNns: tOLStock:weeesete et eerie ares $80,000 
Payments of incorporators’ subscriptions to stock: 
AS We Davisoncrs vse rcleine hie e aerate $30,000 
GeorgesH. Brandon. Sa2a. eee eae 30,000 
Ross Cookeses.et te cists sen an 20,000 
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Merchandise: a..2% acm ane eh cs ating sec LAR A $50,000, 
To-Subscriptions-to-stokmncsm gees oe Te ee $50,000 
Payment of balance of Davison’s subscription to stock, 
paid in merchandise as per agreement. 


Capital Stock, subscnbeds se oc ce tebe te ee tie ie $130,000 
RorCapitaliStocksUnissued'v.. atic. te ot ee $130,000 
Certificates Nos. 1, 2, and 3 issued to those of the in- 
corporators who have paid the amounts of their sub- 
scriptions. 


§ 45. Subscriptions to Stock 1 


Debit: Credit: 

With the amount of subscriptions With all moneys or property received 
for capital stock. (At this time credit | to cover subscriptions; or with the 
Capital Stock Subscribed.) amount of each instalment due by 


subscribers when an Instalment account 
is maintained. 

With the unpaid balances of sub- 
scriptions canceled. 


Other names for this account are ‘‘Subscription,”’ “Stock Sub- 
scriptions,’ and “Subscribers.” It is debited with the full 
amount of the subscriptions, and credited with the payments 
made. When the account balances, it shows—except when an 
Instalment account is used—that all stock subscribed has been 
paid for. Any balance in the account is an asset, and—again 
save when an Instalment account is opened—represents the 
amount due and unpaid on subscriptions for capital stock. The 
account is opened to show the total amount of subscriptions, 
even though payment of part or all of these is to be made in full 
at once or ina short time. Subscriptions to treasury stock should 
preferably be opened under another heading, such as “‘Subscrip- 
tions to Treasury Stock,” to distinguish them from subscriptions 
to unissued stock. A subscription ledger should be kept as a 
subsidiary record to Subscriptions to Stock account, as explained 
later in the chapter. 


1 Separate account for each class of stock sold. 
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§ 46. Capital Stock Subscribed? 


Debit: Credit: 


With the par value of stock sub- With the par value of capital stock 
scribed for and credited to this account. | subscribed, debiting Subscriptions to 
(Entry to be made when certificates of | Stock account. 
stock are issued covering the number 
of shares subscribed and paid for, 
crediting Capital Stock Unissued.) 

With the par value of any canceled 
stock subscriptions which have been 
credited to this account.* 


Capital Stock Subscribed account is opened as a suspense ac- 
count in which the amount of stock reserved on account of sub- 
scriptions received and entered may be carried until the certifi- 
cates are issued, which it is ordinarily assumed will not be until 
they have been paid for in full. It is the actual issuance of the 
certificates which controls the debits to this account rather than 
the payments. The Capital Stock Unissued account is not 
affected until the certificates are actually issued. In this con- 
nection it should always be remembered that the issuance of 
certificates for unpaid or partly paid subscriptions is to be 
condemned.‘ 

The Capital Stock Subscribed account shows, not the amount 
due on subscriptions, which is shown by Subscriptions to Stock 
account, but the total original par value of all subscriptions the 
certificates for which have not been issued. When subscriptions 
are paid in full and certificates are issued, the Capital Stock Sub- 
scribed account is debited and Capital Stock Unissued account 
is credited. If sales are made at par and no certificates are 
issued until full payment is received, the difference between the 
balance of Subscriptions to Stock account and the balance of this 
account should show the amount of cash received on account of 
subscriptions for which certificates have not been issued. 

Assume that A, B, and C have subscribed for stock in the re- 


2 Separate account for each class of stock subscribed. 
3 See § 48. 
4See Book I, § 250. 
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spective amounts of $100, $500, and $1,000, and that A has paid 
all of his subscription, B has paid $200, and C nothing. C is to 
get his stock for $800. None of the certificates have been issued. 
The entry setting up the subscriptions would be: 


DSEOUNE Ol aCtOCK ene ye ey ee Veto. ch 2 EUs $ 200 
SUDSCHPUONSitO SLOG Iai Leet Gel! inte ee, cae kee oe 1,400 
To Capital Stock Subscribed...) 0 eo. eee. $1,600 


(With full explanation.) 


The receipt of the money would be recorded by entries which 
aggregate: 


MORSUDSCHIDLIONS tO, StOCK. es wept. eee a eee $300 


It was said above that the Capital Stock Subscribed account 
represented the total original par value of all subscriptions the 
certificates for which have not yet been issued. The application 
of this principle to the simple case given will be apparent. 

In reconciling more complicated cases it is of value to remem- 
ber that the balance of the Capital Stock Subscribed account at 
any time represents the sum of the par value of any stock sub- 
scribed for and now fully paid but not yet issued, plus the balance 
in the Subscriptions to Stock account, plus the cash received on 
account of the outstanding subscriptions, plus any discount or 
minus any premium at which the stock not yet fully paid for 
was sold. Applying this rule to the case just given we have: 


Par value of the stock subscribed for and now fully paid but not yet issued 


(Asssubscription and payment)... ata tee Brea tee hee eae. 60d $ 100 
Balance in the Subscriptions to Stock account ($1,400 minus $300)...... 1,100 
Cash received on account of the outstanding subscriptions (from B)..... 200 
Discount at which the stock not yet fully paid for was sold (on C’s sub- 

SEI HOUN park pets a Garey dea Aan > peut eysuyseke tees apie ree eae oetosd ves 200 

Balance in the Capital Stock Subscribed account................ $1,600 
When A’s stock is issued the following entry will be made: 
Capitals Stocks Subscu bed aepep cares eeetf sxrecrsis.0 oye <or'e20 by = yess) ce $100 
MoaCapitalestock WmMissued a 46 ye raiawats ae tae oo ai $100 


(With full explanation.) 
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The balance in the Capital Stock Subscribed account will 
then be $1,500, which will be represented by all the items in the 
above schedule except the first, there being then no stock sub- 
scribed and fully paid for but not issued. 

Instead of opening the Capital Stock Subscribed account, 
credits for stock subscribed on the instalment plan are frequently 
but not wisely made directly to Capital Stock. The question of 
when it is worth while to open accounts with Subscriptions to 
Stock and Capital Stock Subscribed is for the accountant to de- 
termine, but any doubt as to the advisability of using them will 
_ usually be most safely resolved by an affrmative answer. 


§ 47. The Subscription Ledger 


Subscriptions to Stock account is debited with the full amount 
of each subscription. As these are paid the account is credited. 
When there is an unpaid balance in the account the items making 
up that balance will be found by taking a trial balance of the sub- 
scription ledger, which should be kept as a record subsidiary to 
the Subscriptions to Stock account. An account with each sub- 
scriber will be kept therein. The respective subscribers’ accounts 
should be debited separately with the amounts of their subscrip- 
tions, and credited with the amounts of the payments which they 
make on account of the subscriptions. The result of a trial bal- 
ance taken from this subsidiary ledger should, as suggested above, 
agree with the balance of the Subscriptions to Stock account, 
and such a comparison should be made monthly as long as the 
Subscriptions account is active. 

Any form of small ledger sheet, card, or bound book is suit- 
able for a subscription ledger, as the debits usually show only 
date, subscription number, number of shares subscribed for, 
journal folio from which posted, and amount; and the credits 
show only date, receipt number, cash book folio from which 
posted, and the amount. 

Subscribers’ accounts are sometimes opened in the general 
ledger; but in practice it is better to open the individual accounts 
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in a subsidiary ledger as above suggested, letting Subscriptions 
to Stock account in the general ledger represent all these asa 
controlling account. 


§ 48. Cancellations of Subscriptions 


Cancellations of subscriptions are frequently permitted by 
corporations in the interests of business policy. If no payment 
has been received the cancelling entry will be simply: 


Recording cancellation of subscription No. 108 of Charles J. 
Davis, for 50 shares. 


If money has been received which it is decided to refund, the 
transaction will be entered in the journal as follows for the. 
amount unpaid: 


The following entry will be made in the cash book for the 
amount paid and now refunded: 


If some or all of the money paid is to be retained by the cor- 
poration, the same journal entry will be made. If in this case 
the company refunds in cash $200 of the $300 paid, the book 
entry will be: 


Capital Stock Subscribed. 2... 00) 000A dann i. A: $300 
Woah epee d tebe o35..95:- <a siadiestsh(s,-0ch extioanenteotan $200 
BO Me i ee to Osh mc nn ene ag 100 


Charles J. Davis, refund of $200 of payment on canceled subscrip= 
tion, balance being retained. 
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The Premium account is credited with the amount of cash 
forfeited when stock subscriptions are canceled. Other uses of 
the account are presented in a later chapter. 


§ 49. Sales of Stock After Organization 


Later sales of stock by a company will be entered just as were 
the sales at the time of incorporation. Assuming that on Janu- 
ary 3, 1922, $100,000 of the unissued stock of the Lancaster 
Cement Company has been sold at par to Frank K. Brennan, 
one-half for cash and one-half in 30 days, the following entries 
would be required: 

January 3, 1922 
Subscriptions: to, Stocker eerie eerste tne site aie arterelae $100,000 
Toi\Capital Stock Subscribed) jeiwy. byes els fe aaie: $100,000 
The Lancaster Cement Company has this day sold to 


Frank K. Brennan $100,000 of its unissued stock, one- 
half payable in cash and the balance in 30 days. 


Cashiy Sy AORER sche Meo Sits 5 oy ieee a Poke meer outs oA $50,000 
To Subscriptions to. Stock... ean. te Ae oe $50,000 
First payment of 50% on Brennan’s stock subscription. 


February 2, 1922 
Cash erature etch tin sc ee conte ee eee $50,000 
Lo SUbSChiptionsstowtockeae seeks sieeeiae rea eee $50,000 
Final payment of 50% on Brennan’s subscription to 
$100,000 of stock. 


GapitaleStock Subscribed Stinmriad ssc se siseise oe siaeine eee $100,000 
To. €apital Stock, Unissuedigune se. eae eere ee eee $100,000 
Certificates Nos. 725-744 for 1,000 shares, issued to 
Frank K. Brennan upon full payment of his sub- 
scription. 


§50. Transfers of Subscriptions 


Transfers of subscriptions, whether entirely unpaid, or partly 
or fully paid, are sometimes permitted. If these are proving in 
any particular case to be numerous, it is sometimes wise to pro- 
vide a subscription transfer journal along the lines of the stock 


5 See § 66. 
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transfer journal or register;* or the “Unpaid” column of that 
form may be used for recording transfers of subscriptions. If 
the latter practice is followed, the full number of shares unissued 
on the transferred subscription should be shown in this column. 
The subscription transfer journal is provided with columns 
headed “Shares” and “Unpaid Balance,” instead of those en- 
titled “Paid In” and “Unpaid” on the stock transfer register. 

In any case the amount of the unpaid balance is credited to 
the transferrer on the subscription ledger, and debited to the 
transferee. It is well to show the entire transaction on the new 
account opened for the transferee. The entries might be made 
as follows: 


Transferrer’s Account: 


H. W. Jarvis 
1922 1922 
June 16 100 shares....116 $10,000 | June 16 Cash........... C7 $1,000 
July? 1isCash (hie ae C19 1,000 


Aug. 2 Transfer to 
C. M. Ready...TJ2 8,000 


Transferee’s Account: 


C. M. REApy 
1922 1922 
Aug. 2 too shares..... TJ2 $10,000 | Aug. 2 Transfer from 


H. W. Jarvis..TJ2 $2,000 


§ 51. Summary of Accounts Used 


The general ledger accounts affecting capital stock transac- 
tions are four in number, viz., Capital Stock Authorized (credit 
balance), Capital Stock Unissued (debit balance), Capital Stock 
Subscribed (credit balance), and Subscriptions to Stock (debit 
balance). 

The Capital Stock Authorized account on the general ledger 
is credited with the par value of the stock which the corporation 
is originally authorized to issue, and with any subsequent in- 
creases in the amount of that authorization. It is debited with 
See § 43; also Book IV, Form 256. 
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any reductions in the amount of the authorized stock. The net 
credit balance of this account will show the par value of the 
authorized capital stock of the company. 

The Capital Stock Unissued account is debited with the par 
value of the stock which the corporation is originally authorized 
to issue, and with any subsequent increases in the amount of 
that authorization. It is credited with the par value of all cer- 
tificates issued, and with the amounts of any reductions in the 
authorized capital.7 The net debit balance of the account will 
show the par value of the authorized stock not yet issued. 

The difference between the net balances of the Capital Stock 
Authorized account and the Capital Stock Unissued account will 
show the par value of the stock which is actually outstanding. 

The Capital Stock Subscribed account is credited with the 
par value of all subscriptions accepted by the company. It is 
debited with the par value of all stock certificates issued. This 
account’s net credit balance will show the par value of the capital 
stock which has been subscribed for but has not yet been issued. 

The Subscriptions to Stock account is debited with the 
amount of money to be paid on each subscription for capital 
stock. It is credited with the amounts of all payments made on 
those subscriptions, whether in cash or other assets. The net 
debit balance of the account will show the amount due on stock 
subscriptions which have been accepted by the company. 


§ 52. Summary of Journal Entries 


The related journal entries used in connection with these 
accounts are as follows: 


1. To show the authorized capital stock of the corporation: 
Capital Stock Unissued 
: To Capital Stock Authorized 

2. To show subscriptions received for capital stock: 


Subscriptions to Stock 
To Capital Stock Subscribed 


7 But see Ch. IX, ‘‘Treasury Stock with a Par Value.’’ 
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3. To show cash payments on stock subscriptions: 
Cash 


To Subscriptions to Stock 
4. To show the issuance of certificates of stock: 


Capital Stock Subscribed 
To Capital Stock Unissued 


CHAPTER Vil 


STOCK SUBSCRIPTION SYSTEM 


§ 53. Subscription Journal: 


As subscriptions to stock are received by a large corporation 
they are entered on a subscription journal, which shows date, 
subscription number, name and address of the subscriber, 
number of shares of preferred stock subscribed for, number of 
shares of common stock subscribed for, amount of money to be 
paid for the stock, name of salesman, if any, and the commission 
to which the latter will be entitled. The total amount of the 
subscriptions accepted each month, as shown by the subscrip- 
tion journal, will be the amount which is to be used in the second 
journal entry of the preceding section; ie., 

Subscriptions to Stock 
To Capital Stock Subscribed 
This entry is made monthly on the journal, from which it is 
posted to the general ledger. 

From the subscription journal the amounts receivable on 
these subscriptions are posted to the subscription ledger, in 
which an account is opened with each subscriber. In this way 
the total amount of the subscriptions entered on the subscription 
ledger will necessarily be the total amount of the subscriptions 
shown on the general ledger. An error can be due only to the 
failure to enter on the subscription ledger a subscription, or the 
proper amount of a subscription. 


§ 54. Payments on Subscriptions 


Payments made on subscriptions are entered on the cash 
book as debits to Cash and credits to Subscriptions to Stock. 


1See Book IV, Form 254. 
1086 
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From the cash book, which is provided with a column, Receipts 
from Subscriptions, the monthly total is posted to the general 
ledger. From the cash book these payments must be posted 
in detail to the subscription ledger, in which the date, cash 
book folio, and amount are shown in the proper columns. In 
this way the Subscriptions to Stock account on the general 
ledger, which had previously been debited in totals with the 
amount of subscriptions, is now credited in totals with the 
payments and must necessarily show as a resulting debit balance 
the amount still due. In the same way, the total of the indi- 
vidual subscriptions entered on the detailed subscription ledger 
less the payments which have been recorded thereon, will be the 
amount of subscriptions still’ unpaid, shown in detail for each 
subscriber, the total of all the detail balances agreeing with the 
“control,” i.e., the Subscriptions to Stock account, in the general 
ledger. 


§ 55. Issuance and Transfer of Certificates? 


Whenever a certificate is given representing stock previously 
unissued, i.e., an original issue, the number of shares and cer- 
tificate number are entered from the certificate stub to the stock 
ledger. The total number of shares represented by all certifi- 
cates issued and outstanding is added on the certificate stubs, 
and the following journal entry is made monthly: 


Capital Stock Subscribed 
To Capital Stock Unissued 


When stock is transferred from one owner to another, the 
transfer is entered in the transfer register,’ no entry being made 
in the general journal. All transfers must be posted from the 
transfer register to the stock ledger, in the accounts of both 
the person transferring the stock and the person to whom the . 
stock is transferred. 


2See Book I, Part VIII, “Stock Records and Stock Transfers’; also Book IV, Ch. VI, 
“Stock Certificates,’’ and Ch. VII, ‘‘Stock Books.” 
3 See §43; also Book IV, Form 256, 
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§ 56. Transfers and Cancellations of Subscriptions 


Transfers of stock subscriptions are entered in the subscrip- 
tion transfer journal, or more simply in the Unissued column of 
the transfer register, in the same manner as are transfers of 
certificates, recording name of the subscriber to whom the sub- 
scription is transferred, the subscription number, and the 
number of subscribed shares. Such transfers are posted to the 
respective individual accounts in the subscription ledger. 

If a subscription is canceled, no payment having been made, 
a red ink entry is made on the subscription journal giving the 
same information as was required at the time of entering the 
subscription. The red ink entry is considered to have an effect 
opposite to that of a black ink entry, being deducted instead of 
added in obtaining the monthly totals, and being posted as a 
credit on the subscription ledger. If only a part of a sub- 
scription is canceled, the same procedure is followed for the can- 
celed part as is outlined above. 


$57. Reconciliations Required 


At the end of each month the shares shown as outstanding 
in the stock ledger are added. This total must agree with the 
control in the general ledger; namely, the difference between 
the Capital Stock Authorized and Capital Stock Unissued 
accounts. The total of all the balances due as shown by the 
subscription ledger is then compared with the balance of the 
Subscriptions to Stock account on the general ledger. 

The par value of the shares represented by subscriptions on 
which the stock has not yet been issued, is found and compared 
with the balance of the Cxpital Stock Subscribed account of 
the general ledger. 


§ 58. The Instalment Book 


Stock is sometimes paid for in instalment payments arranged 
for each individual case, or the subscription contract may pro- 
vide that certain percentages uniform for all subscriptions shall 
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come due on predetermined dates, or upon call of the board of 
directors. The instalment book is used when an instalment of 
the latter class falls due, or when a call or assessment is decided 
upon by the board of directors. 

Ass will be seen by reference to the form,‘ this book contains a 
list of the subscribers, the number of shares subscribed by each, 
and the amount of the instalment due, together with other infor- 
mation relating to the particular instalment. A new page or 
sheet is made out for each call or instalment. Instead of re- 
writing the names fot each of these, the same list may be utilized 
by ruling up the page with groups of columns, each group adapted 
for one instalment; or by the use of short pages after the first. 
This arrangement may cause some little inconvenience in case 
subscription rights and instalments are transferred, thereby 
necessitating changes of names. 

Various methods of handling the instalment book are in use, 
but that which is most accepted seems to be to consider it as a 
subsidiary ledger to the Instalment account, discussed in the 
next section where the relation of the instalment book to the 
other records is explained. 

The number in the first column of the instalment book indi- 
cates the folio of the subscription ledger in which the subscriber’s 
account is recorded. The figure in the last column preceding 
the Remarks column indicates the cash book folio to which the 
payments may be carried in total each day, these payments being 
credited to Instalment account. Since instalments on subscrip- 
tions are not necessarily paid on their due date, it is advisable 
to carry the total of each day’s receipts to the cash book, instead 
of waiting until all are paid. It is obvious that an Instalment 
account must be opened in the general ledger and charged with 
the aggregate amount of subscriptions due at that particular 
date. The same procedure is required for each succeeding 
instalment. 

The instalment book is compiled from the subscription ledger 


4 See Book IV, Form 255, 
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or from the various subscription sheets or individual subscription 
blanks, and may be either a bound or loose-leaf book. Loose 
sheets serve the purpose nicely, since they can afterward be 
bound together for filing. 

When subscribers to stock are few in number, the instalment 
book may be dispensed with; and cash received on instalments 
may be entered directly in the cash book, and thence posted to 
the respective subscribers’ accounts in the subscription ledger 
and in total to the proper account in the general ledger. 


§ 59. The Instalment Account 


Debit: Credit: 


With the amount of instalments due With payments on account of 
by subscribers to shares of stock, the | instalment subscriptions. 
offsetting credit being to Subscriptions 
to Stock account. 


This account is employed only when a considerable amount 
of stock has been subscribed—usually at the time the corpora- 
tion is organized—and payment therefor is to be made in instal- 
ments in fixed amounts and at fixed times or on call. 

The account is opened afresh each time an instalment falls 
due. As each instalment is due a credit is made to Subscriptions 
to Stock, and a debit to the particular instalment, as ‘‘Instal- 
ment No. 1, 25%,” “Instalment No. 2, 25%,” and so on, as the 
case may be. It shows a debit balance and remains open only 
until payments on the particular instalment are made. 

In the case of a close corporation, where the number of indi- 
vidual subscribers is small, it is often the practice to debit their 
individual accounts on the general ledger when the subscriptions 
are originally made (instead of opening a Subscriptions to Stock 
account), or to debit their accounts with the amount of each 
instalment as the call is made (instead of opening an Instalment 
account). If there are many subscribers, this plan is objection- 
able as encumbering the general ledger with a large number of 
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stockholders’ accounts which could better be contained in a 
subscription ledger. 

When the Instalment account is used, its balance must be 
added to the balance in the Subscriptions to Stock account to 
ascertain the amount due on subscriptions. The instalment 
book is a ledger subsidiary to the Instalment account; the sub- 
scription ledger is subsidiary to the Subscriptions to Stock 
account. When an instalment is to become due, an entry 
debiting Instalment and crediting Subscriptions is made on the 
books for the total amount of the call. This must be credited 
to the accounts of all the subscribers against whom it applies, 
thereby keeping the subscription ledger in reconciliation with its 
controlling account, Subscriptions to Stock. 

The entry of the charges for the instalment in the instalment 
book makes the total as shown by that book equal the total as 
shown by the Instalment account on the general ledger. The 
payments of the subscribers are credited to Instalment account 
in total, and in detail to their accounts on the instalment book, 
maintaining the reconciliation between the instalment book 
(subsidiary ledger) and Instalment account (control), 


§ 60. Stock Sold on Instalments (Plan 1) 

The Lancaster Cement Company was organized June 1, 
1922, with a capital stock of $1,000,000, one-half of which was 
subscribed for as follows: 


Onate Lopaae ss cence se BIRO 1,000 shares 
mamuel Bennetey. Jamnbesen sad i Aye!s Ijooo— 
PAW tURODT BODY 0% Aycan ol oto vert aoe. B,000 yy 56 
ab LG ST GS i a ee T;000 weir 
OUVea PergusDtistya. stent. hare B,000) ce 


The terms of subscription are 10% down, 30% on June 21, 
and the remainder in two instalments as shown by the agreement. 

The instalment book shows the method of recording calls 
for instalments. The first call was made by the trustee June 1; 
the second presumably upon final incorporation. 
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As one-half of the stock was subscribed at the time of organ- 
ization, this amount may at once be entered upon the books as 
an asset, since it represents definite obligations due the company. 


First Entry: 
June 1, 1922 


CapitalkStockUmissued: foe te ail. Be? Oo Fae aes $1,000,000 

To, CapitalyStock/Authorized sya ede aareiaae $1,000,000 
Second Entry: 
StibscriphonsstoL Stock tbh h nyt... fas) choc cpee bite aie ciehe a $500,000 

howGapitall Stock,subscribed sr ab a= oe ae $500,000 


The Lancaster Cement Company was organized on 
this date with capital stock of $1,000,000, divided 
into 10,000 shares of the par value of $100 each, 
one-half of which has been subscribed as per the 
following list. Terms of subscription are 10% on 
June 1, 1922, 30% on June 21, and the remainder in 
two instalments as per agreement. 


Ronald Hogans waa at- ct 4 fee 1,000 shares 
Samuel Bennett nee a eae oe T.00o. 
AW = DOD SOU conan et sra ere a ahaha E.QO01e 5-0 
Jato Connors 227. AG SAGES. ooo 
OliversRerzuson os. awstats. ee 1,000) 
5,000“ 


§ 61. Entries for the Instalments 


The amount subscribed being now entered upon the books, 
the next step is to make entries for the instalments as they come 
due, the Instalment account being debited and Subscriptions 
credited. The accounts of subscribers must be shown either in 
the subscription ledger, the instalment register, or the general 
ledger. Sometimes they are placed in the back of the general 
ledger, but if they are numerous it is advisable to place them in a 
separate book. Of course, the total of the balances of these 
accounts must agree with the balance of the Subscriptions 
account in the general ledger, which is the controlling account. 
If the number of subscribers is large, an instalment sheet is made 
out. 


5See Book [V, Form 255. 
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Third Entry: 
June 1, 1922 


As the payments are made they are credited to the Instalment 
account. ‘The following entries assume that all the subscribers 
pay the instalment. If this is not the case, the actual amount 
received will be entered, leaving a balance due in Instalment 
No. 1. 


Fourth Entry: 
June 1, 1922 


Lo Lnstalinen’ NOwHee ca. cc Aid. ace betetes $50,000 
For payment.of first instalment of 10%. 


Fifth Entry: 
June 21, 1922 


So seseriptions tontoek. <j. ety me Sk. $150,000 
For second call, 30% on total subscriptions of $500,000. 


Sixth Entry 
June 21, 1922 
On eon es ML one en $150,000 
mouinstatment: NOM2 wan nn et ee eee pene $150,000 
For payment of second instalment of 30%. 


§ 62. Stock Sold on Instalments (Plan 1)—Ledger Accounts 


The general ledger accounts resulting from the foregoing 
entries are as follows: 


CapitaAL Stock AUTHORIZED 


1922 
June r Authorized...... $1,000,000 


CapPiITaAL Stock UNISSUED 


1922 
June 1 Authorized...... $1,000,000 
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CAPITAL STOCK SUBSCRIBED 


1922 
June x Subscriptions.... $ 500,000 


SUBSCRIPTIONS TO STOCK 


1922 1922 
June 1 Subscribed...... $ 500,000 | June 1 Instalment No.1. $ 50,000 
21 Instalment No. 2. 150,000 


INSTALMENT No. 1—10% 


1922 1922 
June st) Subscriptions... $7 50,ccom) Jumegs Gashoe..5..-.-- $ 50,000 
(If not all paid a 
balance will re- 
sult.) 


INSTALMENT No. 2—30% 


1922 1922 
June 21 Subscriptions... $ 150,000 | June 21 Cash.......... $ 150,000 
’ (If not all paid 
a balance will 
result.) 
CasH 
1922 
June 1 Instalment No.1. $ 50,000 
21 Instalment No. 2. 150,000 


If the names are not too numerous or the instalments too 
frequent, each instalment account might include on the debit 
side the names of subscribers and the amount due from each; 
though this is not necessary, as all this information is clearly set 
forth on the instalment sheet or book. 


§ 63. Stock Sold on Instalments (Plan 2) 


Under the plan, in which a Capital Stock account takes the 
place of the Capital Stock Authorized and Capital Stock Unis- 
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sued accounts,* the entries suggested below would be made. It 
will be recalled that in this case Capital Stock account exhibits 
only the capital actually contributed, being increased for each 
instalment paid in, and also for any subsequent sales of stock of 
original issue. The entry of unissued stock is manifestly out of 
the question under this plan of entry. 


June 1, 1922 


The Lancaster Cement Company was organized on this 
date with capital stock of $1,000,000, divided into 
10,000 shares of the par value of $100 each, one-half 
of which has been subscribed as per the list given below. 
Terms of subscription are 10% on June 1, 1922, 30% on 
June 21, and the remainder in two instalments as per 
agreement. First instalment, 10% on $500,000, now 
due. 

(List of Subscribers) 


June 1, 1922 


STORSUDSCLIDERS Sarre Eire tk Sty, 2 Ae ee ata $50,000 
For payment of first instalment. 


June 21, 1922 
SUDSCHCTS pene ein Tm Lm eee kOe, Pence MAINT ABEL T BED $150,000 
Fo CapitaliStockitt! . £15 eee eexe. 6). An, eC. $150,000 
For second call, 30% of $500,000. 


June 21, 1922 


SRONSUDSCIIDELS Rae etEAGe She SMae ah cite. cee ens - $150,000 
Payment of second instalment of 30%. 

If thought advisable, the journal entries might be omitted 
and, the Subscribers account being eliminated, only cash book 
entries be made, crediting Capital Stock; but this does not per- 
mit the full explanations which can be so conveniently placed in 
the journal. 


€ See § 36. 


CHAPTER VIII 


SALE OF STOCK BELOW OR ABOVE PAR 
§ 64. Stock Sold Below Par 


Stock is sometimes sold on original issue at less than par 
regardless of the liability for the unpaid balance which attaches 
to such stock so long as it is in the hands of the original pur- 
chasers or those who purchase from them with knowledge of the 
conditions. Attention should, however, be called to the fact 
that there is a difference between selling stock below par and 
allowing a commission on the sale of stock, whereby the amount 
the corporation receives is also reduced.1 

To illustrate the entries in cases where stock is sold below par, 
assume that on August 15, 1921, $100,000 of the unissued stock 
of the Harvard Milling Company is sold to Henry Jones for 
$80,000, payable $40,000 on date of purchase, and the balance 
inone month. For the purpose of presenting another method of 
handling the accounts, it is assumed in this example that no 
more sales of stock to outsiders are to be made, or that such 
sales are going to be so few that the corporation prefers the use of 
individual general ledger accounts to the opening of a subsidiary 
ledger. The entries are as follows: 

August 15, 1921 


ETON gal OTLES. yaacgeust sy sasgersgs cusps) op sass oun Sekar. eee ae $80,000 
Discountion Stock? VAG) LOE see tee. ce 20,000 
To Capital Stock Subscribed... i. -0 3 sees thas $100,000 


For sale of 1,000 shares of unissued stock to Henry Jones 
at $80 per share, payable $40,000 down and the balance 
in one month. 


STovEenry: JONESi ia swyce soe Sic ae ee eee a $40,000 
First payment on subscription to 1,000 shares of stock. 


1 See § 108. 
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September 15, 1921 


ELS PE Say lL RE ete $40,00¢ 
TO TCU Jones en tee ke od Se Ste $40,000 
Balance of payment on subscription of 1,000 shares of 
stock. 
Capital Stock Subscribed... 2.0... 000.000.000.005... $100,000 
Wo Capital Stock: Unissued oo 4. 60a. -oss deasaua. $100,000 


§ 65. Discount on Stock Account 


Debit: Credit: 
With the discount on stock sold With any transfer from this account, 
below its par value. by amortization or otherwise, to Surplus 


or any other account. 


The debit balance of this account shows the amount of dis- 
count not written off. Discount on sales of capital stock may be 
considered a loss, in which case it is of course a capital loss rather 
than a loss from operations; or, as it is a cost of developing the 
business which remains as one of the things on which a selling 
price might theoretically be based, it may be considered an 
intangible asset partaking somewhat of the nature of good-will. 

Under the first point of view the practice has been to amortize 
such discounts over a term of five or ten years by annual debits 
to Surplus or monthly or annual debits to Profit and Loss— 
preferably by the debits to Surplus. In some cases the directors 
close the Discount account immediately into Surplus, considering 
it best to remove from the balance sheet what may be considered 
an undesirable item. The following entry shows such a transfer: 
Surplusijijaift..: BECP. atitedtects pi br) ROSE ROME. ADE Et $20,000 

Ho wMiscountionStockie. oh 76 a ee a orn, $20,000 
To close Stock Discount account into Surplus—entry made 
by order of the Board of Directors. 

The above entry will suffice, perhaps, in case the profits are 
ample to take care of the discount, but nothing is gained if by 
this disposition a deficit is created in the Surplus account. 

Under the other point of view, that the discount is not to 
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be charged off, it would continue to be carried as an asset, 
although the account might perhaps be merged into some other 
by such an entry as: 

Costiot Development. of. 2 no 5 shu tes etekenage oieyels ele kere reek eae $20,000 


TosDiscounton Stock 447 te.o. eet eee ete $20,000 
To close the latter account. 


§ 66. Stock Sold Above Par 


When a corporation sells its stock at a premium, the proceeds 
in excess of the par value are credited either to Premium account 
or to Paid-In Surplus account, and represent gains, but these, 
like the losses on stock sold at a discount, are not due to the 
operation of the business and must not be confused on the 
books with operating profits. The former practice was to 
amortize such premiums over a period of five or ten years by 
monthly or yearly credits to Profit and Loss, but on account of 
income tax laws it.is desirable to avoid any plan which will 
make it less easy to determine the sources of surplus. The 
preferred present practice is to retain the Premium account as a 
classification of Surplus,? or to credit the entire balance in the 
account to Surplus at one time, usually when all the stock which 
is being offered has been sold. The latter practice is general 
in banks and other corporations where it is the practice to sell 
stock at a premium even at the time of organization.s 

The Premium on Capital Stock account is the same account 
which was earlier discussed and its functions given under the 
name of ‘‘Paid-In or Contributed Surplus.”’4 Discounts on sales 
of capital stock, if less than the amount of premium earned on 
other sales, should eventually be closed from the Discount ac- 
count into this account. 

In case the Premium account is closed into Surplus, when, 
as is the case with banks, surplus means premium, or when, as 
in many other institutions, the advisability of maintaining the 


2 See Ch. IV, “‘Classification of Surplus.”’ 
3 See also § 68. 
4See § 24. 
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surplus-classification accounts has not been realized, or in case 
it is closed by the older method into Profit and Loss, Premium 
account would of course be debited and the account to which 
it is transferred be credited. 


$67. Accounting Treatment of Premiums 


To illustrate the accounting treatment of premiums, assume 
that $100,000 face value of the unsubscribed stock of the Harvard 
Milling Company has been sold November I, 1921, to George 
Bowers for $120,000, payable $50,000 at date of purchase and 
the balance in one month. The entries for the transaction 
would be as follows: 


November 1, 1921 


George Bowers (or Subscriptions). ...:...:.....2......... $120,000 
Eo, Capital-Stock Subscribed... 2. <0... 0... 00e. o00 $100,000 
Stock Premium ......... Ste rR hea Meter e 20,000 


The Harvard Milling Company has this day sold to 
George Bowers $100,000 of its unissued stock for 
$120,000; $50,000 is payable on the day of purchase, and 
the balance in 30 days. 


MoNGeorgzenBowers ia sot. Pigs, katy. Ae $50,000 
First payment on account of subscription to stock. 


December 1, 1921 


MonGeorvexBowerss 3 Ce Feu). Ane SOE. cock e $70,000 
Balance due on account of subscription to stock. 


§ 68. Stock Issued at a Premium to Create a Surplus 


In the previous illustration the stock of an established 
company was sold at a premium. As already stated, it is not 
unusual for a corporation to sell its stock above par at the time 
of incorporation, for the purpose of creating a surplus—a practice 
which is usually followed by insurance companies, banks, trust 
companies, and other financial institutions. A company with a 
substantial surplus is more likely to possess the confidence of 
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the public than one that has none; and by selling stock at a 
premium a more or less substantial surplus or margin is provided 
at the outset, which may be drawn upon to meet organization 
expenses, and carry the company and give it solidity until it 
becomes firmly established. 

In any such case the premium is credited to Surplus. Thus, 
assume that the Second National Bank of Shawmut has been 
incorporated with a capital stock of $250,000, all of which has 
been sold at a premium of 50%. The book entry would appear 
as follows: 


TovCapital Stocks arenyose. one eee eee ass ee eR $250,000 
Surplus S22) .t.chet. See cee bee eae eee 125,000 
The Second National Bank of Shawmut, incorporated 
with capital stock of $250,000, has on this date sold it at 
a premium of 50%. 
This contributed surplus remains on the books as a credit 
to Surplus account. 


CHAPTER IX 


TREASURY STOCK WITH A PAR VALUE 


§ 69. Definition 

The term “treasury stock” is, strictly speaking, limited to 
stock which has once been issued for value and which through 
purchase or gift has been returned to the possession of the 
issuing company. The unissued stock of a corporation should 
not be called treasury stock.1 


§ 70. Treasury Stock Account 2 


Debit: Credit: 

With the par value of stock issued by With the par value of treasury stock 
a corporation and subsequently repur- | sold or retired by a reduction in the 
chased by it. amount of authorization. 


Although the practice was formerly different, the principle 
seems now to be accepted that the debit to Treasury Stock 
account for the repurchase of a corporation’s own stock should be 
for the par value of the stock irrespective of the purchase price. 
The necessary entries are shown below. Although the balance 
of the Treasury Stock account is a debit, treasury stock cannot 
be considered an asset similar to stock of another corporation. 
The acquirement of treasury stock is a reduction, for the time 
at least, of the amount of capital stock outstanding, and should 
be shown on the balance sheet as a deduction from capital; thus: 


Capital Stocks sey ts..7642 « stale abl. chet sence «ado os $200,000 
Wess LOCK Ul AWCASUTV: a. ciueicn vate ee oc) ean 25,000 
Outstanding. eyes eatos Mn Be. $175,000 


1 For technical discussion of treasury stock, see Book I, Ch. XIII, ‘‘Treasury Stock.” 
2 Separate account for each class of treasury stock owned. 
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When treasury stock is carried on the books in any other 
way than at par, this offset cannot be made without taking 
into consideration facts not shown in the trial balance. If the 
above treasury stock with a par value of $25,000 had been 
purchased for $20,000 and entered on the books at cost, the 
deduction of $20,000 from the capital stock would show an 
erroneous amount of outstanding stock. ; 

Treasury stock includes donated stock, which is discussed 
separately in the following chapter. In the present chapter 
only repurchased stock is considered. 


§ 71. Entries for Purchase at Par or at a Discount 


To illustrate the accounting treatment of purchases of a 
company’s own stock, suppose that it repurchases at par 500 
shares of its fully paid stock. If par is $100 per share, the 
entry will be: 


AO! CASI) acpa tas ee So Be eno eas i orn erel ah eT $50,000 
500 shares of this company’s stock purchased from H. T. 
Jeffries, certificates Nos. 123 and 124 being surrendered. 


Transactions in treasury stock when the purchase price is 
not par involve certain complications. The mere fact that a 
corporation repurchases its stock at a discount does not imply 
that a profit has been made and that Surplus should be credited 
with the amount of the discount. Until the stock is sold at a 
higher price than that which is paid there is no realized profit, 
and unless the stock can be shown to be unquestionably worth 
more than it cost, the discount does not represent any profit at 
all of which an accountant could take note. The best treatment 
of the discount is to credit it to an account known as ‘‘Con- 
tingent Profit on Stock,” or by some other name which will 
clearly indicate that it is not a realized or even a certain profit. 

The proper entry, then, for the purchase for $10,000 of stock 
with a par value of $15,000, would be: 
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aepsubyeSterk Huth. myectey dae. bal Bley. Oe Bie. od $15,000 
POS A Ctl REE et. ae oN aiid 40 me ccm sects bet. a ips $10,000 
Contingent-Prolit Qp—-Stock.........4.... 4.0405 5,000 


(With the necessary explanation.) 


§ 72. Contingent Profit on Stock Account 


Debit: dl Credit: 
With the amount credited to this With the discount at which treasury 
account at the time of the purchase of | stock is bought. 
treasury stock, this entry to be made at 
the time of selling the stock. 


The credit balance of the account shows the difference be- 
tween the par value and the purchase price of stock repurchased 
at a discount and still held. To maintain this condition on the 
books it is necessary, at the time of every sale of treasury stock, 
to debit Contingent Profit on Stock with the amount credited 
to the account at the time of making the purchase. 


§ 73. Entries for Sale of Treasury Stock Purchased at a Discount 


If the $15,000 par of stock shown above as having been 
purchased for $10,000 were sold for $10,000, the entry, just the 
reverse of that previously made, would be: 

CEI: a Gh SPA RNR OE OEE A OO $10,000 


Wontingenteeroiit On StOCK vcs eyvasvae ceo ccs Aa 5,000 
PO MCISUIFY StOCKLY..We, a0 <b) Ao ee Le, $15,000 


CAST re gl Oni Lean ict kb reba he eh tt anna ee aE $15,000 

Contingen? Profit on!Stoeks i QaIGHit. AL. Aas a ively. 5,000 
owl mcastry Stok. ¢ tees tara rcis one dees brebterdaod fret ors’ ahe $15,000 
STOLE RID® By cece aa OEE TOR Tae Cee Om ee 5,000 


The contingent profit would be fully realized by this sale 
and should be credited to Surplus or Profit and Loss, preferably 
the former, as the profit is not one from normal operations and 
is not an item which enters into taxable income. 

If the selling price were $12,500, a gain of $2,500 would be 
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made on the sale, and this would be set up as a real profit now 
credited to Surplus instead of the $5,000 previously set up in the 
contingent account. 


SHS ee a os ar-zabccct ous i ese lS wie, dane eo oso eels anon eae state races, oLeagsrs at $12,500 

Contingent Profit on Stock “7 fevtcatwan oerelae och Ptah am otare 5,000 
TOAD PERSUTY Stk aie tareh rotate an tees eater mee ete etetarat ctl $15,000 
Sutplusstpsiac? vemd arrears ator é. ope erarasae ; 2,500 


Tf half the stock were sold for $6,250, the facts would be 
similarly recorded. In that case the contingent profit on that 
much would be $2,500; the actual profit, $1,250. The entry is: 


CSIs ceteris sae 8) Sosmeesie Piss bev eatin ss © ae be Saas Baa $6,250 

Contingent Profit, on Stock \iyn.ee Base ts eee taco eaten 2,500 
Torlreasury Stocks Hi... home te he een nto $7,500 
Surplugs3@. 9. Piast SAILS Sas ee ae dc « «RYN aide ow : 1,250 


If, on the other hand, the entire block of stock, purchased 
for $10,000, was sold for $9,000, not only would there be a 
failure to 1ealize the contingent profit, but there would be an 
actual loss. This would necessarily be a debit to Surplus. 
It is not in any way akin to the selling of stock of original 
issue at a discount to obtain working capital. The treasury stock 
now disposed of had once been sold, but was repurchased by the 
company and sold at a less figure. The entry would be: 


CASH rc Sees Os chat cb dated tor al oyopar parebotcneroereitory seieeeraaisice roarttone $9,000 

Contingen Pronit Ont Stocks k £)t, -eroer ions ta xc wee 5,000 

SUNPIUS vores nit. Tuco petoeye opera chow fen aerchere-are ctl otenay po ie eet 1,000 
Tolreasury Stockist. hry noses ohne cet cee aero ieee $15,000 


§ 74. Repurchase of Stock at a Premium 


When a corpotation’s stock is repurchased at a price above 
par, the excess is a distribution of surplus. Each stockholder in 
a corporation has an interest in surplus to the extent of his 
pro rata part of the capital stock of the corporation. The net 
worth of the corporation is represented on the books’ by the 
capital stock and surplus groups of accounts. When the stock- 


3 See § 4, 
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holder surrenders his stock he should—were sale prices not based 
on supply and demand, previous agreements, etc., as well as the 
equities—receive therefor the par value of the stock plus his 
share of the accumulated surplus. Whatever he 1eceives above 
par, however, is deducted from surplus and if stock of a par 
value of $15,000 is bought for $20,000, the entry will be: 


BC ASery Stock rote Aur ed  CORDNN  Sr ete $15,000 
emepustighc tae catlice : caterial: stows. <9) SPR GORD 5,000 
UE BPE Pci ts 2a Cee ee a rer $20,000 


§ 75. Sale of Treasury Stock Bought at Par or at a Premium 


Just as in the case of treasury stock bought at a discount, 
such stock when bought at a premium or at par is carried on the 
books at par, Surplus being debited if the purchase was made 
at a premium. If it is sold below par, the difference is a debit 
to Surplus, which, whether the stock was purchased at par or 
at a premium, is thus reduced by the entire loss between the 
purchase and sale prices. 

If the stock is sold at a premium the excess above par is 
credited to Surplus. In the case of stock purchased at par and 
sold above, Surplus thus reflects the gain. In the case of stock 
purchased and sold at a premium, Surplus is first debited with 
the difference between the purchase price and par, and later 
credited with the difference between the selling price and par, 
so that the net result is that Surplus reflects the net gain or loss. 

The entries for sale of treasury stock as summarized are: 

For sale below par: 
Cash (selling price) 
Surplus (deficiency below par) 
To Treasury Stock (par value) 
For sale at par: 
Cash (selling price) 
To Treasury Stock (par value) 
For sale above par: 
Cash (selling price) 
To Surplus (excess above par) 
Treasury Stock (par value) 


CHAPTER X 
PAR-VALUE DONATED STOCK 


§ 76. General Conditions 


In speculative companies, donations of stock to the treasury 
are customary, and give rise to some of the most unsatisfactory 
entries of corporate bookkeeping. 

Any donation to a commercial undertaking is anomalous, 
but when it takes the form of stock just issued (and hence of 
unknown value) by the very corporation to which it is donated, 
the transaction is entirely outside the realm of ordinary business 
and its proper entry is difficult. The usual object of such a 
donation of stock -is to furnish the newly organized company 
with stock which can be sold below par without carrying with it a 
liability. Treasury stock supplies this need, and so long as the 
laws relating to full-paid stock exist in their present form, 
so long will transactions in donated stock continue.1 

When a corporation reacquires its own stock by donation, 
this stock becomes, from the accounting standpoint, an asset 
of a type exactly similar to repurchased stock,? and is frequently 
debited to Treasury Stock account. Many authorities, how- 
ever, consider it advisable to separate on the books the trans- 
actions in stock purchased and stock donated, and recommend 
carrying the latter in a Donated Stock account. There is, 
however, no really serious objection to the other practice. 


§ 77. Reasons for Donation of Stock 


! 
There are two principal reasons for the donation of a corpora- 
tion’s own stock to it by its stockholders. These are: (1) that 


: 1 Under the laws permitting corporations to issue steck without par value, stock so 
issued may by proper procedure be sold at any desired pric without liability. See Book I, 
Gar ae eres Stock,”’ and Ch. XV, ‘“‘Advantages of No-Par-Value Stock.” 

ee § 70. 
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it may sell all or part of the donated stock and thus provide 
working capital with which to operate a business; and (2) to 
cover losses that have already been sustained, thus wiping out a 
deficit or changing it into a surplus. 

The first condition arises from the fact that when a mine, 
an oil well, or some similar property is turned over to a corpora- 
tion by a promoter, it is a common practice to issue to the 
promoter the entire capital stock of the corporation in full 
payment for the property. The corporation then has no more 
stock to sell for the purpose of providing working capital and 
developing the property, but as the promoter’s stock will have 
no sale value unless the property is developed, he donates to the 
corporation a part of the stock which had been issued to him. 
This stock is sold as a means of raising working capital. The 
stock so donated back was fully paid by the transfer of the 
property from the promoter to the corporation, but if the prop- 
erty acquired with the stock had really been worth the par value 
of the stock, the donation would represent a profit and would be 
a legitimate credit to Surplus. The fact that the promoter im- 
mediately donates back a part of the stock given him shows, 
however, that the price was excessive. 

Stock is also donated back to the corporation at times 
when the business has been operated at a loss with a resulting 
deficit. The stockholders may agree to an assessment, or those 
most heavily interested may make a donation which is not 
pro rata against all the stockholders. In either case the gift of 
stock may be sold immediately if the business needs ready 
money, or it may be held as treasury stock until the operating 
profits justify its return by a stock dividend. 

The present practice is to carry donated stock on the books 
at par, for the same reasons for which other treasury stock is 
carried at par.’ The former rule of estimating its market value 
and carrying it at that figure has come into disfavor. 


3 See § 70. 
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Debit: 


With the par value of shares donated 
to the treasury. 


Credit: 

With the par value of shares of 
donated stock sold, or retired by a 
reduction in the amount of capital stock 
authorized. 


As has been said earlier in the chapter, the functions of this 
account may be included in the scope of the Treasury Stock 
account, instead of opening a Donated Stock account. 


§ 79. Donated Surplus Account 


Debit: 

With the discount on donated stock 
sold below the value at which it was 
credited to this account, and with any 
expense in connection with such sale. 

With the amount transferred at any 
time to a general Surplus account, as a 


Credit: 


With the par value of stock donated 
back to the company, the- offsetting 
debit being to Donated Stock account. 

With the excess when donated stock is 
sold for more than the value at which it 
was credited to this account. 


result of gain by sale of stock donated 


The balance of this account—also known as Donation or 
Working Capital Donated account—is always on the credit side 
and is an offset to Donated Stock account. Donated Surplus 
is credited with the par value of donated stock in the entry 
in which Donated Stock is debited. 

As donated stock is sold and the amount of the donation 
realized thereby, such profit, after deducting any expenses, may 
be carried to Profit and Loss or to a general Surplus account, 
or else be permitted to remain in Donation account until all of 
this stock is disposed of. It may then be closed off as suggested, 
or be permitted to stand as a credit balance to the account. 


§ 80. Entries for Donated Stock (First Method) 
If a corporation is organized with a capital stock of $75,000, 
all of which is issued in payment for property, and stock of the 


4 Separate account for each class of stock donated. 
5 See § 28. 
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face value of $10,000 is returned to the company to be sold to 
secure operating capital, the entries will be as follows: 


Manat Sek Sts. Ae egoy. Ive enolnragy 4 $10,000 
Te Renation? th. hadetidaics. lew. cosac $10,000 


Stock donation of 100 shares to be sold to provide working 
capital. 


If the stock is sold at par the following entry is required: 


Beet NSTI. Of} aeolian Sais Svleindsen ossalaites $10,000 
ERG a aie caplett att ct Ach on a. a. $10,000 


The Donation account may then be closed into a general 
Surplus account as follows: 


Pe Sums Mets nach pot tee boo ce eta $10,000 


If, however, the stock when sold produced more than par, 
say $110 per share, the cash entry would be as follows: 


Reeve Ol -Vinscoic orl}-tc agisa.oda. ac acioseaco. $11,000 
Be Ona eA ROC py ae ete Noe $10,000 
BOM GOR, Giae eat are a, as Rr te, ee 1,000 

For 100 shares of stock donated to treasury and sold at 

$110 per share. ( 

This gives a total credit in Donation account of $11,000, 
which is the amount actually realized on the donated stock. 
Donation account may then be closed into Surplus by a journal 
entry. 

If on the other hand the treasury stock is sold at less than 
par, say for instance, $40 per share, the cash entry would be 
as follows: 


TowDonated Stock (Ang 19) eudesorg ool Fame! loot $10,000 
For roo shares donated to treasury and sold at $40 per share. 
This shows a credit balance in Donation account of $4,000, 
which is the real value of the stock donated, and the account 
may then be closed into Surplus. 
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The objection to the above method of recording donated 
stock lies in the fact that it shows an apparent profit before 
active corporate operations have begun, or even before the 
company has become well established. At this stage, when 
the corporation’s sole assets are the property taken over and 
the stock which has been donated to it (the value of which really 
rests upon this same property), any profits shown could hardly 
be other than fictitious; certainly not unless the property for 
which the stock was originally issued was actually worth as much 
as or more than the face value of the stock, in which case a real 
profit from donated stock would result. In practice, the value of 
property taken over by a corporation for stock is seldom con- 
servatively estimated, and the apparent profits from donated 
stock are usually fictitious and misleading. 


§ 81. Entries for Donated Stock (Second Method) 


Under the second method of entry, the donation of stock is 
considered as a concession on the price of the property for which 
it was issued, and the value of the returned stock is accordingly 
credited to this same property account. This reduces the book 
cost of the property to the corporation, but does not show the 
immediate and usually fictitious profit that is shown by the first 
method of entry. The method is therefore more conservative 
than the one first presented, and is to be preferred as putting on 
the books a more correct valuation of the assets secured for the 
stock. Thus, if a corporation is formed with a capital stock of 
$100,000, all of which is issued in payment for patent rights, the 
entry would be as follows: 

Paten tights: seas. (is. o2.dates- oe. os Pee ee tse eee ee $100,000 
To,Gapital Stock: .s;usriew saceheeeee eee kee eee $100,000 


Entire capital stock issued in exchange for patent rights. 
See page .... of minute book. 


If $25,000 face value of this stock is then returned to the 
treasury, it is credited to Patent Rights at par, the entry being 
as follows: 
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If this stock is sold at par the cash entry would be as follows: 


Ee Se RPM A dacts IN: watt T oie Gi oeannadt ise $25,000 
OU POURCEd StORK so peices banc aces theceh ermalee Sox $25,000 


If, however, the stock should sell at more than par, say at 
$110 per share, the excess must go to Patent Rights in order 
to show the true rebate or concession made on the price. The 
entry would therefore be as follows: 


Pomotsted Stocks iu. AC yaliinves &) Soe oid $25,000 
Patent Richtsat.. opborwesr. .areqee 7. shure, aoe 2,500 
For 250 shares of donated stock sold at $rro per share. 
Originally credited to Patent Rights at par. 


Likewise, if the stock sold at less than par, say at $40, the 
deficiency is debited to Patent Rights, as follows: 


Bee Goan. erieiites..... (eis... oie $10,000 
ES NCSI SA ee ee eee nee 7 eet ee 15,000 
DOMIGRATEM SIGE sy ee ere eee, $25,000 
For 250 shares of donated stock sold at $40 per share, 
originally credited to Patent Rights at par. 


By this method the book value of the intangibles for which 
the stock was originally issued is reduced by the amount realized 
from the sale of the stock donated back to the company. 


§ 82. Entries for Donated Stock (Third Method) 


There is a third method of handling such transactions as this, 
which in theory is a compromise between the other two. By it 
Patent Rights would first be credited with the par value of the 
donated stock, but the sale of the donated stock is treated as 
would be any other sale of treasury stock, no further change 
being made in the value of the Patent Rights on account of the 
donation. 
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Under this method the entries for recording the first issuance 
and donation which we have just considered would be, as 
before: 


PALCN RRR IP DCS 268 Ce Beirue cit eat gk ober a PO ee 8 Se Oe $100,000 
TOtCapltal, STOCK sraate ae ee sates seeene tse eet ener eect $100,000 
Entire capital stock issued in exchange for patent rights. 
See page .... of minute book. 


Wonated*Stocken ace tes te te ee ne crete tet men ea ete e aero $25,000 
To Patent Rights} QA 1G ae eee, BOTS Ie. $25,000 
For 250 shares of stock donated to treasury for purposes of 
the corporation. 


The entries for the sale of the stock would be as follows: 


Tf sold at par: 
Cash tea). U.Siahas Sesek bie Be, ERA eee «See $25,000 

‘To: Donated Stock2242%5 tte teint tee eee $25,000 
Uf sold at $80: 
Cashitaeraee 2 ye ea Sp ae aaot et cor C Tone STORES oe $20,000 
Discountionsona ted Stock aavcaein. a eeas errata ee 5,000 

To Donated’Stock A die Oat. Sere. a. aoddahes $25,000 
If sold at $120: 
OLE gee ee en er Te Lem ct coe Mae eo. $30,000 

LO Wonated StoCK xa. sab ec hee OR ec ele $25,000 

SUPPIUIS) F. als soph oars 6 eg aap ee RE Seo age cece 5,000 


§ 83. Advantage of Second and Third Methods 


The advantage of the second and third methods of handling 
donated stock lies in their more conservative presentation of the 
cost of the intangibles. The objection is urged against these 
methods, however, that the entry may by inference cast some 
reflection upon the directors’ usual statement in their resolution 
of acceptance, that the property “is of the reasonable value of 
the stock issued therefor.’’ This is a matter for the treasurer 
of the corporation and the directors to consider and decide for 
themselves. 


CHAPTER XI 


CAPITAL STOCK WITHOUT PAR VALUE 


§ 84. Using a Nominal Value for No-Par Stock 


The nature and advantages of no-par-value stock and the 
law governing its issue have been discussed earlier in this work.1 
In introducing the accounting for stock of this kind it is necessary 
to call attention to a frequent but mistaken practice of giving no- 
par stock a nominal value for book purposes, by which nothing is 
gained and many of the advantages of this kind of stock are lost. 

The practice of entering no-par shares on the books at 
a specified value is probably the result of habit formed in dealing 
with par-value shares. The same tendency appears when a 
“minimum stated value” is required by statute, as is the case 
in some states, and also when a “declared value” has been fixed 
in the company minutes. Often a nominal value is adopted 
when there is no semblance of authority or reason for so doing, 
and no basis for it except the price at which the incorporators’ 
or other early shares were sold. 

Stock which is issued without par value should be entered 
on the books at the sale price, irrespective of any other factor. 
The Capital Stock account will thus show the amount of capital 
invested in the business, just as would the capital accounts of 
individual proprietorships or partnerships when profits are 
handled through an undivided profits account instead of being 
carried to the capital accounts. The fallacy of carrying the 
capital stock at the meaningless figure of a stated value should 
be readily apparent. 

When, however, it is insisted that no-par stock be carried in 
the accounts and on the balance sheet at a stated value (a demand 


1See Book I, Chs. XIV-XVI. 
1113 


III4 CORPORATE ACCOUNTING [Bk. I- 


which bookkeepers, accountants, and auditors are not always 
able to refuse) the excess for which the stock was sold over that 
stated value—which excess might be called the “premium’’— 
should be shown as capital surplus and carefully kept distinct 
from surplus from any other source. It is a part of the original 
capital of the corporation and any distribution of it would be an 
impairment of capital from the standpoint of good business. 
As to whether the directors would be liable on account of such 
an impairment of capital is a matter which the courts have not 
yet passed upon. 

The principles involved in handling the capital stock accounts 
when no-par stock is entered on the books at a stated value or at 
a uniform price, are no different from those governing the 
accounting for stock with a par value, and the entries need not 
be again discussed. 


§ 85. Entries at Actual Value 


If the stock is to be handled through the books at the amount 
which it actually brings to the company—if, in other words, the 
Capital Stock account is to show the amount of capital actually 
invested—the handling of transactions in no-par stock is much 
simpler than that of dealings in stock with a par value. There 
is, in the first place, no need of the Capital Stock Authorized and 
Capital Stock Unissued accounts. Certificates of stock without 
par value indicate simply the undivided interest of the holder in 
the net worth of the corporation, according to the number of 
shares held, and it is the ratio of the number of shares held by the 
individual to the total number outstanding which indicates his 
proportionate share. The general books, however, deal in money 
values and not in shares or ratios, so that the Capital Stock 
account? shows in its money columns—which alone enter into the 
trial balance—only the amount paid in on stock and deductions 
therefrom. The functions of the account are: 


2 Cf. § 36. 
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CAPITAL Stock 


Debit: Credit: 

With the price at which shares retired With the sale price of the shares 
were credited to this account when | issued. The corresponding debit is to 
sold. Cash, to the proper property account, 

or to Subscriptions to Stock, as the case 
may be, 


§ 86. Opening Entries 


For the reason that it is impossible in the case of no-par stock 
to indicate the authorized capital of the corporation by such a 
journal entry as is used in setting up the authorization for par- 
value stock, a pro forma statement? is really of more value with 
no-par than with par-value stock. The opening journal entry 
will show the subscriptions for stock first received. 

The Mohawk Automobile Company was incorporated on 
March 1, 1922, with an authorized capital of 100,000 shares 
without par value. At the time of incorporation 10,000 shares 
were subscribed for at $20 per share, of which one-half was paid 
down in cash and the balance two months later. On May 1, 
10,000 additional shares were sold for cash at $25 per share. 

The first entries to be made on tks books of the company will 
show the subscriptions to stock. The credit will be given to 
Capital Stock if the subscriptions are paid in full, or to Capital 
Stock Subscribed if they are paid only in part and the certificates 
are not to be issued immediately. The entries are as follows: 


March 1, 1922 
SMSCHIPLIONS tOLSCOGKP anys leet: tok fee are vt the sania. $200,000 
To Capital Stock Subscribed. hy: $200,000 

The Mohawk Automobile Cores, pe this aye eam 

organized with an authorized capital of 100,000 shares 

without nominal or par value. Subscriptions for 

10,000 shares at $20 each, payable one-half down and 

the balance in two months, have been received from: 

(list). 


3 See § 32. 
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ToSubseriptionssto Stockp aie toate sere eee $100,000 
(Full explanation here.) 


Por SUPSCLIpP OHS tO StOCKey a. cae per. te tarraeute <e $100,000 
(Full explanation here.) 


Capital StocktSubscribed (4... < Ret wieeeela coe. ere eeter cre $200,000 
To Capital Stock Avnet yaa Aa ee eiere eee $200,000 
G@ertificates, Nos. ..... issued! jto) fo ere ee , their 
subscriptions having been paid in full. 


HotCapital Stocks a. . ois «sige ne I is ee aa $250,000 
For sale and issuance of 10,000 shares of the remaining 
stock at $25 per share cash. 


The later subscription might if desired have been passed 
through the Subscriptions account, like the former, but the only 
advantage would be uniformity in practice. There is also no 
need of carrying it through the Capital Stock Subscribed account, 
as the stock is immediately issued. 

There are now 20,000 shares of stock outstanding on which 
$450,000 has been paid, giving each an average book value of 
$22.50 notwithstanding the fact that one-half were sold at $20 
per share and the remaindef at $25. Each share of no-par-value 
stock is “equal to any other share of such stock subject to prefer- 
ences given to the preferred stock if any authorized be issued.’’ 
This is as it should be, because the original purchasers of stock 
have to take the chance of winning or losing in a newly organized 
corporation, and when a surplus has been accumulated the in- 
coming stockholders should be required to pay therefor. The 
sale price is by the laws of most states left to the directors, or 
the stockholders, or is fixed by the law of supply and demand. 


§ 87. Subsidiary Records 


The same records are used in a subsidiary way for transactions 
in no-par stock as for transactions in stock with a par value. The 


4 Laws of 1912, N. Y., Sec. 10. 
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certificate stubs, the stock ledger, the subscription ledger, the 
instalment sheets—all these have their functions and are used in 
the same manner. 

Corporations with par-value stock are able to tell the number 
of outstanding shares by subtracting the debit balance of the 
Capital Stock Unissued account from the credit balance of the 
Capital Stock Authorized account, and dividing the difference 
by the par value of the stock. But that is impossible with stock 
of no par value. In the case just considered the Capital Stock 
account shows a balance of $450,000, the amount received for 
the stock outstanding. To find out how many shares this repre- 
sents it is necessary to trace back the individual transactions, 
unless there is accumulated on the ledger page of the Capital 
Stock account not only the amounts of money received for the 
stock, but also the number of shares issued therefor, in some such 
manner as the following: 


CapiraL Stock 


1922 
Mar. (Authorized 100,000 
shares, no nominal 
or par value) 
May 10,000 shares at $20... $200,000 
10,000 shares at $25... 250,000 


The aggregate of shares thus issued is the control for the 
certificate stubs. The same plan might be followed with the 
Capital Stock Subscribed account, in which the difference 
between the share totals would show the amount of stock 
reserved for subscribers and not issued. In the present instance 
the ledger sheet of this account would, for the first transaction, 
show the following information: 


CapPiITAL Stock SUBSCRIBED 


1922 1922 
May 1 Issued, 10,000 shares. $200,000 | Mar. 1 Subscribed, 10,000 
shares: Wil) fie $200,000 
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§ 88. Earned Surplus of Corporations with No-Par Stock 


The earnings of corporations with no-par stock should be 
carried through the Surplus account just as are the earnings of 
corporations whose stock has a par value. As stated earlier in 
the chapter, when the practice of giving the stock a stated value 
is followed, this surplus should be carried in an account distinct 
from the capital surplus resulting from the sale of stock at a 
price above its stated value. 

It was formerly argued that when stock is issued without par 
value and there is only one class of stock, all outstanding, there 
is no necessity for making a division between the Capital Stock 
and Surplus accounts, since both the proceeds of the sale of 
stock and the net profits of each fiscal period might be entered 
in a Capital account. Such an account would thus be credited 
with the amount of capital paid in and the accumulation of 
profits, and be debited with the distribution of dividends. The 
theory underlying this argument is that the very purpose of no- 
par stock is to avoid artificial valuations on the books, showing 
a true value instead of separating the paid-in capital and the 
earnings. Under this plan the Capital account would change 
from year to year, or each time the books are closed, like the 
capital of a partnership. The net amount credited to Capital 
divided by the total number of shares outstanding would give 
the book value per share. : 

It is now, however, an accepted principle of no-par-stock 
accounting that a differentiation should be made between the 
amount paid in for no-par stock (to be credited to the Capital 
Stock account just as for stock of a par value), and earnings 
(carried to the Surplus account). When this is done the book 
value of the stock is found by adding the balances of Capital and 
Surplus accounts, and dividing the sum by the total number 
of shares outstanding. The separation of contributed capital 
and surplus is valuable for statistical purposes, and is essential 
in guarding against the impairment of capital by the payment 
of excessive dividends. To avoid this it is necessary to know 
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how much of the net worth is the contributed capital, and how 
much is surplus available for dividends. 

In the case of corporations which have issued both stock 
bearing a par value and stock without par value, the profits 
must be shown separately because they belong to both. For such 
corporations the combination of surplus with contributed capital 
on the books would manifestly be unwise. 

In summary, then, it may be said that the Surplus account 

of corporations with no-par-value stock should be handled like 
that of corporations with par-value stock. 
§ 89. Some Accounts Not Used for No-Par Stock 
Except that a single Capital Stock account is always used in 
place of the Capital Stock Authorized and Capital Stock Unis- 
sued accounts, it may be said that the functions of all the 
accounts used in handling capital stock transactions are the same 
for no-par transactions as for those in par-value stock. But 
there are several accounts used in connection with the proper 
recording of par-value stock that are not necessary when the 
stock has no par value. The Discount on Capital Stock and 
Premium on Capital Stock accounts, for example, find no use 
in no-par accounts unless the stock is handled on the books at a 
nominal or stated value, in which case the transactions will be 
entered just as are transactions in par-value stock. 


§ 90. No-Par-Value Preferred Stock 


No-par preferred stock may be handled just as is no-par 
common stock, in spite of the fact that no-par preferred shares 
have a “declared” value more frequently than have no-par 
common shares, due to the fact that if the preferred issue has 
preference as to assets, the certificates for the preferred stock 
must of course show the amount which the holder of each share 
of preferred stock is entitled to receive upon liquidation. 

While for liquidation purposes such a declared value as that 
above suggested is considered equivalent to a par value, yet it 
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is not necessary to carry the stock on the books at the stated 
value. Such a course, however, is more justifiable in the case of 
stock preferred as to assets than in the case of common or other 
preferred stock, as the Preferred Stock account will thus show 
the value at which it must be liquidated, while the Common 
Stock and Surplus accounts will show the book value of the 
common stock. 


§ 91. Shares With and Without Par Value 


A company may be authorized to issue par-value preferred 
stock in addition to no-par-value common stock. In such cases 
the books will handle the preferred under the rules laid down for 
par-value stock, and the no-par common like any other no-par 
stock, just as if there were no complication on account of par- 
value preferred. The following example illustrates the incor- 
poration of a company with par-value preferred stock and no-par 
common stock, part.of this stock exchanged for property. 

The Brazil Copper Mining Company is incorporated with a 
capital of 10,000 shares of common stock without par value, and 
10,000 shares of preferred stock with par value of $100 each. 
One thousand shares of the common stock have been sold for 
$25 each and 1,000 shares of the preferred at par, both paid in 
cash. The following properties were purchased with the remain- 
ing unissued common stock: 


WEG a. Magid ccetrch ncn ee RA coum cee $200,000 
Construction and Equipment................. 50,000 
Developments Costsa ne wie dati ita iee ear 27,000 
Materials and Suppliesam santana 25,000 
Ore’ Mined! aiad‘on Hands 222. 24. 2 a 40,000 


t Ho! ConimGnaStockseen, tira et eee eee err re $25,000 
Being full payment in cash of 1,000 shares of common 
stock of the company incorporated this day with an 
authorization of 10,000 shares of common stock without 
par value and ro,000 shares of preferred stock with a par 
value of $100 each. 
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MiGuemeterred Stocker, Slip cet: | oe os. fim Spe $100,000 


Being full payment in cash of 1,000 shares at $100 each of 
the preferred stock of the company. 


It now remains to complete the transfer of the properties to 
the company in the manner necessary to insure clear title, etc., 
and to issue in full payment therefor the remaining 9,000 shares 
of unissued common stock. The journal entry to record the 
matter on the company’s books is: 


MINH: AVI. Late. atl. Ae fet. Ar. ceaurasenst ooking $200,000 

Constrictiontand Equipments. 36 os. es eh ce ces obnt 50,000 

WDE CIODIMENt Y COStS meena eatlew Mee sercare  s,cseusk sto gs ovausi cage @ ose c aue oo 27,000 

iIMatcrialsiand suppliest ss... 282.225 See ee 25,000 

Wires ined tee eal Perera) args Pood eee 40,000 
‘Lo/Gommonistockste 229 ~-a¥l ct euls Vere op $342,000 


Mine, construction and equipment, development costs, 
material and supplies, and ore purchased this day by 
the Company, in payment for which there have been 
issued 9,000 shares of common stock of no par value. 


§ 92. Ease of Infiation of Values 


It will be seen that the stock issued in payment for the 
property is on the basis of $38 per share, or a total of $342,000. 
This is $13 per share more than the sale price of the original 1,000 
shares. The entire outstanding common stock now has an 
average book value of $36.70 per share, or a total of $367,000. 
Presumably the stock will be carried on the books at this figure. 
If, however, contrary to good practice, it should be carried at a 
“stated value” of, say, $25 per share, $225,000 would be credited 
to Capital Stock, and $117,000 to Capital Surplus. 

The value of assets purchased with par-value stock is pre- 
sumably the same as the par value of the stock issued in exchange 
for them. ‘This indication of value is, however, wanting when 
assets are purchased with no-par stock—at least in the case of a 
new corporation where the book value of its stock has not been 
fixed by transactions with known values, as where the stock is 
sold for cash. In any such case no-par stock does not express 
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itself in definite money amounts, but only in the number of shares 
issued, to which no distinct money value is attached. Any 
desired value can then be placed on the assets purchased with 
no-par stock, and the book value of the outstanding no-par 
stock will be fixed thereby. 

. The ease with which values can thus be expanded without 
liability to those holding the stock exchanged for such assets, 
leads one to wonder whether, after all, the no-value shares are 
not likely to be used as a convenient accessory for inflating values. 
Against this objection, however, it may be asked how often 
assets acquired with par-value stock are really worth the par 
value of the stock issued theretor. 


§ 93. Change from Par-Value to No-Par Stock (Plan 1) 


The entries to record on the books of account the change, 
by charter amendment, from par-value stock to stock of no par 
are an interesting study. Let us consider the following case: 

A corporation with $100,000 of common stock outstanding, 
par being $100 per share, has accumulated a surplus of $75,000, 
of which $25,000 was premium paid on the stock. This cor- 
poration changes its charter so that its authorized capital 
becomes 10,000 shares of no-par value, of which it proposes to 
issue 2,000 pro rata to the holders of its par-value stock. 

Under the first plan for recording the transfer the entry would 
be as follows: 


Capital Stockay h aie a parce scl ci a aIacclat tela Baers alates $100,000 
SUPPIUS. 3c Oe strs Toes aL Ls se cael Mtoe tis See See 25,000 
To. Capital Stocks oe) OF ed, fe, AES. $125,000 
Entry made to show the effect of a charter amendment 
appearing on page .... of the minute book, whereby 


the former issue of capital stock, of a par value of 
$100,000, which had been sold with a total premium of 
$25,000, is’ canceled, and 2,000 shares of the newly 
authorized no-par stock are issued therefor. The 
former Capital Stock account is closed and a new one is 
opened with the amount which the corporation origi- 
nally received for the stock superseded by the new issue 
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$94. Change from Par-Value to No-Par Stock (Plan 2) 


The entries under the second plan for recording this change 
from par-value to no-par stock would be as follows: 


Sean CLOCkar © ea tee rte ee ANY ee TINT Dae $100,000 
Po.CapitaliStockes he Jatesied. 6 how ee $100,000 
Recording the cancellation of the former issue of capital 
stock, and closing the former Capital Stock account to 
show the effect of a charter amendment recorded on 
page .... of the minute book, and opening a new 
Capital Stock account which is credited with the 2,000 
shares issued in exchange for the old. 


The theory underlying this plan is that the new stock exactly 
takes the place of the old, and that the fact that a total premium 
of $25,000 had been received on the old does not enter into the 
case, the premium having gone into Surplus. The argument 
applies especially to a corporation which has sold its stock at a 
premium but which now, due to the declaration of large divi- 
dends, has no surplus against which to charge the premium 
formerly received. In such a case the entry under the first 
method would show an impairment of capital at the very start, 
although the declaration of dividends covering the premium did 
not impair capital since par had been received for the stock. 

The second method, in such a case, seems immeasurably bet- 
ter than the first. The charter amendment creates new condi- 
tions, and it is only proper that the equivalent legal conditions 
should be applied to the record of these new conditions. The 
courts will eventually decide which is the proper valuation to 
place on the stock, 


§ 95. Change from Par-Value to No-Par Stock (Plan 3) 


If, then, we are going to use a figure other than the amount 
which the company actually received as being the amount of the 
credit to Capital Stock account for the stock of no par value 
issued in exchange, why not, ask some, take its book value? 
Why not, in other words, credit the Capital Stock account with 
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the book value of the stock which is being retired, namely, the 
net worth of the corporation or the sum of its Capital Stock and 
Surplus accounts? 

If this were done the entry would be: 


Gapital’Stock) tae: RV eyes ss aa scat eae $100,000 
Sarplas: ages weet Ree SO, Gee eect eee 75,000 
‘Lo Capital Stock (200 0" Aare sree heat. eee $175,000 


(Full explanation here.) 


The objection to this method, which at first glance may seem 
the most logical, is that by it the amount of accumulated surplus 
is made a part of the capital of the corporation, and cannot there- 
after be declared in dividends without having the books show 
an impairment of capital. 


§ 96. Change from Par-Value to No-Par Stock (Plan 4) 


A compromise plan has been suggested, whereby the first 
method would be-used in all cases in which a surplus existed 
against which the premium might be charged. Under this 
plan, if the surplus was insufficient to cover the entire amount 
of the premium, whatever there was would be canceled, so that 
the amount 9f the credit to the new Capital Stock account 
would be the par value of the original stock plus the amount of 
any premium still left in the company’s possession. Ifa stated 
value is to be used, the excess of the original sale price over the 
stated value, plus any premium still undistributed in dividends, 
would be credited to Capital Surplus. 

This method is subject, though in a less degree, to the same 
objections as is the third plan, in that it removes from the surplus 
available for dividends a certain amount. It might often justly 
be insisted that the entire amount of the premium had long 
before been distributed as dividends, and that what was now in 
Surplus account was earned profits, which no act of an accountant 
could prevent from being available for dividends, and which no 
act of an accountant should so show as to indicate an impairment 
of capital if it was declared in dividends. 
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$97. Increase or Reduction in Authorization 


Since, in dealing with stock of no par value, the amount of 
the authorized capital stock is not set up, no entries are needed 
to record an increase in the amount authorized for issue. In the 
same way no entries are needed to show the amount of a reduc- 
tion in the authorization, unless to accomplish the reduction it 
is necessary to call in and cancel outstanding stock because there 
is more stock outstanding than is authorized after the reduction. 
In the latter case the methods laid down in Part VI would be 
followed, 


§ 98. No-Par Treasury Stock 


The principle followed in the accounting for par-value 
treasury stock® was that such stock should be carried on the 
books at par in order that it might properly be offset against the 
total issued stock (which is also carried at par), because the 
repurchase of a corporation’s own stock is in reality a reduction 
of the capital, at least temporarily. Applying this same prin- 
ciple to no-par stock, treasury stock should be entered on the 
books at the price at which it was originally credited to the Capi- 
tal Stock account. 

Stock of no par value, like par-value stock, may be repur- 
chased by the issuing corporation at a price differing from that 
at which it was originally issued. If it is repurchased above 
that price, the difference will be a reduction in the surplus avail- 
able for dividends, and will be debited to Surplus account just 
as in the case of par-value stock. It is especially necessary in 
the case of no-par stock to exercise great care to see that the 
contributed capital is never encroached on in distributions of 
surplus through dividends; and exact entries of the purchase 
price of treasury stock are vital on this account in order that the 
Surplus account as well as the Capital Stock account may reflect 
the true conditions. 

No-par treasury stock repurchased at less than its original 


§ See § 70. 
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sale price must, in the same way, be carried on the books at the 
original sale price in order that the Capital Stock account may, 
after the balance in the Treasury Stock account has been offset 
against it, show the amount originally received for the stock 
which is outstanding. The difference between the original sale 
price and the repurchase price, or discount at which it was 
rebought, may, as in the case of par-value stock, be credited to 
Contingent Profit on Treasury Stock,* or may be considered as 
creating a paid-in surplus. 

The above principle of entering treasury stock at the value 
at which it was originally issued is in greatest favor, but there 
is another theory which has some adherents. If different 
blocks of no-par stock are issued at various prices, the Capital 
Stock account at any time divided by the number of shares 
then outstanding gives the average issuance price of all stock. 
In the case of the Brazil Copper Mining Company this value was 
$36.70. There are those who favor bringing treasury stock into 
the books at this figure. Since, however, more of the unissued 
stock? might later be sold at a price which would result in still 
another average, this method does not stabilize book entries as 
it might seem to do; and whether such average values should 
be used in the determination of the effect on surplus of the 
repurchase of stock or whether for this purpose one should use 
the price at which the particular shares reacquired were issued 
is a debatable point which will probably not be finally decided 
until the courts pass on some case of impaired capital. 

The entries for the sale of no-par treasury stock will be made 
in the same manner as for the sale of par-value treasury stock, 
except that the credit to Treasury Stock account will always be 
the amount at which the stock sold is carried in that account. 


§ 99. No-Par Donated Stock 


Donated stock of no par value is proportionately of less 
frequent occurrence than is the case with par-value stock since 


6 See § 72. 
7 In this particular example the full authorized amount was issued. 
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there are not such pressing reasons for the donation of stock to 
no-par companies.§ For the same reason the principles under- 
lying its handling are somewhat different. The best practice 
seems to be not to enter the donation in money terms until the 
stock is sold, making only those memorandum entries which are 
necessary to keep track of the shares donated back. Such an 
entry would be: 


The number of shares so donated would be entered jn the 
description columns of both the Donated Stock and Capital 
Stock accounts. 

For recording the sale of par-value donated stock we found 
three methods accepted, only the first two of which will apply 
to no-par stock. The proceeds of the sale of donated stock of no 
par value may be credited either to Donated Surplus or, if the 
stock was originally issued for an intangible such as patent 
rights, to the account which was originally debited when the 
stock was issued. The latter plan is preferred when it is appli- 
cable, because it places a more conservative value on the intangi- 
bles, which were hardly worth the value at which they were 
bought if the vendor donates back to the company some of the 
stock he received for them. 


8 See §§ 76, 77. 


CHAPTER XII 
NON-STOCK CORPORATIONS 


§ 100. General Nature 


Corporations whose capital is not represented by shares of 
stock are generally organized for the attainment of special ends 
which are not financial, rather than for the pecuniary benefit of 
their members. Many religious, charitable, educational, li- 
brary, social, and benevolent bodies are organized in this way. 
These comprise churches, hospitals, asylums, homes of various 
kinds, educational institutions, clubs, associations, etc. Among 
them will be found associations of a professional nature or for 
the betterment of their members, such as fine arts clubs, literary, 
medical, and scientific societies; or of a philanthropic or public 
nature, such as the Red Cross and other organizations which 
became so prominent in welfare work during the Great War. 

Non-stock corporations are usually organized and established 
by public-spirited men and women who contribute funds for 
their establishment. A hospital may be established by a single 
individual or by relatives and friends as a memorial, or it may 
be built up by the contributions of many. The money or 
property subscribed constitutes the capital of the corporation. 
Sometimes money is borrowed temporarily or more permanently 
through the issuance of notes or mortgage bonds. Men and 
women frequently specify in their wills that upon their death 
certain legacies shall be paid over to designated organizations, or 
that certain trusts shall be established for the benefit of particular 
activities. These are common occurrences in all parts of the 
country. Probably the greatest non-stock organization of this 
kind is the Rockefeller Foundation, the object of which is to 
render assistance wherever it is necessary and to study disease 
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for the purpose of discovering means for its prevention. The 
governmental bodies known as municipal corporations are also 
non-stock corporations. 

Not all “not-for-profit” Corporations are, however, of the 
non-stock type. The Mercantile Library of Philadelphia is an 
_ example of a stock corporation not organized for profit. 

The management of non-stock corporations is usually in the 
hands of a board of trustees or of directors who are elected to 
serve until the selection of successors. The board of directors in 
turn elects its officers who are required to look after the imme- 
diate business of the corporation, very much as in the case of a 
business organized for profit. 


§ 101. Profits Cannot Be Divided 


To be chartered as a non-stock corporation it is necessary 
that the organization be, definitely, “not for profit,” by which 
it is meant that any profits earned are not distributable among 
the members. Many of these corporations conduct businesses 
or have business connections which result in profits or losses 
as the case may be. These include publication houses, religious 
and social magazines, and other business activities of churches, 
clubs, or other organizations, the profit from which is for the 
benefit of the membership at large and not for any of the indi- 
viduals. We have, for example, the Presbyterian Beard of 
Publication, the Baptist Publication Society, and many other 
like activities. 


§ 102. Accounting for Non-Stock Corporations 


The accounting for non-stock corporations is not different 
from that of those organized for profit, except that there is no 
Capital Stock account, nor is there any distribution of dividends, 
As no stock is issued and no profits are distributed, there is 
usually no individual interest to be determined. Everything 
contributed is for the benefit of the institution as such, and 
should therefore be credited to Capital account, Profits earned 
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may likewise be credited to Capital account unless it is required 
that profits be set forth separately, while appropriations for any 
specific purpose are charged to the same account. There is no 
objection, however, to crediting profits to a separate account, 
such as Surplus or Unappropriated Profits, and then making 
transfers therefrom as needed, either to increase the Capital 
account or to be used in other ways.! 


§ 103. Entries for a Hospital 


The example which follows shows certain early transactions 
of a hospital organized as a non-stock corporation. 

The Jones Memorial Hospital is established to conduct the 
usual activities of a general hospital. Thomas Jones has 
donated for this purpose a large residence in the suburbs of 
Philadelphia to be converted into a hospital. The appraised 
value of the property is $100,000, of which $34,000 is the value 
of the grounds and-$66,000 the value of the building. The entry 
to record this donation will be: 


Hospital-Groundsy sé. ic: . fa... SORES. SLA PEL eee $34,000 
Elospital, Burldinig 336 tor. | wie eas ie ets ear ar Ae. 66,000 
ARO CCT ov EN RO See Cee ee ee a eee ee | $100,000 


Residence and grounds donated by Thomas Jones, for use 
as a hospital to be known as the Jones Memorial Hospital. 
Full title has been passed and recorded. 


§$ 104. Hospital Trust Funds 


Eleemosynary institutions such as this are frequently made 
the subject of gifts of money, the principal of which is to be 
maintained intact, only the income being used. Such funds are 
capital, but in order to show on the books and financial state- 
ments the amount reserved from ordinary purposes because of 
the limitations on the trusts, the credit is usually given to a 
reserve account instead of to Capital. Such a reserve is an 


impounding of capital identical in nature with the impounding 
of surplus. 


I See $22. 
* See Chk. JIT. ‘Reserve Accounts.” 
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In the present instance, Thomas Jones has given $50,000 to 
the hospital as a permanent endowment fund, the income thereof 
to be used for general purposes, and different persons through 
the influence of Mr. Jones have given $ 5,000 each for the endow- 
ment of hospital beds. The entries required in entering these 
donations are as follows: 


Jones Endowment Finid Cash 2323/1019 8 bas conox8 ayob 6 $50,000 
To Jones Endowment F Mine Reserve sc 0. cy ye een $50,000 


Erde! Endoyment PubdCash WU 21> SPilt Uils ented A $50,000 
To Beds Endowment Fund Reserves oii) yc! Leip, $50,000 
For cash donated by various persons as follows, for endow- 
ment of fifty beds, etc. (Give name of donors.) 


§ 105. Receipts of Donations 


An additional $50,000 has been raised by popular subscrip. 
tion for general purposes. Of this, $25,000 has been used for 
purchasing and installing equipment, and $15,000 for the pur- 
chase of an equity in a near-by residence (valued at $2 5,000) to 
de used as a dispensary. The balance is to be used for supplies 
and initial expenses. 

Such donations are similar to the first in being donated capi- 
tal, but money so received which is to be used for the operating 
expenses of the institution is not usually credited to Capital 
account because the closing of the books at the end of the year 
would cause an impairment of capital to the extent of the amount 
so used for expenses. Donations of this nature are usually 
credited to Donations Received account, and at the end of the 
year the gain in net worth, if any, is passed to Capital or the loss 
charged thereto. The entries for the above transactions would 
be: 

General Kund Cashed oil). dé sien llaywecleeels Attia ee $50,000 
To Donations Received 4... .sh.0+-1b/ngsssoaccotee o...48 $50,000 


Public subscriptions of funds to be used for general purposes 
of the hospital. 
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Hospital Equipment. .i.5 trae.) comers spe rel rate $25,000 
To.General, Fund, 'Cashay a. aeie ii aie cet tele es $25,000 
Furniture and fixtures purchased for use of hospital, as per 
order of the Board. 


HospitaliBuildings A520. itech ttstare at ellen raters a cteteislele $25,000 
To, Mortgages, Payablexee wen aroha eats sUteras $10,000 
General Fund Cash... 2 ate eet 15,000 


Residence purchased by the Board for use as dispensary, the 
price being cash down $15,000 and a mortgage of $10,000 
due, etc. 


§ 106. Summary of Hospital Accounts 


In the above instance the first credit might if desired have 
been made to Capital for the amount which was to be expended 
for capital assets, but the best practice is to carry all donations 
in one account until the end of the fiscal period, in order that the 
financial reports can be made up easily. Indeed the donation 
of ground and buildings in this example might have been credited 
to Donations Received until the end of the year. 

Donations of trust funds, however, should be credited to the 
proper trust fund reserve account, in order that the books may 
show as a continued liability the amount of the capital which 
cannot be encroached upon. The Jones donations are divided, 
since the second is to be set aside and invested, requiring it to 
be earmarked. General funds are those to be used for general 
purposes or for the general good of the institution, in contra- 
distinction to those donated for a specified purpose. 

Endowment and trust funds should be set forth so as to show 
clearly the objects for which they are contributed, since the 
income therefrom must be devoted to the specified purposes and 
no other. Such contributions may be in the form of property, 
mortgages, securities, or cash. Trust donations paid in cash must 
be so invested as to produce the greatest return and yet be safe 
beyond question. The entries required for recording the invest- 
ment of trust funds and the handling of the income therefrom 
are discussed in later chapters.’ 
~~ #See Chs, XXII, XXIII. 


Part I1I—Special Cases in Capital Stock 
Transactions 


——__. 


CHAPTER XIII 


MISCELLANEOUS STOCK TRAN SACTIONS 


§ 107. Organization Expenses 


Three courses are open for handling the costs of organizing 
anew company. They may be (r) carried permanently on the 
balance sheet as an asset, (2) written off gradually over a period 
of years, or (3) charged off in the period in which incurred. 
The past practice has been to charge them off as rapidly as 
possible, because if carried as an asset they add nothing to the 
strength of a financial statement. 

Federal income tax regulations, however, do not allow the 
deduction in determining the amount of taxable net income of 
certain expenses of organization, including attorneys’ and 
accountants’ charges, incorporating expenses and fees, pro- 
moters’ services, underwriting expenses, etc. For this reason, 
while invested capital was a factor in determining the amount of 
profits taxes it was wise to carry the organization expenses 
permanently on the books as an intangible asset. Now that 
there is no longer any reason for showing in the balance sheet an 
item which adds nothing to the financial standing of the corpora- 
tion, it is probable that accounting practice will swing back to 
the former plan of charging such expenses off. 

At the same time, if the expenses of organization amount to 
more than, say, $500, it is hardly just to charge the entire 

1 See Book II, Ch. XIII, “Capitalization.” 
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amount to Profit and Loss at any one time. Such expenditures 
are essential to the creation of a corporate business, and the 
first year receives no more benefit from them than the fifth, 
sixth, or any other. It would therefore seem more equitable, 
so far as the statistical feature of bookkeeping is concerned, to 
write such costs off over a period of years. 

Theoretically this period should be the entire life of the 
company, but in order to get rid of an undesirable asset and at 
the same time not overburden the Profit and Loss account of 
any one year, the management usually elects to charge the 
organization expenses off over a comparatively short period of 
time. Five years is often considered a suitable period for this 
purpose, in which case one-fifth of the total amount should be 
charged off each year. 

Expenditures of this nature may be carried in an account 
styled “Organization Expenses,” the analysis of which follows: 


ORGANIZATION EXPENSES 


Debit: Credit: 


With the cost of all organization 
expenses, such as attorneys’ and ac- 
countants’ fees, incorporating expenses, 


At the close of each month or fiscal 
period, as the case may be (depending 
on whether or not a monthly operating 


promoters’ services, underwriting ex- 
penses, etc. 


statement is made), with the proper 
proportion of the debits to this account 
based upon the length of time over which 
the organization expenses are to be 
| spread 


The balance of this account when so handled is a deferred 


expense and represents that part of the organization expenses 
which have not yet been charged off. 


§ 108. Commission on Sale of Capital Stock 


Commissions paid on the sale of its capital stock are of 
common occurrence in the promotion and organization of 
a corporation. They are usually debited to Commissions on 
Sale of Capital Stock account,? which is good practice as it is 


2 Separate account for each class of stock. 
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frequently desired to know quickly the amounts of commission 
which have been paid. 

Such commissions are often charged directly into Organiza- 
tion Expenses account, but whether they are carried in that 
account or in an account by themselves, the same procedure is 
applicable to them as is suggested above for the handling of 
organization expenses. 

The payment of such commissions with capital stock creates 
no unusual bookkeeping entries. If they are paid by the 
issue of original stock, Commission account (or such other 
account as commissions may be charged to) is debited and 
Capital Stock or Capital Stock Unissued is credited. Just as 
the entry for commissions paid in cash would be: 


Commissions (or Organization Expenses) 
To Cash 


so the entry for commissions paid in stock would be: 


Commissions (or Organization Expenses) 
To Capital Stock Unissued (or Capital Stock) 


Payments of these items made from treasury stock are 
credited to Treasury Stock or Donated Stock, as the case may be. 


§ 109. Payment of Salaries in Stock 


Not infrequently the salaries of managers and officers ot 
corporations are paid wholly or partly in stock. The procedure 
is not improper under suitable conditions, and the entries are 
simple. It is in effect a payment of salaries in cash which is 
returned as payment for stock. Such stock salaries might be 
paid monthly if so agreed, but even when based on monthly 
instalments, they are usually allowed to accumulate till the 
end of the year or longer before the stock is issued. 

If the stock is not issued immediately and it is desired 
to set up the expense and the liability on the books, a debit 
at each pay-roll date will be made to the proper salary account 
and a credit will be made to the account of the individual or to 
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Subscriptions to Stock account, depending on how the trans- 
ations have originally been handled. When the stock is issued 
the account of the individual or Capital Stock Subscribed will be 
debited, and Capital Stock, Capital Stock Unissued, or Treasury 
Stock will be credited, again depending on the manner in which 
such transactions are being treated on the books. 

If the stock is not taken at its par value, the salary account 
is debited at the agreed amount, and any excess over par is 
credited to Premium or to Surplus, or any deficiency below par 
is debited to Discount on Stock or to Surplus. 


§ 110. Payment of Other Debts in Stock 


There is no objection to the liquidation of any debts by stock, 
so long as the capital is not impaired, by so doing, i.e., so long asa 
fair equivalent is received for the issued stock. An existing 
mortgage or even a loan or current debt may be canceled 
by means of a stock issue, provided the creditor is willing to 
accept it as a substitute for cash. Dividends are frequently 
paid in stock, such dividends being known as “‘stock dividends.”’ 


§ 111. Payment of Debts in No-Par Stock 


When any debts are paid in no-par-value stock of the debtor 
corporation, whether these are for organization expenses, com- 
missions, salaries, mortgages, or any other item whatsoever, 
the amount of the debt which is canceled by the issuance of the 
stock is the amount which is received for the stock and is con- 
sequently the amount which should be credited to Capital Stock 
account.‘ If this rule is kept in mind, such transactions handled 
with no-par stock will offer no difficulties whatsoever. 


§ 112. Purchase and Sale of Stock of Other Corporations 


When stock of another corporation is purchased, it is not 
treasury stock of the corporation which acquires it. Stocks and 
bonds of one corporation held by another constitute an asset of 


wae $1273 also Book I, § 490; and Book II, Ch. XXXI, ‘“‘Payment of Dividends.”' 
ee § 6 
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the second corporation, on whose books they should be carried 
at cost if they are made for the purpose of investing surplus funds. 
If the business of the purchasing corporation is, however, the 
purchase and sale of securities, it may choose to value such 
assets on the inventory basis of cost or market, whichever is 
lower. If the purchase is made with the object of securing a 
controlling interest in some competing concern and the effort is 
successful, we have a holding company which may carry the 
investment at cost or may bring to its own books its share of the 
net worth of the subsidiary. 

It would be beyond the scope of this work to discuss the 
handling of such assets by an investment house, but it may be 
said that the underlying principle is the same as that of any 
Merchandise Purchases account, Other companies, however, 
enter stocks and bonds purchased for investment in an account 
headed “Investments,” or “Stocks of Other Companies,” or 
some other distinguishing caption. If bonds are included in the 
purchase, the account may be headed “Securities of Other 
Companies,” or “Stocks and Bonds of Other Companies.” If 
both stocks and bonds are owned, it is often advisable to open 
two separate accounts, or even to open an account for each kind, 
stating the name of the company in connection therewith, as 
“Stock of American Bridge Co.,” “U. S. Steel Bonds,” etc. 

Purchase of the asset described by the title of such an ac- 
count would be debited to it at cost. When the asset is sold, 
this account would be credited with that original cost, any profit 
being credited, or loss being debited, to Profit and Loss, or 
preferably to an account known as “Profit and Loss on Sale of 
Capital Assets.” This account would be closed into the general 
Profit and Loss account at the end of the fiscal period. 


§ 113. Entries for Purchase and Sale of Stock of Other Corpora- 
tions 

To illustrate the entries involved, assume that the American 

Trading Company has purchased $300,000 par value of stock 
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of the Baldwin Mercantile Company for $270,000, or at $90 per 
share. It now disposes of $40,000 face value of this stock for 
$50,000. Since the 4oo shares so sold cost, at $90 per share, 
only $36,000, the American Trading Company has netted a 
profit of $14,000 on the sale. The following entries are required: 
Stocks of Other Companies (or Stock of Baldwin Mercantile 
Company) 6 IP IR Ol. i Pe, aes oka 8 . $270,000 
TeiCash jerry. or civy. SF e-AGiieee « BSE HSL. oY $270,000 


For purchase of $300,000 par value of stock of the Baldwin 
Mercantile Company. 


To Stocks of Other Companies... ...-.. 0... 0llon $36,000 
Profit and Loss on Sale of Capital Assets....... 14,000 
For sale of $40,000 par value of stock of the Baldwin 
Mercantile Company. 


§ 114. Exchange of a Corporation’s Own Capital Stock for Stock 
of Other Corporations 

In cases where the purchase of securities in other corporations 
is sanctioned by statute or by charter, the manner of making 
payment is usually left to the contracting parties. The stock 
of another company, instead of being purchased for cash, might 
therefore, if the state laws permit, be obtained in exchange for 
the stock of the acquiring company. 

To illustrate the entries when this is done, assume that the 
Delaware Manufacturing Company has been organized with a 
capital stock of $1,000,000, comprising 10,000 shares of the 
par value of $100 each, of which 1,000 shares have been sub- 
scribed and paid for in cash. Additional stock of the company 
has been disposed of as follows: 


I. 3,000 shares in exchange for 2,500 shares of stock, $100 
each, of the Hudson Manufacturing Company. 

2. 1,000 shares in exchange for 1,200 shares in the Superior 
Textile Company. 

3. 1,000 shares in exchange for 1,000 shares in the Ellis 
Cloth Company. 
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4. 1,000 shares in exchange for 500 shares of the Southern 
Cotton Company. 


URISSHeStOCEA. Semen, Paty hh, ee ION, AIOE BS! $1,000,000 
To Capital Stock Authorized................... $1,000,000 
The Delaware Manufacturing Company is incorporated 
with an authorized capital stock of $1,000,000. 


CSIs Gon 5 wth yess cot METAL DL oUt oulew $100,000 
REO UISSUEC SOC Ee eas tara feo Seva aceite: $100,000 
For 1,000 shares of stock sold for cash to the foliowing 
persons: 
(Names stated) 


Stocks iof Other Companies: 2.0.05 9.00). 0°) D2 $300,000 
‘Tomiissied iStock iw... oNeeh at Boa gel $300,000 


For purchase of 2,500 shares of the Hudson Manufacturing 
Company in exchange for 3,000 shares of this Com- 
pany. 


miecks Of Other Companies.........00.. 02. $100,000 
ho Umissued’Stocks (Re Ou Ao Baath ' $100,000 
In exchange for 1,200 shares of the Superior Textile 
Company. 


Stocks“of Otlier‘Companies. 21/5. {00008 2H AG... .4 $100,000 
o-Unissued Stocksrrant. cas ncaa psclaiaid: $100,000 
In exchange for 1,000 shares of the Ellis Cloth Company. 


Stocks of: Other: Companies} . 6. 1) Joowtnds. oan. cue: $100,000 
WoyUnissned Stocks sak cer. dyes e Av mami ee ahonh ss $100,000 
In exchange for 500 shares of the Southern Cotton 
Company. 


The last four entries might easily be consolidated. It 
will be seen that the stock has been issued at par and that 
each lot of stock in other companies has been valued at the 
par value of the stock given for it. The unsold stock, numbering 
3,000 shares, the par value of which is $300,000, will stand as a 
debit balance of Unissued Stock account until such time as it 
may be issued. 

If the stock of the purchasing corporation is of no par value, 
the rule that no-par stock issued for tangibles is considered as 
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being paid for at the value of the tangibles, would apply.® 
In the above examples of par-value stock, the issuing corporation 
usually considers its stock worth par. The stock purchased is 
consequently bought at the par value of the stock issued therefor. 
When no-par stock is issued for stocks of other corporations, 
the value of the stocks bought is determined and the following 
entry made for the value thus determined: 


Stocks of Other Companies 
To Capital Stock 


§ 115. Bonuses Paid in Stock 


Stock given as bonuses is issued without any direct con- 
sideration, and as an extra inducement to purchasers or as a re- 
ward for faithful services, etc. Such issues are not necessarily 
improper as they directly benefit the corporation by promoting 
the sale of bonds, preferred stock, or other securities. Bonuses 
given to employees as a reward are usually considered as addi- 
tional compensation for services, but stock given as a bonus 
in the sale of bonds or other stock, apparently goes without 
direct consideration. For this reason such bonuses are usually 
given out of stock which has once been issued for value and has 
been donated back to the company. 

The stock bonuses are charged to a Bonus account at their 
par value.6 Thus, if $10,000 face value of common stock is 
given from treasury stock as a bonus to the purchasers of a like 
amount of preferred stock, the entry would be as follows: 


For 100 shares of donated common stock given as a bonus 
with roo shares of preferred stock sold at par. 


Bonus account may thereafter be treated as part of the 
organization expenses which, as stated earlier in this chapter, 
are generally written off over a period of years, or may be closed 


’ See §§ OI, 92. 
* See § 77. 
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into Donated Surplus’ on the theory that the surplus so accumu- 
lated has furnished the bonuses. 

Original stock might be issued as bonus stock so long as no 
one offers objection, but since, if given purely as a bonus, it would 
not be full-paid stock, the holders would remain liable to cor- 
porate creditors for the unpaid value in case of insolvency. In 
any such case the outgoing stock would be debited to Bonus and 
credited to Capital Stock or Capital Stock Unissued, as the 
case may be. 

In the above statement is found one of the pronounced 
advantages of no-par-value stock over stock with an established 
par. The no-par-value stock does not have to be issued for any 
fixed consideration, or indeed for any determinable consideration 
whatsoever, and no-par stock of original issue may be used for 
bonuses without liability on the part of the holders. - When such 
stock is issued as a bonus the only entry needed on the general 
books is one to record the number of shares so given. This 
entry -would be in the following form:8 


A Way CES ay eal WiSiiete I OS Es CP i eee a ere $ none 
For 100 shares of common stock, certificate No. ...., given 
as a bonus with roo shares of preferred stock sold at par 


7 See § 79. 
5 Cf. § 99. 


CHAPTER XIV 


DIVIDENDS} 
§ 116. Ownership of Dividends 


When a dividend from the net profits of a corporation has 
once been legally and publicly declared, it cannot thereafter be 
rescinded or annulled, but its amount is immediately transferred 
from the corporate ownership to the ownership of the stockhold- 
ers. This principle holds even though at the time it was declared 
no definite date was fixed for its payment. Accordingly, divi- 
dends should be entered on the books of account as soon as they 
are declared, but even dividends on cumulative preferred stock 
should not be “accrued” on the books, i.e., shown as a liability 
before they are declared.? 


§ 117. Dividends Payable Account 


The Dividends Payable, or simply Dividends account is a 
liability account whose balance shows the amount of dividends 
declared but not paid. Its analysis is as follows: 


DIVIDENDS PAYABLE 


Debit: Credit: 
With dividends paid, whether by cash With the amount of dividends de- 
or by an issue of stock or otherwise. clared by the board of directors, the 


corresponding debit being made to Sur- 
plus account or to Undivided Profits 

account. 
It is advisable, when crediting this account, to number con- 
secutively the dividends declared, as “‘Dividend No. 20,” or 
“Dividend No. 20, payable August 1, 1922.” A new account 


Seen LII, LIII, ‘‘Dividends’’; also Book III, Chs. XXX, XXXI, “Dividends.” 
ee § 120, 
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need not be opened each time a dividend is declared, though this 
is frequently done. 

If the stockholders are few and the dividend is paid immedi- 
ately after being declared, it is not necessary to open a Dividend 
account. 


§ 118. Payment of Dividends 


When a dividend is declared, its amount is credited to Divi- 
dend account and debited to Surplus. In the smaller corporations 
dividends are usually paid by check on the general bank account, 
just as in the case of any other company payment. Cash account 
is credited and Dividend account debited as the dividend checks 
are drawn. 

In the larger corporations it is usual to draw one check pay- 
able to the bank for the total amount of the dividend, and this 
check is entered in the cash book and posted to Dividend account 
in the ledger. This closes the account, and the general books of 
the company are no longer concerned with that particular divi- 
dend, no matter how long some of the stockholders may hold 
their dividend checks before getting them cashed. 

The check for the total dividend is deposited in the bank to 
the credit of a special account, as for instance, ‘Kingston Steel 
Works—Dividends”’ or ‘‘William Kingston, Treasurer,” or even 
in another bank than that in which the corporation keeps its 
main deposit, and the individual dividend checks are drawn on 
this account, using a special check book. These are mailed or 
otherwise delivered to their owners, and from the bank’s state- 
ment of the dividend account it can be seen at any time which 
stockholders have not, up to that time, drawn their money. This 
need not concern the general books of the corporation, however, 
because the entire matter is now outside the usual course of 
business. 

The larger corporations with many stockholders usually have 
specially printed dividend checks, giving the date and number 


3 See § 120. 
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of the dividend. By means of an addressing machine, the name 
and address of the stockholder are stamped on the face of the 
check in the lower left-hand corner, after which the amount is 
filled in on the typewriter or other printing machine. After the 
checks and amounts are verified, proved on the adding machine, 
and signed by the proper officials, they are placed in window 
envelopes for mailing. 


§ 119. Dividend Sheet or Book 


The practice of setting aside each quarter or half-year in a 
separate bank account the exact amount required for the pay- 
ment of dividends, and drawing special checks against this fund, 
keeps dividend cash entirely separate from the general cash of 
the company. A dividend sheet or book! should be prepared, 
showing the names of stockholders, date of dividend, amount and 
number of each check, etc. As the checks are paid a record may 
be made in this book, if desired, but where the names are numer- 
ous this is hardly worth while. 

The dividend sheet or book, as intimated, contains a list of 
the stockholders entitled to receive dividends. This list is usually 
made up from the stock ledger each time a dividend is declared, 
after the transfer books are closed, or if the transfer books are 
not closed, on the date specified in the resolution declaring the 
dividend. When the stockholders are many and the stock active, 
it is very necessary that these lists be compiled, and that care 
be taken in checking up and proving the amounts which are to 
be paid. 

The bound dividend book is used only by small companies 
whose stock is not active; the larger corporations use loose sheets 
and place them in binders for convenience. These sheets, if 
bound together, would constitute the ordinary dividend book. 

Where stockholders come to the office of the corporation or 
to the bank for their dividends, a space is allowed on the dividend 
sheet for their signatures. Some companies prefer this plan as 
T WceetRdek IV, Forms 257, 258. 


Ch. 14] DIVIDENDS II45 


it keeps the stockholders in touch with the corporation and its 
business. Most companies, however, have adopted the plan of 
mailing dividend checks, and these are always made payable to 
order. The indorsement of the check is then considered a suffi- 
cient receipt, and the receipt column is unnecessary. 


§ 120. Entries for Cash Dividends 


To illustrate a simple form of entering cash dividends, suppose 
the net profits of the Kingston Steel Works for the year 1921 
amounted to $38,690.40. The directors have declared dividend 
No. 7 of 5% on $500,000 of outstanding stock, payable in 10 days. 

The entries affecting Surplus, the one necessary in closing the 
books and the other entering the dividend, are as follows: 


December 31, 1921 
TOL e ACG OSS researc i te ee a ee OE $38,690.40 


Porsurplusth£.... Goretlie.thtes ts. Dine SSE $38,690.40 
Closing Profit and Loss account on transactions of 1921. 


January 7, 1922 


Seventh annual dividend of 5% on the outstanding 
capital stock of the Company, declared this day by 
the Board of Directors and payable January 17, 1922. 


. 


January 17, 1922 


For payment of dividend No. 7, as per order of the 
Directors. 


In many cases no Dividend account is opened, in which case 
the dividends paid are charged direct to Surplus account, the 
entry for the dividend being as follows: 


January 17, 1922 
SUES tae Meranda tea eh ee wo aa neem cord a+ rs $25,000.00 
Payment of the seventh annual dividend of 5% on the 
outstanding stock of the Company, declared January 
7, 1922, and payable January 17, 1922. 
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If a special bank account is set apart for dividend checks, 
the transfer of dividend cash is made as explained in § 118, by 
drawing one check for the required amount, Dividend or Surplus 
account being debited and Cash credited. The individual 
checks are then issued by the officers in charge of the dividend 
disbursements. 


§ 121. Dividends on No-Par Stock 


Dividends declared on stock of no par value cannot be, of 
course, in terms of any per cent per share, but must be a specified 
amount of money per share. There is no other difference be- 
tween dividends on par-value and on no-par stock than this: 
that the dividend is declared at so much per share, and not so 
much per cent. Holders of no-par stock share equally in 
dividends and have proportionate interests in capital and profits 
regardless of the prices paid for their shares. The book entries 
of the dividends are the same for either kind of stock. 


§ 122. Dividends Paid with Borrowed Money 


It is not unusual for even the most prosperous company to 
be temporarily short of ready cash to meet dividend payments. 
The current assets may be three times as much as the current 
liabilities, and yet consist largely of notes and accounts receiv- 
able which cannot be used to pay dividends. In such a case it 
is perfectly proper for the directors to borrow money to pay a 
dividend. In that event the following entries might be made, 
the first a journal entry, all the others cash book entries: 

January 4, 1922 


Surplushywwn: .eeeriis. tt . Jot ly eeeten es. Sete tae $10,000 
TosDivideridsPayablenean, Le). Joe ee ee ee $10,000 


Dividend of 5% declared this day on capital stock of the 
Company. Payable in cash January 15, 1922. 


January 13, 1922 
‘To Notes’ Payables. aeons Ina an eae: $10,000 


Three months’ note discounted at First National Bank to 
secure funds for payment of dividend due January 15. 
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BUISCOMN cra tiec i satin. (eas RARE wee, BP OK. oo $150 

AT Oo ee oN Ae ee ns er $150 

Discount at 6% on Company’s three months’ note of 
$10,000. 
January 15, 1922 

Diidends Payable sooth: Oe, Leer a, OG) By 9, $10,000 

ARRAS Si Oar ee) AAU SOT | ok its) FM dy $10,000 


Payment of dividend of 5% on capital stock of the Company, 


§ 123. Entries for Scrip Dividend 


Another way to pay a dividend when temporarily short of 
cash is by an issue of scrip. Scrip is a promissory note of a 
corporation, usually bearing interest, and falling due upon a 
specified date, or after a specified occurrence, as for instance 
when a proposed bond issue shall have been sold. The scrip is 
in the form of certificates, on which appear the company’s 
promise to pay the money and the various terms of the contract. 
These certificates sometimes call for or are convertible into stock 
of the company, and such scrip sometimes participates in divi- 
dends. The scrip certificates are frequently transferable, and 
pass by assignment from hand to hand in the open market. 

The Novelty Manufacturing Company with a capital stock 
of $1,500,000, $1,000,000 being common stock and $500,000 pre- 
ferred stock, declares its regular annual dividend of 3% on both 
issues, payable in scrip. Dividend declared May 15, 1921, 
payable June 15, 1921; scrip payable in cash June 15, 1922, and 
bearing interest at the rate of 5%. 

The journal entries for the declaration and payment of this 
annual 3% scrip dividend on the common and preferred stock 
are as follows: 


May 15, 1921 


To, Dividend—Gommon':: tno. sh} Wak ea ve) Lee. $30,000 
Wividend—sPreferrédy i. Hashes: jseuiiinanlvaed. 15,000 
Annual dividend of 3% on both common and preferred stock 
declared this day, payable June 15, 1921, in scrip of the 
Company, maturing June 15, 1922, and bearing interest 
at 5%. 
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June 15, 1921 


Dividend—Gommon basen. toes one. bans Sete eracrerta $30,000 
Dividend—Preferred: sadn oleh neem. Gost a Rem eee ane 15,000 
To Dividend Scrip (or Scrip Payable)..........-.+--- $45,00¢ 


Dividends paid this day in scrip maturing June 15, 1922, and 
bearing interest at 5%. 


When the scrip matures, an entry similar to the following is 
necessary: 
June 15, 1922 


Dividend. Scrip. sc wat aga dase 4° sere ce $45,000 
MTAtELE SE ote ttre ore aie canny Onn SEN Svoueie Geen s Ghee roe REY ESE oie caters 2,250 
ORCAS Rr os Dolado ete te Arter 8 ce ee ee eee $47,250 


For payment of dividend scrip maturing today, with interest 
from June 15, 1921, at 5%. 


§ 124. Entries for Special and Interim Dividends 


Occasionally, after a very prosperous year or a longer period 
of prosperity, during which a large surplus has been accumu- 
lated, the directors declare a “special dividend” or “‘bonus”’ in 
addition to the regular dividend. This is commonly called 
“cutting a melon.”” Sometimes the employees of the company 
also participate, and this is known as “‘profit-sharing.” 

To illustrate the entry of such dividends, assume that a 
corporation with $1,000,000 capital stock, and profits for the 
year of $125,400, declares its regular annual dividend of 7% and 
at the same time declares a “‘special dividend” of 2%, and awards 
to its employees a bonus of 10% of the net earnings of the year 
just ended. The entries are as follows: 


January 4, 1922 


SULTPLUS: fatness i ates hoot ies at cass Se aps er enn recor ree $102,540 
To Dividend? Nos 245, 9....h one een een eee $70,000 
Special Dividend! Now 1seee. Wan etn. os eee 20,000 
Bonnsgto Prmployeesic anaes rere se ee 12,540 


As per resolution passed this day by the Board of Directors 
declaring the regular annual dividend of 7% on the 
capital stock of the Company; an additional dividend of 
2%; and awarding to the employees a bonus of 10% of 
the net earnings of the year just ended; all payable in 
cash on the 15th day of January, 1922. 
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January 15, 1922 


Ive cla Sit (eee Roce ee oe ea eis ka $70,000 
SpeclaleDivid end NO ummed esceg a cvore ct s\auete ators Cea e ushenexerene 20,000 
rons iro) 4 Dian oO Sess 3 Foe cleo OR es Some oes ates oA 12,540 

TR (CHE conga dad oly SSE Re ad oe ee $102,540 


For payment of dividends and bonus provided for in 
resolution of the Board of Directors passed January 4. 


Dividends declared between the regular dividend dates are 
called “interim dividends,” and are declared when unusual 
profits exist to justify a special dividend, or when for.some reason 
it is desired to anticipate the regular dividend in whole or in 
part. When dividends are paid quarterly, as is the case with 
most of the larger corporations, an interim dividend is seldom 
declared. The entries in case of interim dividends would of 
course be exactly the same as the entries required for any regular 
dividend. 


§ 125. Entries for Dividends Applied to Stock Subscriptions ° 


As a declared dividend is a debt due from the corporation to 
the stockholder, any indebtedness of a stockholder to the cor- 
poration may be set off against his dividend and be deducted 
from it, provided the debt is actually due at the time the dividend 
is payable. 

To illustrate the entries when dividends are to be applied on 
a stock subscription, let us suppose that $200,000 par value of 
new stock of the Kanawha Iron Works (shares $50 each) has 
been offered for sale to provide funds for the erection of additional 
buildings; that all this has been subscribed, and a first instal- 
ment of 50% has been paid upon it. John Smith is a subscriber 
for 10 shares. On January 5, 1922, the board of directors passes 
a resolution calling for the final instalment of 50% on the entire 
subscribed stock, payable February 1. On February 3, at which 
time John Smith has not paid the final instalment on his stock, 
the directors declare an annual dividend of 5% on the entire 


§ See Book I, $ 485. 
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outstanding stock ($500,000) as of January 1, payable February 
15. The entries for these transactions are as follows: 


First Entry: 
January 5, 1922 
Final Instalment on Stock (or Instalment No. 2)........ $100,000 
To. Subscriptions cates. ee Soe ase oe $100,000 


As per resolution passed this day by the Board of Direc- 
tors, calling for the final instalment of $100,000 on 
$200,000 of capital stock of the Company. 


This entry will close the Subscriptions account, substituting 
for it the Final Instalment account. Assuming that all the stock- 
holders have paid the first instalment in full, the First Instalment 
account is already closed. 


Second Entry: 
February 1, 1922 


Payment of final instalment on capital stock. 


This, of course, would be comprised in cash book entries 
showing the names of the stockholders and amount paid by each. 
To simplify the illustration, it is assumed that all except John 
Smith had paid at the time of declaring the dividend. 


Third Entry: 
February 3, 1922 
Surplus. s5.0 We ihise oo eeny eiicreidacn = eeiaetrenror uicbaee: ome $25,000 
To.Dividend NOs Sis. cc wey acetate amici epee $25,000 
The Board of Directors have this day declared the regular 
annual dividend of 5% on the capital stock of the Com- 
pany, payable in cash on the 15th day of February, 


Fourth Entry: 
February 15, 1922 
DividendiNouw sa «2h... Dasbov lone cam eek $24,075 
LEO! Cash sien uditien doctine aqanteecary va kara mien as $24,075 
Dividend paid this day as per resolution of the Board of 


Directors, February 3. 
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Fifth Entry: 
February 15, 1922 
TAS aa NOR ee Gao on Se A RN oO a $25 
‘To Final tnstalment on Stocks. a. esse. ste hoe $25 
To apply dividend of John Smith as part payment of final 
instalment of $250 due on ro shares of capital stock of 
the Company. 


§ 126. Cumulative Dividends Passed 


Although preferred stock dividends may be payable before the 
common stock can receive any share of the profits of the cor- 
poration, these dividends do not become an obligation of the 
company until they are formally declared by the board of direc- 
tors. It is therefore improper to enter “passed” dividends on 
the books as an obligation at the time, although this is sometimes 
done. Nor should they appear among the liabilities on the 
balance sheet, though it is necessary to show by means of a foot- 
note the contingent liability for the dividends which have been 
“passed.” 

Where a preferred dividend is passed but it is desired that it 
be shown on the books, it might be done by an entry similar to 
the following: 

Barphistt.! oi ctionhad? 2o-bodizie> artbod-sh pads ty $30,000 
To Unpaid Preferred Dividend.........--.-++++++:- 
For 1921 preferred dividend of 6% not declared by the 
Board of Directors but ordered to be shown upon the 
books. 

This might make the Surplus account show a debit balance, 
and in any event it would be reducing surplus for the sake of a 
liability which was only contingent and which, since the dividend 
had not been declared, would not hold as against outside 
creditors. 


§ 127. Entries for Stock Dividends 


Sometimes the directors declare instead of a cash dividend, 
what is known as a “‘stock dividend.” There may be stock in the 
company’s treasury, donated or purchased, that may properly 
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be divided among the stockholders in the form of a dividend. 
Or unissued stock may be issued for the purpose, or new stock 
may even be created. The directors are perfectly justified in 
using such stock for dividends, provided there are undivided 
profits of an amount equal to the face value of the stock issued 
as dividends. To illustrate the entries, suppose that the Michi- 
gan Furniture Company, with an authorized capital stock of 
$1,000,000, has had a very prosperous year, its profits amounting 
to over $100,000, but the directors desire to invest most of their 
available funds in additional shops and machinery. Their regu- 
lar annual dividend is 10%. Only one-half of the authorized 
capital stock has been issued, so they declare the regular 10% 
dividend but make it payable in stock of the company. 


A dividend of 10% on the $500,000 outstanding capital 
stock of the Company has this day been declared by the 
Directors, payable in stock of the Company. 


aD Ghats rVa DIN (G7 ie RCRD ON Ariane SRR co Oo cee meine ee ee $50,000 
To Capital Stock... Mwetich «as aceon Li ae $50,000 
Stock issued to pay stock dividend of 10%. 


If the unissued stock is being carried on the books in Unissued 
Stock account, the second entry would be a credit to that ac- 
count. If the dividend were paid out of treasury stock, Treasury 
Stock account would of course be credited. 


§ 128: Dividends Payable in No-Par Stock 


When a stock dividend is payable in stock without par value, 
the only entry required on the general books is one indicating 
the number of shares thus disposed of. No value, not even an 
arbitrary one, is being disposed of, the stockholders’ proportion- 
ate interest remains the same, but is merely cut up into more 
pieces by having more shares outstanding. The amount of sur- 


8 Cf. $ixrg§s 
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plus available for other dividends, whether stock or cash, is not 
affected in the least. 

If in the case presented in the previous section the stock of 
the Michigan Furniture Company was of no par value, the 
entries on the journal would be as follows: 


A dividend of 10% on the outstanding capital stock has this 
day been declared by the Board of Directors, said dividend 
being payable in the capital stock of the company. 


Dividend NOMI. Atk ete a ke Le kee Ane he $ none 
ORCA DIT al pS LOC Kia Mes Aecrp octets ok Pee re a oe $ none 
.... shares of stock issued to pay stock dividend of 10%. 


§ 129. Dividends Paid in Bonds or Property 


If there are profits from which dividends may be legally paid, 
the directors may pay them in any property’? owned by the cor- 
poration as well as in cash or stock, or they may pay them in 
bonds of the corporation as well as in short notes (scrip). The 
only stipulation is that they shall be issued against actual profits. 

If in the preceding example the directors, with the consent of 
the stockholders, had paid the dividends in bonds, the entries 
would be as follows: 


A dividend of 10% on the capital stock of the Company has 
this day been declared by the Directors, payable in the 
first mortgage bonds of the Company. 


} Sainte key a (anal dys Zu gexanpsrteet ened Shem ty takes ER ele ata egtaet ton bre eR $50,000 
To First Mortgage Bondsih2,40 Tis <a. tO. $50,000 
First mortgage 4% bonds giveti to stockholders in payment 
of 10% dividend on the stock of the corporation. 

If the dividend had been paid in property of the corporation, 
such as merchandise produced by it, the credit would have been 
passed to the proper asset account instead of to First Mortgage 
Bonds. 


7 See Book I, § 493. 
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§ 130. Bank Dividends 


Banks pay dividends on their stock with checks drawn on 
themselves (cashiers’ checks), and this makes the bookkeeping 
entries slightly different from those of other companies. The 
first entry is: 

Undivided Provts: .% eit ae tcc os 22 eather steele a fot alate ote tate tte $50,000 
HO: Dividend Non gait keke Chloe Eee fe $50,000 

For dividend of 5% declared this day by the Directors on the 

capital stock of the bank. 

The charges to Dividend account come from the cash book 
as the dividend checks are presented for payment at the paying 
teller’s window or through the clearing house. The balance of 
Dividend account, therefore, shows the amount of dividend 
checks outstanding, and appears on the balance sheet as ‘Unpaid 
Dividends.” 


§ 131. Unearned Dividends ° 


Although the laws of all of the states forbid the payment of 
dividends if such payment results in the impairment of capital, 
there are more or less frequent evasions of this rule. The fact 
that a dividend has been paid out of capital may not be known to 
anyone except the directors; in fact, the directors themselves are 
sometimes ignorant of such an occurrence, owing to errors as to 
profits or due perhaps to the fact that they will not take the 
~ trouble, or have not sufficient knowledge of accounting, to inform 
themselves of the true condition of the company. Yet they may 
be held liable by the courts for any loss to creditors occasioned 
by the payment of dividends out of capital. 

Errors as to profits may arise from many causes. The books 
of the company may perhaps show a surplus of earnings which 
in reality does not exist, because no provision has been made for 
bad debts or depreciation; or materials have been included in 
the inventories which have not yet been credited to Accounts 
Payable; or materials have been valued at the selling price; or 
 *3Se5 Book I, § 498. 
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orders for future delivery may have been booked as sales; the 
book value of real estate may have been written up; assets with 
no value, such as patents and copyrights which have expired, 
may still be carried upon the books; judgments against the 
company may have been omitted from the accounts. These and 
other errors may have been made which hide the fictitious char- 
acter of the apparent profits, so that the payment of dividends 
under such conditions results in an impairment of capital. An 
examination by a competent auditor, however, would disclose 
any such errors and prevent the declaration of illegal dividends. 

In case accounting errors are discovered which have resulted 
in a fictitious surplus, the proper charges must be made to show 
the true condition. This may, if dividends have been declared 
or other expenditures have been made on the strength of the 
supposed surplus, result in a debit balance in Surplus account. 
It is perfectly proper to allow this debit balance to remain on the 
ledger until wiped out by the accumulating profits, but in the 
balance sheet it should be placed on the asset side and called 
“Deficit,” or be shown on the liability side as a deduction from 
the capital stock. 


§ 132. Income from Dividends 


A corporation owning stock in another company will ordin- 
arily have income in the form of dividends paid by the under- 
lying corporation. Were a 6% dividend declared by the Baldwin 
Mercantile Company, in which we have an investment to the 
extent of $260,000 par value, an entry similar to the following 
would be required on our books upon receipt of the money 


To Dividends on Investments. $15,600 
For dividend of 6% on $260,000 par vos stock Ey the: Baldeit 
Mercantile Company. 


Dividends on Investments account would close into Profit 
and Loss at the end of the fiscal period. 


CHAPTER XV 


TYPICAL CORPORATE ORGANIZATIONS 


§ 133. Organization Procedure 


The organization details outlined in this and the following 
chapters are in accordance with the laws of the states in which 
the corporations are respectively incorporated. Of course, an 
attorney will be retained when an incorporation is to be made, 
and on him rests the direct responsibility for the technical 
details; but the accountant should have at least a sufficient 
knowledge of the required procedure to make his record intelli- 
gent. 


A MANUFACTURING CORPORATION 


§ 134. Details of Incorporation 


The preliminary organization of the Rockwell Manufactur- 
ing Company, of Philadelphia, was effected on March 2, 1922. 
The company was incorporated for the manufacture and sale 
of household furniture, with a capital stock of $100,000, con- 
sisting of 1,000 shares of the par value of $100 each. The in- 
corporators and the number of shares subscribed for by each 
are as follows: 


Name Address Shares Amount 
George Rockwell 657 Broad St., Philadelphia 400 $40,000 
Jane Rockwell 657 Broad St., Philadelphia 200 20,000 
Henry Lindon 1415 Market St., Philadelphia 300 30,000 
Thomas J. Peterson Harrisburg, Pa. 100 10,000 


The first instalment of 10%, as required by the Pennsylvania 
law, has been paid in cash. Immediately after the date of final 
organization, another payment of 50% will be due, and the 
balance will be payable one month thereafter, 


1156 
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§ 135. Books of Account 


After the organization has been completed and all require- 
ments complied with, it is in order to make the necessary records 
in the books of the corporation. The particular books of account 
to be used are not prescribed by statute, except that either the 
treasurer or secretary is required to keep at the office of the 
principal place of business a book containing the names of all ' 
persons who are, or who within one year shall have been, stock- 
holders of such company, showing the number of shares held, 
when they became owners thereof, the amount paid in, etc.! 

Regardless of the absence of specific stipulations in the law, 
a complete set of accounting books should be provided, and they 
must of course be properly kept. The opening entries for jour- 
nal and cash book are shown on the following pages, including 
payment of the first and second subscription instalments and the 
customary expenses at the time of incorporation. Accounts 
with stockholders must be opened in the stock ledger, instal- 
ment receipts issued, and the stock certificate book made ready 
for use as soon as the instalments are completed.? 


§ 136. Journal Entries 


For opening entries, the plan that will best suit the case of 
the particular corporation should be adopted. Since there are 
only a few subscribers to stock, separate subscription and instal- 
ment registers are not necessary, as their names can be entered 
in the subscription and instalment accounts. 

It will be noted that the first cash was received March 2, 
1922, the date of application for charter. Since, however, the 
corporation does not come into legal existence until the charter 
is granted, it would seem desirable to make the opening entries 
on March 23, the actual date of organization. Entries should 
state all details fully, however, and give the dates of any pay- 


ments already made. 


1 The stock ledger shown in Book IV, Ch. VII, “Stock Books,”’ will satisfy the require- 
ments of Pennsylvania and of most other states. . 
2 See Book IV, Ch. V, ‘Subscription Receipts and Records,” also Ch. VI, ‘‘Stock Certifi- 


cates.” 
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Because all the capital stock is subscribed at the outset and 
is to be paid for within a short period, a single Capital Stock 
account is used instead of the Capital Stock Authorized and 
Capital Stock Unissued accounts.’ 


First Entry: 
March 23, 1922 
SUDSCLIPLOUS zs. 3. dws. Rpodeacean eee ere oka iene ae $100,000 
MO: Capital St CK oc vuteues sven tetorsna Ota LaastaXs oles spores $100,000 
Incorporation of the Rockwell Manufacturing Company 

with a capital stock of $100,000, shares $100. Sub- 

scriptions as below (under date of March 2, 1922) on 

terms of 10% down, 50% on date of organization, and 

the balance in one month: 


George: Rockwell Hil). YVR EAI. on 400 shares 
Jane; Rockwelb. nsgistecim sath to..- deer. zoo. 
Henny Lindon. ic tS itt ee eh tae se Eee ey 
‘Lhomas!,Jc Petersoneys.e ce ois cence feo tan 


The first instalment of 10% having been paid at the time of 
incorporation, is entered directly in the cash book, as shown 
on the next page. Next, under the same date, an entry is made 
for the second instalment. The first instalment might of course 
be put through the journal as is the second, but, as it has already 
been paid, the cash book entry would seem to be all that is 
necessary. We might also omit the entry for Instalment No. 2 
and let that likewise be credited to Subscriptions through the 
cash book. 


Second Entry: 
March 23, 1922 


Tnstallmentyn guests psc heya «taane SORE na betas ea $50,000 
To -SubscriptlonSig. +). sac hte peas ca Gs $50,000 
For second instalment, being 50% of the amount sub- 
scribed: 
George Rockwell } asi. <b. ghe Silas ee $20,000 
aneeRockwenl so 205 ei sal seis ice Ieee oy 10,000 
‘Henry: Gindoniatcm sc: cere tee ee 15,000 
aEhomasy).Petersoniane t. cramer teen eee 5,000 


If an instalment register‘ is used, the journal entries for 


3 See § 36. 
4See § 58. 
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instalments would usually be omitted, and payments credited 
directly to Subscriptions account through the cash book. When 
Instalment No. 3 becomes due in one month, it will be treated 
in the same manner as Instalment No. 2. 

Stock certificates should not be issued until the final instal- 
ment is paid, and upon their issuance it would in most states be 
necessary to open accounts with the individual stockholders in 
a stock ledger. 


§ 137. Cash Book Entries 


CasH Book 
Receipts Payments 
1922 1922 
Mar. 23 Subscriptions 10% Mar. 23 Incorporation Expen- 
paid in, by: ses: 
George Rockwell... $4,000.00 Charter Fee........ $ 30.co 
Jane Rockwell..... 2,000.00 Bonus on Capital.... 200.00 
Henry Lindon..... 3,000.00 Recording Fees..... 2.50 
Thomas J. Peterson. 1,000.00 COUNSEL ane Rea tia ces 100.00 
Instalment No. 2, (NESE ota Oo 100.00 
50%: Equipment) .-o. 7... 100.00 
George Rockwell... 20,000.00 Expenses. .......... 35.00 
Jane Rockwell..... I0,000.00 
Henry Lindon..... 15,000.00 
Thomas J. Peterson. 5,000.00 
§ 138. The Ledger Accounts 
CAPITAL STOCK 
1922 
Mar. 23 Subscriptions...... $100,000 
SUBSCRIPTIONS 
1922 1922 
Mar. 23 Capital Stock: Marl23 (Cash; 10%. #1. 45114. $10,000 
George Rockwell. ... $40,000 Instalment No. 2, 50% 50,000 
Jane Rockwell...... 20,000 
Henry Lindon...... 30,000 
Thomas J. Peterson.. 10,000 
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INSTALMENT No. 2—50% 


1922 1922 

Mar. 23 Subscriptions, 50%: Marso2.Cash 30. 123 vee $50,000.00 
George Rockwell. . $20,000.00 (Payment may be 
Jane Rockwell. ... 10,000.00 credited separ- 
Henry Lindon.... 15,000.00 ately if desired.) 


Thomas J. Peterson 5,000.00 


$50,000.00 $50,000.00 


INSTALMENT No. 3—40% 


(Same form of account as for Instalment No, 2) 
A MINING CORPORATION 


§ 139. Details of Incorporation 


To illustrate the opening entries for a mining company, 
assume that the Copper County Mining Company is to be 
incorporated under the laws of Michigan with an authorized 
capital stock of $50,000, consisting of 2,000 shares of $25 each. 
The company is to take over from James R. Cooke and Frank 
Patterson, a partially developed copper mine located in Copper 
County, Michigan, and carrying with it 200 acres of mineral 
land. The incorporators and the amount of stock subscribed 
for by each as of April 3, 1922, are as follows: 


Name Address Shares Amount 
James R. Cooke Detroit, Michigan goo $22,500 
Frank Patterson Calumet, ss goo 22,500 
John H. Jerome Detroit, + 100 2,500 
John H. Wilson S i 100 2,500 


The entire mine property is conveyed to the company by 
Cooke and Patterson in full payment for their subscriptions, and 
Jerome pays cash in full for his 100 shares. Wilson pays $100, 
but, failing to pay the balance, his stock is declared forfeited. 
Cooke and Patterson each donate 200 shares of stock to the com- 
pany, this stock to be sold for the purpose of providing working 
capital. Of the donated stock, 200 shares are sold at $15 per 
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share and roo shares at $20 a share. All this stock is paid for in 
cash. The sum of $2,000 has been paid out for development 
expenses, and $1,000 is paid on account of new buildings and 
construction. The various organization expenses have been 
paid by the incorporators, who are reimbursed after incorpora- 
tion. 


§ 140. Opening Entries 

The books of account must contain a complete record of the 
business operations of the company. The official books and 
records to be kept by the secretary must be purchased and duly 
entered up. Opening entries for the corporation are made, 
under a slightly different plan from the preceding illustrations, 
as on April 3, 1922, the date of organization: 


April 3, 1922 
Wnissued Stock. ...<. dhe co ste aoe ete Debate sep $50,000 
MorCapitalstock#AUuthorizeds sf. cet Suan $50,000 
The Copper County Mining Company has this day been in- 
corporated with a capital stock of $50,000, par value of 
shares $25 each. (See minute book, page 4.) 


TEVENS 1s (Gee) 4 ee otte 0 Oh AOD TOE Deere > Ole aia $22,500 
HEUER AC LCL SOM Pinna as gereen ey aie. ol oh sca, 1 neken eae enter 22,500 
Otis EN aN CTONIG meen ar eatin persue gyeanss cae rater 2,500 
Tice) nea, TS Lae SU SYS Re ace Reap we nei BICURERTS 2,500 
on@apitalsstockwoUDSCrDed i gi... uma ckeemere ents $50,000 
Subscriptions have been received as follows: 
ameswRa Cooke tp ais6 ee bel rate got tock tee goo shares 
inaivikgiea ChersODeWan tacse tb iacas: oh eirasqs cdeuew eae goo 
SVOMMPEL MVCLOMED atari ce ete acters 100 
Ohne MWASOM Ty ee ea iret Sale La ake 100 


ANeh |faan 18 by |ParotD lon sen OBE CBG on Oct GOL doboGor $ 2,509 
[ON WHO fen, See HOntbh een awh wie somre 100 
For full payment of Jerome’s subscription to 100 shares of 
stock, as per agreement; payment of $100 on Wilson’s 
stock, balance to be paid in 10 days. 
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Copper County: Mine Property| /. .. 2st oi ae 2 ae werpree $45,000 
Monlames RojCOGKG rt toes es ace ee oe err eee tel $22,500 
Eirank: Patterson. cases coancieictaeri es Mere Reems 22,590 


The Copper County Mine property and all improvements 
have this day been conveyed to the Company by Cooke 
and Patterson in full payment for their subscriptions to 
stock of the Company, 1,800 shares. By order of the 
Directors. (See minute book, page 5.) 


Capital’ Stocks Subscribed it a -nn-euwe Nemes crear eee Lire $47,50¢ 
To Wnissued Stock. . ee mac gence s 0 ee ee ee $47,500 
To record the issuance of certificates, as follows: 
Jobnet ayerome (NO. deus. acetone aan 100 shares 
James R: (Cooke (NO- 2) «2. .o ce hemi ete goose 
Frank Patterson (No. 3).......0.....00%-. goo “ 
Organization Hxpenses .../- ase 6 oye Sedo eee ak ee sr $ 325 
WO" Cash? Oooo ea Se Tae oe a SEE, 3 $ 325 


To cover various incorporating fees and expenses advanced 
by incorporators, $35; charges of attorney, $150; charges 
of accountant, $75; other preliminary expenses, $65. 


§ 141. Entries for Donated Stock 


When stock is donated to the treasury of a company, an 
entry is required debiting Donated Stock or Treasury Stock,* 
and crediting Working Capital Donated, Donation, or Donated 
Surplus account, as follows: 

PETEASUIY= SEOCK at. ny See heen toe koe eee Cire RTT: ee ee $10,000 
No Working: Capital Donatedts mamas. sake ne. ee $10,000 
For 4vo shares of the Company’s stock donated by James R. 


Cooke and Frank Patterson, 200 shares each, to be sold to 
provide working capital. 


The donated stock is placed in the hands of a trustee, usually 
one of the officers, appointed either by the donors or by the 
company. An account with this trustee is opened in the stock 
book and credited with the 400 shares donated. The stock 
book accounts of the donors are of course debited. The donated 
certificates are attached to their respective stubs in the stock 
certificate book and canceled, but stock certificates need not be 


® See Ch. X, ‘“‘Par-Value Donated Stock." 
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made out in the trustee’s favor, as that necessitates the making 
of transfers each time a sale is made. As the stock is sold 
certificates are made out direct to the purchasers, but the record 
of issue, both in the stock certificate book and in the stock ledger, 
will show that the stock has been transferred from ‘“Trustee’’ 
account. The following entries, most of them in the cash book, 
are necessary: 


Working Capital Donated. .......6..0000 cece cence UF Ut. 2 2,000 
Wo ‘Breasuty Stock’. tay. ahha. gosl> tuajas Peetage see $5,000 
For sale of 200 shares of treasury stock at $15 per share to the 
following persons: 
(Names entered here) 


WorkingsGapitalsWonated sprees. 0nit2 toe st arluierd \se ioe eb rereeyee 500 
‘fo Treasury Stock 20Geu?. Mu. WALA 2, Ee $2,500 
For sale of roo shares of treasury stock at $20 per share to the 
following persons: 


(Names here) 
Costotibevyelopment trap ser rere <u rye mys sep dees “ay eee $2,000 
TRIM CAB IBS too oRenaoe 3 BO CEmer pomae tans 6 aotiaus $2,006 
Expenditures for developing the surface and entrance to the 
mine. 
Mine Construction (or Building and Improvements)........... $1,000 
Ra (CRG, 8 BRIE ok 6 ence ne caphe eae SENOS HA RO OUO cet $ £,000 


Expenditures for construction purposes at the mine. 


§ 142. Entries for Forfeited Subscription 


The subscription of John H. Wilson was not complwted, and 
after calling on Wilson for payment of the amount still due on 
his stock, $2,400, without result, it was declared forfeited. It is 
debited back to Capital Stock Subscribed as follows: 


Capital Stock Subscribed. .........-.. ces ee eee e ete eee n eens $2,504) 
IN [Olney Ble WRU SSA, 4 a aon amok on Og mc acre om oetd oar $2,400 
Proton Forfeited Stock... asp cccecrse mer =o are 106 


For 100 shares of stock subscribed for by John H. Wilson, on 
which but $100 was paid and the stock was therefore de- 
clared forfeited. 
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The entry to be made for forfeited stock must obviously 
depend on the manner of making the opening entries. 

The $100 paid by Wilson is retained by the corporation and 
is credited to Profit on Forfeited Stock, to Premium, or directly 
to Paid-in Surplus.6 Before forfeiting stock for unpaid sub- 
scriptions, the statutes of the state should be consulted for the 
procedure required. In the absence of any such provision, the 
stock may be forfeited when the subscriber, after demand there- 
for, refuses or fails to pay the amount due. Sometimes the for- 
feited shares are advertised for sale and sold to the highest 
bidder who in this case must offer at least $2,400. 

There are still on hand too shares of treasury stock which 
may be sold at an early date or held until it will sell for a higher 
rate or even a premium. In case the mine proves to be success- 
ful, there should be no difficulty in disposing of this stock at a 
higher price. The profit realized from the donation of stock 
may be transferred from Working Capital Donated account to 
Surplus, if so desired. 

The foregoing entries are for a mine with a small capitaliza- 
tion,but the general requirements are the same for any mining 
company. 


6 See § 48, 


CHAPTER, XVI 


INCORPORATION OF SOLE PROPRIETORSHIP 


§ 143. Financial Details of the Incorporation 


Charles W. Hampton has been conducting a wholesale and 
retail mercantile business for the past ten years in the City of 
New York. He wishes to bring other parties into the business, 
and with this in view has decided to incorporate as of May 9, 
1922, under the name of the ‘‘Hampton Trading Corporation,” 
with a capital stock of $250,000, consisting of 2,500 shares of the 
par value of $100 each. ‘The balance sheet of Charles W. 
Hampton is as follows: 


CHARLES W. Hampton 
BALANCE SHEET, AS OF May 1, 1922 


Assets Liabilities 
AUGER Hn. hee hae $ 30,000 | Mortgage on Warehouse.... $ 25,000 
Store and Warehouse...... 50,000 | Loans‘from Bank.......... 10,000 
store Equipment, . ....0<..+> 8,500 | Notes Payable...:........ 17,750 
Delivery Equipment....... 9,000 | Accounts Payable......... 22,800 
Office Equipment.......... 4,400 a 
Merchandise.............. 46,300 Total Liabilities......... $ 75,550 
Accounts Receivable....... 16,400 | Charles W. Hampton, Capital 
Notes Receivable.......... 9,350 ES COOUMI Eis cate Acne Rien 105,140 
‘LESIN, cat denna taeeetaar Rese tae 6,740 

$180,690 $180,690 


The shares have been subscribed for as follows: 


Name Address Shares Amount 
Charles W. Hampton New York City 1,250 $125,000 
Samuel Johnson - 500 50,000 
James J. Miller ¢ 500 50,000 


Lincoln Webster Albany, New York 100 10,000 
Robert W. Kester ee 100 10,000 
1165 
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Hampton is to receive 1,250 shares of full-paid stock in 
exchange for his business, buildings, stock, and equipment, 
including the various assets and liabilities as per the accompany- 
ing balance sheet. The business of Hampton is to be taken over 
as soon as possible after the first meeting of the directors, at 
which time the other subscribers to the stock of the company will 
pay 50% of their subscriptions, the remainder to be paid August 
9, 1922. 


§ 144. Good-Will ' 


The net worth of this business, which the corporation is t¢ 
purchase for $125,000 of its capital stock, is seen by the above 
balance sheet to be $105,140. If this is the real value of these 
net assets, and the capital stock is considered as being worth its 
face value, then there must be another asset of a value of $19,860 
which is being purchased. This asset is the good-will of Charles 
W. Hampton, the proprietor of the individually owned business. 

Good-will is not an item entering solely into corporation 
practice, therefore a full consideration of it would be beyond the 
purposes of this work. It does, however, enter into transfers 
of going businesses with such uniformity that it cannot be 
altogether ignored. 

“‘Good-will is the monetary value placed upon the connection 
and reputation of a mercantile or manufacturing concern, and 
discounts the value of the turnover of a business in consequence 
of the probabilities of the old customers continuing.’’? An 
eminent English jurist’ defines good-will as “every advantage 
... that has been acquired by the old firm in carrying on 
its business, whether connected with the premises in which the 
business was previously carried on, or with the name of the 


late firm, or with any matter carrying with it the benefit of the 
business.” 


1See also Book I, § 91; and Book II, §§ 127-132. 
2 Lisle on Accounting in Theory and Practise, 
3 Vice-Chancellor, Sir W. Page Wood. 
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Lisle in his “Accounting in Theory and Practice,” gives as 
the basis of the value of good-will, the place, the name, and the 
chance that no one connected with the old firm will step in to 
compete. There are other elements which enter in, however; 
such as the personnel of the concern, its trade-marks, etc. Al- 
though complex, good-will may be defined in general terms as the 
value of any benefits a business may enjoy or advantages it may 
possess, apart from its actual property or other tangible holdings. 


§ 145. Practical Aspects of Good-Will 


In another part of the present volume an accepted method of 
determining the value of good-will has been given. The purchase 
and sale of a going business, however, is a matter of barter, and 
barter is a problem of give-and-take. The price agreed upon 
between a buyer and a seller may not be, in the opinion of ex- 
perts, the value of the article. Usually it is based on a compro- 
mise between the buyer and seller rather than upon any theoreti- 
cal or appraised valuation. The purchase price of the good-will, 
theréfore, becomes the difference between the amount paid for 
the other assets and the total amount paid, irrespective of any 
calculation as to what its value should be. It is, then, the 
difference between the actual value of the property for which 
stock of a corporation is issued and the par value of that stock. 

Good-will is a thing to be acquired, and not created arbi- 
trarily by a book entry, and if it is legitimately acquired for 
value there is no reason why it should not be allowed to remain 
on the books as a permanent asset. But because of the wide- 
spread practice of overcapitalizing which has grown up in cor- 
porate organizations, the Good-Will account is almost invariably 
the difference between the true value of the tangible assets taken 
over and the value acquiesced in or placed upon the business as 
a whole by the board of directors. In other words, a Good-Wiil 
account is commonly used in the books as an offset to overcapi- 
talization of the tangible assets. 


4 Book II, Ch. XIII, “Capitalization—Good-Will, Surplus and Initial Expense.”’ 
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§ 146. Accounting Treatment of Good-Will 


Because of this fact, good-will is looked at with suspicion, 
and there has been a tendency in modern business to dispense 
with good-will altogether, it being written off the books grad- 
ually. The General Electric Company and the Victor Talking 
Machine Company have each written their good-will down, the 
one to $1 and the other to $2, at which amounts it is now being 
carried on their respective books; and many other prominent 
corporations have pursued the same. policy.. The tax laws 
enacted during the period of the Great War checked this trend; 
but now that invested capital no longer enters into federal in- 
come tax computations, we may see a return to the former 
practice of writing down good-will, even when it has been pur- 
chased for cash, by charges against Profit and Loss or Surplus. 
If the good-will is on the books because of an excessive over- 
capitalization, it may well be written down as a surplus is 
acquired. 

The analysis of the Good-Will account is then: 


Goop-WILL 
Debit: Credit: 
With the cost of good-will acquired. With any portion of good-will sub- 


sequently written off. 
§ 147. Opening Entry 


' We may assume that the business of Hampton has been taken 
over in payment for stock, the first instalment on stock subscrip- 
tions has been received, and the various organization expenses 
have been paid. It is now necessary to complete the official 
records and make the opening entries in the books of account. 
The opening entries in the books of account should now be 
made, according to the plan adopted by the accountant. A 
matter of prime importance here is the inclusion of adequate and 


complete explanations. Vague or incomplete records should not 
be tolerated. 


i) 
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In the opening entries which follow, the accounts of incor- 
porators are entered in the general ledger. This would not be 
advisable if the number of incorporators or subscribers to be en- 
tered were large.5 


May 9g, 1922 
ROMALES EW ey Ela taaD LOM im ea eeetieh pac anesthe 55 asanieiviews Go ores $125,000 
SACU LP OMS MI: Mee eNeR TC eye ncn tase atts udyones cxcvexocortscieuefeleonee 50,000 
ames ip Matera? MN ssis2 tale eet). oik. belie. shoe. See ee 50,000 
HE CO LW CD SEE TRE. Aotsscs on sacecnsroteion hourveasveveddusseus a NT rc 10,000 
IRGDELCH VRP ISCSLOL ae err ner PVR rants triccet tis when ase 10,000 
UmISSUCU LOCK Eee TNA chr ee 5,000 
PoiGapitas tock Gy; hate Pattie Rea eee $250,000 


Hampton Trading Corporation, incorporated with an 
authorized capital of $250,000, divided into 2,500 
shares of $100 each, subscribed for as follows: 


@harlestWiHaniptomar. sis..ndccraans 1,250 shares 
Samuel Johnson 54) -y.e56.ra sets sees seis SOO cepts 
James J.Miller gases alt. 3hf- red: ato} bee BOO} +“ 
Aincoln: W ebstebenjtatescrtis abd Jaber: TOO nis 
Robert W. Kesten. grade. fuer aso ta TOOLaa 
Unissued Stockpersgsra gael ©. desde Sons tye) 


Subscriptions payable 50% in cash and 
balance August 9, 1922. 


§ 148. Transfer of Business 


At the time of incorporation, certain necessary expenses must 
be advanced by the incorporators or by the attorney in charge. 
These are reimbursed after organization. All cash entries are 
given in the cash book shown below. The only remaining journal 
entry required is that recording the transfer of assets and liabili- 
ties from Hampton to the corporation. 

As will be seen, the cash turned over by Hampton is included 
in the journal entry, in order to show all of the assets and liabili- 
ties together. This plan, which obviates the necessity of splitting 
entries, is to be favored for it sets forth the entire transaction. 
The cash account is ticked in the journal, and the general ledger 
account in the cash book, to indicate that they are not to be 


6 For other entries to accomplish this result, see Ch. VI, ‘‘Par-Value Stock of Original 
Issue—Not Full-Paid at Once.” 
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posted. If this were not done, the items might be posted from 


both books. 


1 UC LA Ae rer Rae A a bh ni cle eR Se cichrve cit gepsiges™ $30,000 
Storetand Watehousefta),.. Hck theese eners vebies err 50,000 
StoresEquipiientry svngp. 2. te ans A te aan 8,500 
Delivery: EQUipINGAt 5, srstarrtinn yet h ak Page ariel 9,000 
OM Ce TE UIPAMTE Is. t-s.e-tcnvorerotekor Acer ace N CR dered Creech delete 4,400 
Merchandise eitia. te... a iravk Sheressntr bs stenskstcstod ORS PRT ENS mee beret dees 46,300 
Accourits REECE ab! 6 x sya. ren eer cose ek ee ace ao 16,400 
INOtesyReCeHVADIO’, «a6 1c jeveci2t tragic an eo ee 9,350 
(GASH ee OMCRE ES Ses: 5. 04 bottanive.ssmoechetcacl nar eee aca ceamicnee a eee 6,740 
GoodEWall ic 2 eos. bt aerated os ee eee es SE 19,860 
ToMortgages: Payables . notin . popssugqaek $ 25,000 
Bank, Loansi24... 019) . Day eee oa. Ley: 10,000 
Notes Payable... .....st#00l 68 Ta beer ndue 58 17,750 
Accounts Payable Oerct Fx aeaacenscd stony. = = x ARETE 22,800 
CharlesiW -sHanipteni®. 42h Aen. cr eee cela. ae 125,000 
For the entire assets and liabilities of Charles W. Hampton, 
taken over this day in full payment of his subscription. 
A good-will of $19,860 is allowed over and above the 
net worth indicated .by his balance sheet. (See minutes 
of stockholders and of directors for authority and for 
further details.) 
§ 149. Cash Book Entries 
CasH Book 
1922 1922 
May 9 Samuel Johnson (Paid May 9 Organizing Expenses: 
on Mayo) hue, ses $ 500 Organization Tax..... $ 125 
Charles W. Hampton Filing Certificate. ... 10 
(Balance transferred) 6,740 Recording Fees... .. 20 
Samuel Johnson...... . 24,500 Counsel’s Fee....... 250 
James J. Miller. ..... 25,000 Accountant’s Fee... . 250 
Lincoln Webster... . . 5,000 Other Outlays...... 200 
Robert W. Kester. ... 5,000 Balancez!t:3.....19401 65,885 


(Payment of first in- 
stalment of 50% on 
subscriptions to 
stock.) 


$66,740 


$66,740 
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§ 150. Other Entries 


The necessaty entries have now been made in the journal and 
cash book, and the accounts called for by these entries must be 
opened in the general ledger. An account should also be opened 
for unissued stock. The subscribers’ accounts will be credited 
and cash debited, through the cash book, when the final pay- 
ments are made August g, 1922. 

There is nothing unusual in the form of any of these ledger 
accounts and they are not shown here in account form. 

In the stock ledger, records of the stockholdings of each sub- 
scriber must appear. Instalment receipts must be issued as pay- 
ments are received, and stock certificates made out when the 
final payments are made. It is the duty of both the attorney and 
accountant to see that the general procedure is in accordance 
with legal and business requirements. 


CHAPTER XVII 


INCORPORATION OF PARTNERSHIP 


§ 151. Conditions of the Incorporation 


The entries of the present chapter are those required for the 
amalgamation and incorporation of two Chicago partnerships 
which for a number of years have been successfully engaged in 
manufacturing. The entire business—plant, good-will, current 
assets, and liabilities—of each concern is to be transferred to the 
new company in exchange for capital stock. 

In Illinois the entire capital stock must be subscribed and 
one-half paid up before the company is permitted to begin opera- 
tions, and therefore the partnership agreements to take stock 
appear in the application for a charter. The actual transfer of 
the partnership assets and liabilities to the corporation is not, of 
course, made until the latter is completely organized and ready 
to enter into contracts. The transfer acts practically as a dis- 
solution of the partnerships. 

The change of ownership incident to the transfer of a partner- 
ship business to a corporation does not necessarily produce any 
change in the business or in the established policy of manage- 
ment; or even in the manner of keeping the books of account, 
except such changes as are necessary to adjust the capital ac- 
count to the altered conditions. During the process of the incor- 
poration now to be considered, the partnerships go on with their 
operations as before, all profits after the agreed date belonging 
to the corporation. 


§ 152. Agreement for Incorporation 


Certain preliminary agreements have been entered into by 
the owners of the two concerns now being consolidated. The 


1172 


— 


Ch. 17] INCORPORATION OF PARTNERSHIP 1173 


details necessary for the accountant’s purpose are given in the 
following extracts from the preliminary agreement for incor- 
poration: 


This Agreement for Incorporation made this 28th day of April, 
1922, by and between Robert Lowell, Walter F. Mason, and 
Norman Lowell, copartners in the manufacture and sale of chemicals 
and chemical supplies in the city of Chicago, under the firm name 
of Lowell, Mason & Company, and Nelson G. Oliver and George 
Dickson, copartners in the manufacture of chemicals, also in the 
city of Chicago, under the firm name of Oliver & Dickson. 

Witnesseth: 

1. That the business heretofore conducted by each of the above- 
named firms shall be amalgamated and incorporated under the laws 
of the State of Illinois as the Lowell-Mason Chemical Company. 

2. That the capital stock of said corporation shall be Five 
Million Dollars ($5,000,000), consisting of Three Million Dollars 
($3,000,000) of common stock, being 30,000 shares of the par value 
of One Hundred Dollars ($100) each, and Two Million Dollars 
($2,000,000) of seven per cent (7%) cumulative preferred stock, 
being 20,000 shares of the par value of One Hundred Dollars ($100) 
each. Three Million Dollars ($3,000,000) of the common stock, 
being the entire issue thereof, and One Million Dollars ($1,000,000) 
of the preferred stock, is to be issued full-paid in exchange for the 
said businesses as going concerns as hereinafter stated, including 
all of their assets, credits, trade-names, formulae, and good-will, 
and said incorporated company shall assume all of the outstanding 
liabilities of the said firms as existing at the time of transfer on the 
date of final organization. 

3. That the stock of the said corporation shall be issued full- 
paid as follows: To the aforesaid firm of Lowell, Mason & Com- 
pany, One Million, Five Hundred Thousand Dollars ($1,500,000) 
of common stock and Five Hundred Thousand Dollars ($500,000) 
of preferred stock, distributed to the partners as follows: 


Robert Lowell, 7,500 shares common and 2,500 shares preferred 
Walter F. Mason, 6,000 ‘“ ie 2000) 1“ cs 
Norman Lowell, TROOM me ee cS OOneacs me 


To the aforesaid firm of Oliver & Dickson, One Million, Five 
Hundred Thousand Dollars ($1,500,000) of common stock and 
Five Hundred Thousand Dollars ($500,000) of preferred stock, 
divided equally between the partners. 
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The remaining stock, being One Million Dollars ($1,000,000) of 
preferred stock, is to be underwritten by Baker, Wilson & Shaw, 
bankers, at 95 (5% commission), a contract to that effect having 
already been executed. 

4. Andit is covenanted and agreed that Two Hundred Thousand 
Dollars ($200,000) of common stock shall be returned by the afore- 
said contracting parties to the corporation, One Hundred Thousand 
Dollars ($100,000) from each firm, to be treasury stock and to*be 
given to the said bankers free of charge as a bonus with the One 
Million Dollars ($1,000,000) of preferred stock subscribed by them. 


§ 153. Underwriting Expenses 

In the present instance the amount of preferred stock under- 
written is $1,000,000, the bankers agreeing to take this entire 
block at 95, or rather on a 5% commission basis. They then 
sell the stock to their customers at such higher price as may have 
been agreed upon or as the conditions permit, the difference © 
between the cost and selling prices representing their profit. It 
is probable that in a case like this the preferred stock would be 
sold at par and the $200,000 of common stock be included there- 
with as a bonus, the transaction bringing the bankers a profit of 
$50,000, the amount of their commission. 

To the newly organized company the $50,000 realized by the 
bankers is regarded as a selling commission, exactly as if the ex- 
pense of selling the stock had been incurred by the company 
itself. The bonus of treasury stock given the bankers might be 
entered on the books, as shown later; or be transferred directly 
from the stockholders to the banking firm, or to the new pur- 
chasers, without being entered on the books at all. As the incor- 
porators have donated the stock, it matters little how the trans- 
_ action is handled so long as the desired end is reached, and such 
receipts or other evidences of it are preserved as will establish 
the facts should the necessity arise. 

When stock is underwritten it is not unusual for the bankers 
to turn over to the company full payment for the underwritten 
stock; a check for the difference between this amount and the 
underwritten price being, in turn, given to them. Such amount 
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is then charged to Commission account or to Underwriting Ex- 
pense or some other suitable account. This has the merit of 
bringing the transaction on the books in a very clear and simple 
manner, and of eliminating from record the appearance of selling 
stock at a discount. In the present case, however, but 50% of 
the par value of the underwritten stock ($500,000) is paid by the 
underwriters at the time, and a check for $25,000 (s% commis- 
sion on 50% of the underwritten stock) is given to them. The 
remainder of the underwriters’ subscription ($500,000) will be 
paid later as per agreement. 


$154. Balance Sheet of Lowell, Mason & Company 


The balance sheets of the two partnerships, Lowell, Mason 
& Company and Oliver & Dickson, as of May 1, 1922, before the 
incorporation, are given below. These statements and the data 
from the agreement for incorporation already given, form the 
basis for opening the books of the new company. 


Lowett, Mason & Company 
BALANCE SHEET, May 1, 1922 


Assets Liabilities 

Bande, sire, $ 100,000 | Mortgage Payable........ $ 100,000 
Buildingsws) f <2 asia: oh: 150,000 | Interest Accrued......... 2,500 
Machinery and Tools...... 115,000 | Notes Payable........... 40,000 
Patents and Patterns...... 72,800 | Interest Accrued......... 1,500 
Trucks and Motors....... 25,000 | Accounts Payable........ 30,250 
Fuel and Supplies........ £2,400, Accrued axestt. 20) lan. 6,500 
Raw; Materialiy. cis. orn ost 52,800 | Reserve Accounts: 
Workin. Process. « sn... 571300 For Depreciation....... 12,000 
Finished Stock. ..........- 44,900 =— Bad) Debts... alan 2,200 
Deferred Charges to Operat- Capital Accounts: 

IU rot scytc sau: fase 9,250 Robert Lowell. . $500,000 
Investments in Stocks and Walter F. Mason 400,000 

BOnCSERar on Auth Lrtarcdic the 143,700 Norman Lowell. 100,000 1,000,000 
Notes Receivable......... 142,000 
Accounts Receivable...... 174,800 


CESS errr 0 CREE B 95,000 


_ $1,194,950 : $1,194,950 
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§ 155. Balance Sheet of Oliver & Dickson 


OLIverR & Dickson 
BALANCE SHEET, May 1, 1922 


Assets Liabilities 

Leascholdite “faucets bes $ 156,000 | Notes Payable (Secured) . $ 126,000 
Machinery and Tools...... 85,000 | Accounts Payable........ 136,300 
Delivery Equipment...... 30,000 | Interest Accrued.....:... I,600 
Fuel and Supplies........ 9,400 | Accrued Operating Charges 10,700 
Patents and Patterns...... 122,000 | Capital Accounts: 
Raw. Materials ote «crac cee 75,100 Nelson G. Oliver $500,000 
Work in Process.......... 80,900 George Dickson. 500,000 1,000,000 
FinisheduStockirs ss ay.srenia 198,000 
Deferred Charges... =~. 12,300 
Bonds and Securities...... 150,000 
Accounts Receivable, Net 

(book value $223,000)... 221,500 
Cashin 1305, USE. SITIO 134,400 

$1,274,600 $1,274,600 


§ 156. Opening Entries 

The opening entries for the new corporation must be such as 
will record correctly and in proper sequence the various transac- 
tions involved in the incorporation of the company, and in 
transferring to it, in exchange for its capital stock, the entire 
plant, business, and net assets of each firm. Those shown below 
do not differ materially from the entries given in previous chap- 
ters, except in the manner of making charges for stock. Instead 
of opening accounts for the various subscribers or even for sub- 
scriptions, accounts are opened separately for the three different 
concerns which have subscribed for stock, each firm being 
charged with the amount of stock to be turned over to its mem- 
bers, or to whomsoever it directs. A separate entry and expla- 
nation might be made, if desired, for each firm, or even for each 
subscriber, but in either case each entry should clearly state the 
amount of common and preferred stock taken. The entry for 
stock given to the banking firm might with possible advantage 
be separated from the others. 


Ch. 17] 


First Entry: 


INCORPORATION OF PARTNERSHIP 


May 1, 1922 


Bowell: Mason: & Companiyix: bcs ls deere sic ssi eteeie ears $2,000,000 
Dlivenwa Dickson as eee ewer Teas al. rma ane! 2,000,000 
Ba eLomW 1ISOMMOCO A WINER eGnr Al cyoree avec crear yea Re 1,000,000 


The Lowell-Mason Chemical Company is incorporated this 
day under the laws of Illinois, with a capital stock of 
$5,000,000, divided into 30,000 shares of common stock 
of the par value of $100 each, and 20,000 shares of 7% 
cumulative preferred stock of the par value of $100 each. 
From the firms above debited subscriptions have been 
received for the entire common and preferred stock of 
the Company, the distribution of this stock, as per 
agreement for incorporation, the subscription list, and 
the certificate of incorporation, being as follows: 


Shares 
Name Common Preferred 
RoberteLowelliey.-ccetceros te teks 7,500 2,500 
Walter ba Nason teu ewes etc ear. 6,000 2,000 
Norman JLowell@ecce, .. occ bocce I,500 500 
Nelson GyOliverttas:. Ns, xt. 3.c-0%s 7,500 2,500 
George Dicksonie sore «cp imychi wicks 7,500 2,500 
Bakers Walson 6c SMA We vac oes is ejeiie acis-eie 10,000 
Ota eats ahs steiecs \slaisiei'e sige 30,000 20,000 
Second Entry: 
HEYA TCL pees hey CNRS MOMIN so stl gs a peor uc Povenest vacances fa Us unlohee aaa fe $100,000 
aT GIS SS MNO IOD 2 3, o> /pxchesayeisyesouesteia yond <atescdeasbvpokeatoite 150,000 
VFA CHIT Er AATGMIROOUS le ws crecesenevenereucten vet ever ofecpeenchsbexcesionoht- 115,000 
PAtentstand Wate Rn Sye Mirai etait deard revovesexcherapstavetereuthers 72,800 
alracks:an Gd: MOtOrse Ne cerycy netaeiine cele crores eeasreeer IIe 25,000 
Huelandssupplies tan Avery hoon eve esc toxectelonaereele 12,400 
RawaeMiaterial. Sonee mics idee te Pee N em On aCe 52,800 
Work Wie TOCESS april atrncle serrate yora.e = stelatch diaueye: erates 57,300 
TRATES IE GS COC Kink cut Poh ot toes Genre tie tater t+ daa «teks Phra tatege 44,900 
DerérrediChargesstoOperating. 40. 0... cece dein y ene 9,250 
investments ii stocks and BOndSs a +12... aetstecgers cic 143,700 
INOLE SHIR CCELV AD Gre wreieciminey ccs 2 oitsalh siete aot aie nafs 142,000 
FRCCOMMISAREGCELVAD LG atria titre orcidig fiarte.s, «noite eit berstessrea nes 174,800 
ashy. She rk..5 SASS A i rei ecches tid beth dates aS 95,000 
Good Willige. cath Moers nes Hee aerb em eds -g 1,000,000 
To Mortgage Payable tinier) Sen chee eae ois 


NeiteEresteAGCHUICd,5 4c. cis taptere vin aroiene wlele is fees oes 
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$3,000,000 
2,000,000 


$100,000 
4,000 
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Notes: Payables cree. at eke tee aememee aees 
sAccounts bavablen mice ece caeeedaee creel 
AGCTUCUSPAKES: Feta ee eee ee ee ee 
Reservettor Depreciation... ..4 0 ..¢secm-= 
Resérve tor bad Débts,...4.22492% 2226+ eee 
Lowell, Mason & Company... 2. -- n-ne 


To record in the ledger the various specific assets and 
liabilities turned over by Lowell, Mason & Company, 
as a going concern, in full payment of stock sub- 
scriptions to 15,000 shares of common and 5,000 
shares of preferred stock of the Company, as per 
agreement for incorporation. (See minute book, 
page 5.) Allright, title, and interest in the assets of 
Lowell, Mason & Company are conveyed to the 
Lowell-Mason Chemical Company, and all liabilities 
of that firm are assumed by the Lowell-Mason 
Chemical Company, as per agreement for incor- 
poration. 


Third Entry: 
eeasehold toes athe, s ote ouescheuaael Cee Ne eh orate fe OR 
Machinery and) Loolststss =. +. <n eres ae ener eee 
Delivery Equipment Stet: Les ath Ape h Gee ee 
Euelkand! Supplies..c setts ices trie ee er ee rere 
Patents and Patterns 


Deterred: Charges ea. «.cakhusot eet c cir e ee tes nie 
Bonds and Securities 
Accounts Receivable 


iLo.NotessPavablea(Secured) cemeramenier «eee 
AGCOUMUS payable. ce ny aac ee ee ete 
INCeresGACCIUe Crs trephine re: tae 
Accrued) Operating Charges-mas eerie 
Oliver & Dickson 


To record the specific assets and liabilities turned over 
by Oliver &. Dickson, taken by this company as a 
going concern, as per agreement for incorporation. 
(See minute book page 5.) 


$156,000 
85,000 
30,000 
9,400 
122,000 
75,100 
80,900 
198,000 
12,300 
150,000 
223,000 
134,400 
1,000,000 
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40,000 
30,250 
6,500 
12,000 
2,200 
2,000,000 


$126,000 
136,300 
1,600 
1,500 
10,700 
2,000,000 


ee 
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§ 157. Entries for Commission and Stock Bonus 


It then remains to make the entries for the payments by the 
underwriters, showing their commission and the turning over of 
the donated stock These will be as follows: 


Fourth Entry: 


Payment of 50% of subscription of Baker, Wilson & 
Shaw, underwriters, to $1,000,000 of preferred stock. 


Fifth Entry: 
Organiza tionyiexpensea Ge scis a cortae cians o ait seashore $31,000 
PROM Cas eee Meee cnet eR crs ene oc $31,000 
By order of the Directors for payment of various 
expenses incurred during the incorporation of the 
Company, including 5% commission to Baker, 
Wilson & Shaw on $500,000 of stock subscription. 
(Give items in detail.) 


Sixth Entry: 
SMreasti i SLOC Ke COMMON 6. Myce elayousie thejonsseccls nomen acueg Ne $200,000 
MA Lostock, Donation Account..2s15 tant osteo ee $200,000 
2,000 shares of common stock donated to the Com- 
pany in accordance with the agreement for incor- 
poration, as follows: 
Lowell, Mason & Company... +.... 1,000 shares 
Oliveri&eDicksont Pee ieee te ks T/o0Or ee 


Seventh Entry: 
Stock Dona HOMvACCOUNU ccs. teie eat oes. eps oa. cette: $200,000 
Wo Lreasuryqstock—-Common' ss). 47% 402 aden. os $200,000 
For the bonus of 2,000 shares of common stock trans- 
ferred to Baker, Wilson & Shaw as per underwriting 
contract, being one share of common stock for every 
five of preferred stock underwritten. This stock has 
been donated by the incorporators and is full-paid 
and non-assessable. 


An amount of $500,000 of the underwriters’ stock subscrip- 
tion still remains to be settled for as per agreement, at which 
time Cash and Organization Expense will be increased and the 
account with Baker, Wilson & Shaw closed out. 
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§ 158. Closing the Partnership Books 


The manner of closing the partnership books will be illus- 
trated in detail by the closing entries for Lowell, Mason & Com-_ 
pany. A somewhat different procedure is shown in condensed 
form in closing the books of Oliver & Dickson. 

It is not unusual, when a partnership is incorporated, for the 
bookkeeping system, if well-arranged, to be retained and be used 
by the new company, rather than to open new books. When 
that is the case, only such entries are required as are necessary 
to open the accounts peculiar to the corporation and record the 
transactions incident to incorporation. However, in the case now 
under consideration new books are presumed to have been 
opened, and of course all asset and liability accounts must neces- 
sarily be closed on the partnership books and the balances be 
transferred to the corporation’s accounts. 

It will be noticed that each firm has been allowed $1,000,000 
for its good-will in addition to payment in full for its net worth. 
The amount may be too much, but that is a matter with which 
the accountant is not particularly concerned since this has 
already been determined and he must accept conditions as he 
finds them. The two firms receive stock of the new company in 
exchange for their respective plants and net assets; and this 
stock in turn is apportioned to the former. partners in proportion 
to their holdings as set forth in the agreement. The successive 
entries shown below exhibit in proper sequence the procedure 
and book entries required. 


$159. Closing Entries on Books of Lowell, Mason & Company 


The following entries will properly adjust and close the ac- 
counts of Lowell, Mason & Company. The same end could be 
reached by different series of adjusting entries. 


May 1, 1922 


Walter be Masons oat. y cae ee 400,000 
Normans Lowell. carn asmeer neice eee eae 100,000 
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To place upon the books good-will of $1,000,000 in 
accordance with agreement for incorporation of the 
Lowell-Mason Chemical Company entered into 
April 28, 1922. Good-will apportioned according 
to the partners’ holdings. 


Lowell-Mason Chemical eee ORO So Tee 
To Land . Bee mats eclatoke (ack om ia Peet cues eae 
Baliiines:. Bes dena ee ite taeys 
Ma chineryandPoolss. = rpaetane tn c.s eens 
RatentsvandePatterns wos). eee ac... pene 
irucksrandelMotorseeariee sitet 
Buelband: Suppliessys syne 7 aye ochs se ney 
Ra Walia Colla at eent orca ene nc ecrk 
Work-in: Process. ys sc Rtascis P¥acveass dares 
Hinished Stock wean hee serene Io es 
Deferred Charges to Operating............. 
Investments in Stocks and Bonds........... 
INotestReceivablenecet ea cr | ook eke 


Plant, good-will, and sundry assets turned over to the 
Lowell-Mason Chemical Company in exchange for 
$2,000,000 par value of stock of that Company, as 
per agreement for incorporation. 


Niontcagereayablecsi mum oct waster cles scutes 
Notes: Payable... ...... se OFE1 ee : yl). To: 2a 
HaNCereStRACCIMCU eg uarlat ew tates chee nv aehee chs oe asaaenemnat ce 
PXCCOUNUSIE AV ADIC fo no on a aco fe ate as Ie TONE CSTE CORT 
Accrued Daxest) 2. NCc OO, OE, AAC aa 4 
Reserve for Depreciation} a. ors cha is) ters seh te o phi eg eve 
Reserve lols bad DeDts. 2 nsrevat ies Pats. ose tana ats 
To Lowell-Mason Chemical Company.......... 
To close accounts and transfer to Lowell-Mason 
Chemical Company all of the liabilities of this firm, 

as per agreement for incorporation. 


§ 160. Distribution of Partnership Assets 


$2,194,950 


$100,000 
40,000 
4,000 

" 30,250 
6,500 
12,000 
2,200 


I181 


$100,000 
150,000 
115,000 
72,800 
25,000 
12,400 
52,800 
571300 
44,900 
9,250 
143,700 
142,000 
174,800 
95,000 
1,000,000 


$194,950 


All assets and liabilities have now been closed off and trans- 
ferred to the new corporation; and the only accounts remaining 
open are the capital accounts of partners and the debit balance 
of the Lowel!l-Mason Chemical Company. The required amount 
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of stock has been received from the new company to pay for the 
$2,000,000 of net assets turned over. This stock is distributed to 
the former partners as originally agreed, and entered on the books 
as follows: 


Stock of Lowell-Mason Chemical Company........... $2,000,000 
To Lowell-Mason Chemical Company.......... $2,000,000 
For 20,000 shares of stock of Lowell-Mason Chemical 
Company received today in full payment for net 
assets shown in the previous entries. The stock is 
issued in the partners’ names as follows: 


Shares 
Com-  Pre- Par 
Names mon ferred Value 

Robert Lowell. ....... 7,500 2,500 $1,000,000 

Walter F. Mason...... 6,000 2,000 800,000 

Norman Lowell. ...... 1,500 500 = 200,000 

Wotales .phe.<etes 15,000 5,000 $2,000,000 
Robert Lowellso-6 2c a 2 eee $1,000,000 
Walter Mason 0.8 abcess ee 800,000 
Norman: Lowell: 2. =. o:.. ¢4202-<nrg Se ee ss 200,000 

To Stock of Lowell-Mason Chemical Company... $2,000,000 


For distribution of the above-mentioned stock to the 


partners, and to close the capital accounts of the 
firm. 


$161. Closing the Books of Oliver & Dickson 


The entries below illustrate another plan of closing the part- 
nership accounts. These entries are condensed as much as pos- 
sible so as to show merely the procedure rather than the record 
of details such as was shown in the previous closing entries. 


a 2idt do socuteiage sas ea Be: $500,000 
George Dickson: < 2:2... 1. - eee 500,000 


(Full explanation here.) 


Lowell-Mason Chemical Company 
Sundry Liabilities (listed separately)................. 276,100 

To Good-Will and Sundry Other Assets (listed 
B. LilO Site SUE . < HEMI UREe $2,276,100 


(Full explanation here for iransfer of all assets and 
liabilities.) 


ore ee 
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NGisonyGe Oliver. 1458. anced. basal, op $1,000,000 
GcoreemDicksoni-raateph red a ois boven innwtah roe, I,000,000 

To Lowell-Mason Chemical Company.......... $2,000,000 


To close capital accounts of the partners upon dis- 
tribution to them of stock of the Lowell-Mason 
Chemical Company: 


Shares 
Name Common _ Preferred 
Nelson G. Oliver........... 7,500 2,500 
George Dickson............ 7,500 2,500 
Gta es cs ees ma ceee 15,000 5,000 


§ 162. Balance Sheet of New Company 


LoWELL-MaAson CHEMICAL COMPANY 


BALANCE SHEET AS ON May I, 1922 


Assets Liabilities 

ianden te etter ews ian $16 100;000)||| Mortoage:Payable saan. $ 100,000 
TBXSUI Re Wire Yegci a ee Wee eee Wee ee T5O;OCOullm NOLES eayable. sani sare ae 166,000 
Machinery and Tools..... 200,000 ; Accounts Payable....... 166,550 
Patents and Patterns...... 194,800 | Interest Accrued......... 5,000 
Weaseholdis nist wiase ste 156,000 | Accrued Taxes and Charges 17,200 
Trucks and Motors....... 25,000 | Reserve Accounts: 
Delivery Equipment...... 30,000 For Depreciation....... 12,000 
Fuel and Supplies........ 21,800 » ebadeDebtsmenc cet: 3,700 
RaweMaterial i223. 343.1% 127,900 | Capital Stock: 
WiorksinePTocess! am -</-12- (4 138,200 GommimOn eo) eee 3,000,000 
Finished Stock........... 242,900 Preferred, 7% Cumulative 2,000,000 
Deferred Charges to Operat- 

Tay 22 ay so. eek ol Oe Ra RR RR 21,550 
Investinents i s'2 44% por 203,700 
Notes Receivable......... 142,000 
Accounts Receivable...... 397,800 
(Cashmere. cer cess SRN esse 698,400 
Subscriptions to Stock. .... 500,000 
Organization Expenses ... 31,000 
Good=Walleave men aac 2,000,000 


$5,471,050 $5,471,050 
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The accompanying condensed balance sheet of the new cor- 
poration shows the combined assets and liabilities and capital 
stock resulting from the merger. The balance sheet of each 
firm as already given shows its condition at the time of the 
incorporation. To the value shown, add $1,000,000 for good- 
will to the net capital of each firm to get the value placed upon 
its business. On the books of the new company the assets 
and liabilities taken over from the two firms are, of course, to be 
combined in the respective accounts, as shown in the balance 
sheet herewith. 


Part IV—Bonds and Funds 


CHAPTER. XVIII 
BOND RECORDS AND ACCOUNTS: 


§ 163. Treasury Bonds 


Bond issues are usually authorized for a stated amount, and 
the bonds are then sold at such times and in such amounts as the 
conditions permit. All bonds of the same issue usually bear the 
same date regardless of the date of sale, and any coupons which 
have matured before the particular bonds are sold, are clipped 
off, canceled, and pasted in the coupon register. The authorized 
bonds which have not been sold are sometimes called ‘treasury 
bonds,”’ which designation ordinarily includes the entire amount 
of authorized bonds not disposed of by the issuing company. 
Some accountants, however, prefer to give the term the same 
meaning as when employed in connection with stock, designat- 
ing as treasury bonds only such bonds of the company as have 
come back into its possession by purchase or otherwise, for in- 
vestment or for sinking fund purposes. 


§ 164. Issued and Outstanding Bonds 


The following paragraph, taken from the accounting classifi- 
cation of the Interstate Commerce Commission, indicates its 
designations of bonds before and after the issue thereof: 

For the purposes of the balance sheet statement, funded debt 
securities are considered to be nominally issued when certified by 
trustees and placed with the proper officer for sale and delivery, or 
pledged, or otherwise placed in some special fund of the accounting 


1 For general discussion of bonds, see Book I, Chs. LIV, LV; and Book II, Part II, “‘Cor- 
porate Securities.” 
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company. They are considered to be actually issued when they 
have been sold to a bona fide purchaser for a valuable consideration, 
and such purchaser holds them free from all control by the account- 
ing company. All funded debt securities actually issued and not 
reacquired and held by or for the accounting company are con- 
sidered to be actually outstanding. If reacquired by or for the 
accounting company under such circumstances as require them to 
be considered as held alive and not cancelled or retired, they are 
considered to be nominally outstanding. 


The term “treasury bond” is not used in the Commission’s 
classification. It is understood by the Commission, however, to 
cover either nominally issued or nominally outstanding bonds 
which are held by the corporation in its treasury upon its own 
behalf. It may be said that this is the stand taken by public 
utility commissions also, but the accountant or corporation 
official may freely use whatever caption for accounts he may de- 
sire, So long as it is one that is clearly understood by all concerned 
and the corporation is not subject to commission regulations. 


§.165. Accounting Records for Bonds 


Under some conditions transactions in bonds require no de- 
tailed record to be kept by the issuing corporation. If the bonds 
are sold through an underwriting syndicate, or through a bank 
or trust company which acts as transfer agent and registrar, this 
is always true. If, however, registered bonds are sold by the 
corporation direct, the treasurer or the accounting department 
must keep a full record, and for this purpose a bond register is 
necessary. 

Registered bonds are of two classes: (1) bonds which are 
registered both as to principal and interest, interest checks being 
issued on the specified interest dates direct to the holders of 
record; and (2) bonds which are registered as to principal only, 
the interest being represented by coupons and therefore payable 
to the holders of these coupons upon their surrender.? 

As explained later in the chapter, if coupon bonds are issued, 
~~ 2 See Book I, § 500. 
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a coupon register should also be kept. An index of bondholders 
is also usually maintained. This is merely a card list on which 
is entered the name and address of each bondholder, together 
with the number of his bond, its amount, and such other data as 
may be desirable. The card also provides for a record of the pet- 
son from whom the bond was transferred, in case it is not an 
original issue, and blanks for the name of the person to whom it 
may be transferred. 


§ 166. The Bond Register 


The bond register provides space for the name and address ot 
the holder, the number of his bond, the date it was acquired, the 
name of the transferee, and 20 columns for 20 interest payments. 
Thus a complete record is provided for a 10-year bond on which 
interest is payable semiannually. 

When a registered bond is transferred, a new one is issued on 
surrender of the old, just as a new stock certificate is issued when 
stock is transferred. The surrendered bond is canceled and filed, 
and in the bond register a red-ink line is ruled through the name 
and address of the former owner, and through the number and 
amount of the canceled bond itself. Also the number of the new 
bond is written directly after the last entry of interest payment 
on the old bond, as indicated on the form shown. A line ruled 
through the remaining interest columns then completely cancels 
the line devoted to the canceled bond, though the original entry 
still shows the transfer of the old bond and the number of the 
new bond by which it was replaced. The name and address of 
the owner of the new bond is then recorded on the first vacant 
line of the bond register in the column headed ‘“To Whom Is- 
sued,” and the record of the transfer is complete. 

As will be noted, the bonds are entered in numerical order, 
and any special bond may be readily located if its number is 
known. If the number is not known but the name of the owner 
is, the bond may be traced through the index of bondholders. If 


3 See Book IV, Forms 259a, 259b. 
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desired, the number of the page of the bond register on which the 
individual’s name appears can be entered on the index of bond- 
nolders.4 

The difference between the footings of the ‘‘Amount”’ columns 
of the bond register and the sum total of all bonds canceled— 
which is obtained by adding together all amounts through which 
the red-ink line is drawn—should agree with the balance of the 
Bond account in the general ledger. 


§ 167. Payments of Interest on Non-Coupon Bonds 


If the bonds are not coupon bonds, interest is computed on 
each at the half-yearly or yearly interest dates, and recorded 
under the proper interest period in the bond register. At the 
same time, interest checks are issued to the registered holders. 
The sum total of the footings of the Interest columns should agree 
with the total amount of interest checks issued, and is charged 
through the cash book to the Accrued Interest on Bonds account. 
This is on the assumption that accrued bond interest is entered 
monthly or at least prior to the date of payment. 

Interest checks are made out direct from the bond register. 
For the sake of accuracy, it is advisable to arrange these interest 
checks alphabetically and compare the names of the payees with 
the names shown by the cards of the index of bondholders. This 
reduces to a minimum the possibility of checks being made pay- 
able to the wrong person. 

The register for coupon bonds does not show interest pay- 
ments, but merely the ownership of the bonds. In such case the 
rulings for interest payments are omitted. The bonds are en- 
tered as presented for registry rather than numerically as is the 
case with registered bonds. 


§ 168. Payment of Coupons 


Coupons are generally presented for payment at the office of 
the fiscal agent or trustee, in envelopes specifying the title of the 
4See Book IV, Form 260, “Index of Bondholders.” 
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security, number and amount of the coupons, and the name o} 
the concern or individual presenting them. Payment is made by 
check when possible, and of course out of funds supplied by the 
issuing corporation. The coupons are canceled by having one or 
more holes punched in them; all canceled coupons are kept 
together, and at proper intervals are sent to the company which 
issued the security, with a statement of the account showing the 
total coupons paid and the amount still outstanding, 


§ 169. The Coupon Register 5 


Coupon bonds registered as to principal are entered in the 
bond register, and an alphabetical card index of bondholders is 
provided for each denomination of bonds issued. A coupon regis- 
ter is also provided for the proper record of paid coupons. 

If coupon bonds are not registered, but are transferred by de- 
livery, the bond register and the card index of bondholders are of 
course unnecessary, the coupon register alone being maintained. 

An entire page of the coupon register is required for the record 
of each bond, and all paid coupons belonging to that bond are 
pasted on the page allotted to it in the space numbered to corre- 
spond with the particular coupon. The method of using the cou- 
pon register is simple. As will be noted, the number, the amount, 
and a brief description of each bond are entered at, the top of the 
page devoted to that bond. As each coupon comes in and is paid, 
it is pasted over its number on this page. A glance at the coupon 
register will therefore show at any time what coupons have been 
paid and also what coupons are due but unpaid. 

A special bank account should be kept for the payment of 
coupons, and the balance of this bank account should agree with 
the total due and unpaid as shown by the coupon register. 


§ 170. Accounts Used 


Bonds may sell at, or below, their par value, or at a premium, 
depending in part upon the stability of the issuing company and 


5 Book IV, Form 261. 
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the rate of interest to be paid. The bonds may be all or partly 
sold at the time of issue, and those that have been disposed of 
may be paid for in monthly or periodical instalments. In any. 
case there are numerous expenses incident to a bond issue, and 
these may either be charged immediately to operating expenses 
or spread over a term of years. 

The financing of corporations through bond issues has already 
been discussed. The accounts used for recording sales of bonds 
are analyzed in the following sections. It will be seen that they 
correspond rather closely with similar accounts for handling 
capital stock transactions. 


§ 17x. Bonds Authorized Account 


Debit: Credit: 
With the par value of bonds retired. With the par value of bonds au- 
thorized for issue. 

The uses of this account may be considered as parallel to 
those of the Capital Stock Authorized account.7 Just as was 
suggested in that connection, separate accounts should be opened 
with each different series of bonds authorized, the nature of each 
issue being clearly set forth by the title of its account, as Author- 
ized First Mortgage 5% Bonds of 1940, Collateral Trust 5% 
Bonds Authorized, First Mortgage 30-Year Sinking Fund Gold 
Bonds Authorized, etc. ' 


§ 172. Bonds Unissued Accounts 


Debit: Credit: 
With the par value of bonds au- With the par value of bonds issued. 
thorized for issue. 

The difference between the balance of this account and the 
balance of the Bonds Authorized account represents, paralleling 
the equivalent capital stock accounts, the par value of the bonds 
outstanding. 

§ Book IT, Part IT, “Corporate Securities.” 


See $$ 33, 34. 
8 Separate account for each series of bonds. See § 171. 
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§ 173. Bonds Account 


Not all authorities consider it necessary to show the amount 
of the authorized bonds and of those unissued on the books, pre- 
ferring to enter only those issued as credits to a Bonds account ° 
whose functions are as follows: 


Bonps 
Debit: Credit: 
With the par value of bonds retired. With the par value of bonds issued 
or assumed. 


The use of this single account, the balance of which represents 
the par value of the bonds outstanding, is more satisfactory than 
's the use of the single Capital Stock account.!¢ When it is used 
it is well to show the amount of the authorized issue as a paren- 
thetical note at the top of the Bonds account. 

The objection raised to the failure to show the amount of the 
authorized issue on the books and on financial reports, is that by 
the authorization a mortgage liability of that amount has been 
placed on certain assets or income, effective when, and to the 
amount for which the bonds are sold. The showing of only the 
amount of bonds issued would, when that is less than the author- 
ization, fail to indicate the true amount for which the property 
would become mortgaged without further action than the sale 
of more bonds. 


§ 174. Bond Premium 


Debit: s Credit: 
With amounts of premium amortized. With premium received on bonds 
sold above par. 

This account when it exists has a credit balance and shows 
the amount of bond premium not yet written off. This premium 
is not a profit which should be used for the payment of dividends. 
On the balance sheet the balance of the account is usually carried 
among the deferred credit items on the liability side. 


* Separate account for each series of bonds. 
10 See § 36 
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The amortization of bond premium presents a number of 
problems which are discussed in a later chapter. 


§ 175. Bond Discount 


Debit: 

With the discount allowed to bankers 
or underwriters on sale of the com- 
pany’s bonds. 

With other bond issue expenses in- 
curred at the date of issue. 


Credit: 
With amounts of discount amortized. - 


This account is a deferred expense which is usually spread 
over a term of years. If, however, the profits will justify, it may 
be all charged off during the first one or two years. It is the 
practice to charge to this account all expenses incident to floating 
a bond issue. Such expenses are common to nearly all cor- 
porate bond issues, and are usually written off over the life of the 


bonds. The methods of handling this are discussed in a later 
chapter,” 

§ 176. Interest on Bonds 1: 

Debit: Credit: 


At the close of each month, or fiscal 
period if monthly profits are not as- 
certained, with the amount of interest 
on bonds outstanding applicable to the 
month or fiscal period just ended, as 
the case may be. The corresponding 
credit is to Accrued Interest on Bonds. 


Balance of this account constitutes a 
fixed revenue charge, and should be 
transferred to Profit and Loss account 
when the books are closed. 


When the cash receipts and disbursements method of ac- 


counting is used instead of the accrual method, the debits to 
this account will consist of the amounts of interest paid, the 
corresponding credit being to Cash. The account would be 
closed into Profit and Loss as by the accrual method. 


n ar) XXI, “Bond Discount and Premium.” 
2 [bi 


i 


13 See also Ch, XX, ‘‘Bond Interest.’" | 
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§ 177. Accrued Interest on Bonds 


Debit: Credit: 
With payments of interest on bonds At the close of each month, or fiscal 
outstanding, period if monthly profits are not 


ascertained, with the amount of interest 
accrued on outstanding bonds during 
the month or fiscal period just ended, as 
the case may be. The corresponding 
debit is to Interest on Bonds. 

The balance of this account is a liability, and represents inter- 
est accrued and not due. 

Since in most large corporations it is the practice to require 
monthly profit and loss statements and balance sheets, accruals 
of interest on bonds, mortgages, and other obligations must be 
set up in the general ledger accounts, 


§ 178. Funds and Reserves 


There are a number of accounts having to do with sinking 
and redemption funds and with various reserves, discussion 
of which is deferred to Chapter XXII, “Principles of Fund 
Accounting.” 


CHAPTER XIX 
BOND SALES 


§ 179. First Mortgage Bonds Sola at Par 


To illustrate the sale of bonds at par, we will assume that the 
directors and stockholders of the Lenox Iron Works have author- 
ized January 1, 1922, an issue of first mortgage gold bonds for 
$1,000,000, having 20 years to run, with interest at 5%, payable 
semiannually on the first day of January and July. The bonds 
are coupon in form with the privilege of registration as to 
principal. 

Under these circumstances, it might be permissible to ignore 
the matter as far as the books of account are concerned, until 
the bonds are sold, at which time an entry would be made only 
for those sold, as shown below. It seems prudent, however, to 
have a transaction of such importance placed upon the books 
immediately. For this purpose, at the date of issue and before 
sale of the bonds, an entry is made as follows: 

January I, 1922 
Wnicsucd HirstVMortvage BondSaniane eet ee $1,000,000 
To First Mortgage Bonds 
Authorized issue of $1,000,000 first mortgage 5% 


2o-year gold bonds as sanctioned this day by the 
directors and stockholders. 


Instead of “Unissued Bonds,” some other appropriate title 
for the account may be used, if desired, as “First Mortgage 
Treasury Bonds,” “Unsold First Mortgage Bonds,” etc. The 
credit entry may, if desired, be made to “First Mortgage Bonds 
Payable,” “Authorized First Mortgage Bonds,” “Bonds Pay- 
able,” or any other caption that will designate the issue clearly. 
If there are different issues, the caption may distinguish them by 
indicating the interest rate, the life, or the due date of the bonds, 
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as “First Mortgage 5% Gold Bonds of 1950” or “First 
Mortgage 6% 20-Year Bonds,” etc. 


§ 180. Entry of Sale of Bonds 


If the entire issue of bonds is sold by the issuing company for 
cash, the following entry should be made: 


ONE SEES A a a ena hae Fa $1,000,000 
To Unissued First Mortgage Bonds............. $1,000,000 


In case the bonds are paid for in property of some kind, then 
of course the property received is debited in place of cash. 

If the bonds were not recorded on the books at the time of 
authorization, the cash book entry would be: 


In case only a part of the bond issue has been taken at the 
date of issue, then a cash book entry to Unissued Bonds account 
must be made for only the sum taken. Subsequent sales of bonds 
for cash should be recorded in the same manner. In the sale of 
bonds after date of issue, however, the element of accrued interest 
is involved in the sale price and must be included. 


§ 181. Bonds Sold at Par and Accrued Interest 


Inasmuch as the entire bond issue bears the date of authori- 
zation, it is apparent that interest will have accumulated on all 
bonds sold on subsequent dates. It matters not whether the 
bonds are sold at par or otherwise; interest will have accrued on 
the par value thereof to the date of sale, and the investor is ex- 
pected to add it to the purchase price of the bonds. In that case 
the cash book entry would be as follows, assuming that $500,000 
of bonds were sold three months after the bonds were issued. 
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_ To Unissued First Mortgage Bonds.............-. $500,000 
First Mortgage Bond Interest..............-.- 6,250 
Sale of $500,000 of first mortage bonds and accrued 
interest on same at 5% for three months. 


The payment by the purchaser of this accrued interest in- 
volves no loss to him except the interest which the $6,250 so paid 
might earn from April 1 until the next interest date, three 
months later. His payment at this time is merely a refund (in 
advance) of the interest which he has not earned and which will 
be paid to him when he cashes his first coupons for six months’ 
interest. Three months after the date of his purchase the com- 
pany will pay the entire interest on all outstanding bonds for the 
first half-year; at that time the purchaser will receive back the 
interest money advanced by him, and in like manner the com- 
pany will return the interest thus received. If the sale were de- 
ferred until the first or some subsequent interest date, accrued 
interest would not enter into consideration at all, for at that 
time the company would clip all coupons from the unsold bonds 
and, after cancellation, paste them in the coupon register. 


§ 182. Bond Subscriptions Paid for in Instalments 


If bonds are sold directly to the public by the issuing com- 
pany, or even through brokers on a commission basis, it is not 
unusual to allow the purchasers a term of months in which to 
make their payments, the instalments being due at designated 
intervals. If the present bond issue had been sold to subscribers 
on the instalment plan, the entry would be: 


January I, 1922 
Bond Subscriptions yy. cae cin dh.) ete Se $1,000,000 
To Unissued First Mortgage Bonds............. $1,000,000 
Sale of $1,000,000 of bonds to sundry subscribersat par, 
payable one-quarter down and the balance in three 
monthly payients of one-quarter each on the first 
day of each month. (Names of subscribers should be 
entered on separate sheets or in a subsidiary sub- 
scription ledger provided for the purpose.) 
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Bond Subscriptions should be credited as payment of each 
instalment is made, and official receipts be issued therefor. 
When payments are completed, the instalment receipts are re- 
turned and the bonds issued. The deferred instalments may per- 
haps bear interest at a given rate, or at the same rate the bonds 
are to draw, in which case an additional credit to Bond Interest | 
account for the interest received is necessary, which in turn will 
offset an equivalent charge to the same account. Monthly bal- 
ance sheets made during the interval would of course show the 
amount of bond subscriptions deferred. 

Instalment payments may obtain when bonds are sold to the 
company’s bankers. In that event the entire contract amount, 
after allowance for discount, if any, should be charged up to the 
brokers as shown below: 

Barton é' Day, Bankers’ G91, Cup ie lade da $1,000,000 
To Unissued First Mortgage Bonds (or to First 4 
Morigase Bonds) Si a $1,000,000 
Entire issue of first mortgage bonds sold at 100 flat, pay- 
able $400,000 down and the balance in two instal- 


ments of $300,000 each, due in one and two months 
respectively. 


Credit is of course given Barton & Day as payments are made 
by them. 


§ 183. Guaranteed Bonds 


When bonds of one corporation are guaranteed by another 
corporation, it is manifest that the guaranteeing corporation 
must constantly hold itself in readiness to pay the bond interest 
upon any default on the part of the issuing company; but 
were such payment made, it would be considered only as an 
advance or loan to the subsidiary company, from whom repay- 
ment would be expected at some future date. The entries to be 
made on the issuing and guaranteeing companies’ books 
should be in harmony. | 

The decision as to whether or not a ledger entry is required 
by either company at the time bonds are guaranteed, as an official 
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record of the conditions, depends on the wishes of the directors. 
If a minute of such guarantee is clearly set forth in the official 
records of each company, that should suffice, since the fact of the 
guaranty is conspicuously stated in the bonds themselves as well 
as in the deed of trust. A footnote of the guaranty should of 
course be made on the balance sheet of the guaranteeing com- 


pany. 


§ 184. Collateral Trust Bonds 


Collateral trust bonds are bonds secured by a deposit of stocks 
and bonds of other corporations. The book entries for transac- 
tions in such bonds do not differ materially from those required 
for recording regular mortgage bonds. With the mortgage bond, 
however, though a conveyance under trust mortgage is made to 
the trustee, the real estate security remains in the company’s 
possession; while-in the case of the collateral bond, all of the 
security is placed in the hands of the trustee. The terms of the 
trust indenture usually provide that the collateral may be 
changed at any time for other collateral of equal value, either at 
the request of the issuing company or of the trustee. 

The collateral security must be conveyed to the trustee before - 
the actual sale of bonds begins, though this conveyance does not 
deprive the company of its rights and privileges as owner of the 
collateral, such as voting at meetings of stockholders, receiving 
the income from its investment, etc. The question now arises: 
What kind of record should be made for the collateral deposited 
with the trustee? An adequate record of the transfer should of 
course be made in the official minutes, and the Public Service 
Commission of New York requires that the pledged collateral 
must be set forth in an account by itself. Corporations not sub- 
ject to commission regulations may make entries in any logical 
manner, but in all cases it seems desirable to set forth in a sep- 
arate account all pledged securities. 


1See Book II, § or. 
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§ 185. Entries for Collateral Trust Bonds 


The stocks and bonds used as collateral, when first purchased, 
are usually entered on the books at the purchase price regardless 
of par value, and are charged to some representative account, 
as “Investments” or “Stocks and Bonds of Other Companies,” 
or to accounts representing the kinds of securities purchased. 

On the assumption that the collateral is standing in an “In- 
vestments’’ account and has a book valuation of $1, 340,000, the 
following entry is required suitably to record the conditions: 
Pledged Investments (to secure collateral trust bonds)... . $1,340,000 

a Oiivestnionteart vd. baiidos.wis. 2lacord orld $1,340,000 
To record the pledge of the following collateral with the 
Hudson Trust Company, as security for the issue of 
$1,000,000 collateral trust bonds: (Here list details of 
the stocks and bonds pledged.) 

The above entry removes the collateral entirely from the In- 
vestments account and leaves therein only such securities as are 
still in the company’s possession; while the Pledged Investments 
account exhibits the book value of securities in the trustee’s pos- 
session. In a manufacturing corporation an account might be 
opened with the trustee and the collateral security stated therein. 
If there are several bond issues, it is desirable to have separate 
accounts for the pledged collateral belonging to each issue. In 
case the market value of pledged collateral falls below a given 
margin of safety, the trustee may call for an additional deposit. 

Corporations which have a considerable investment in stocks 
and bonds usually provide separate books for recording the de- 
tails of such investments. When this is the case, a notation in 
the accounts affected might perhaps be considered a sufficient 
record of securities deposited as collateral, but the entry shown 
above is preferable since it provides a more systematic record. 


§ 186. Entries for Short-Term Notes 


The opening entries for short-term notes do not differ from 
those required for collateral trust bonds. An entry should of 
course be made crediting the entire issue of notes under whatever 
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caption is necessary, as “Three-Year Notes,” “Two-Year Col- 
lateral Trust Notes,” etc., and debiting the cash received and 
selling expense. In case the notes are secured by collateral, an 
entry for the collateral is necessary as already explained. 


§ 187. Entries for Equipment Trust Serial Bonds 


To illustrate the entries required when equipment trust bonds 
are sold, assume that the Green Valley Railway Company has 
issued equipment trust 5% gold bonds dated July 1, 1921, for 
$4,000,000, payable in instalments of $400,000 each year begin- 
ning July 1, 1922; the bonds are secured by new standard equip- 
ment costing $5,000,000, upon which an initial payment of 
$1,000,000 has been made by the company. Since the issue of 
equipment or car trust certificates is subject to commission regu- 
lations, these regulations must be followed in making the entries. 
Assuming that the equipment was purchased through, and the 
bonds given to, Murray Brothers & Co., bankers, at 95, that a 
trust mortgage is made to a trustee as security for bondholders, 
and that expenses connected with the issue amount to $6,000, the 
required entries are as shown below. 

When the trust is created and the first payment of 20% is 
made on account of the equipment, the entries are: 


July 1, 1921 


Initial payment of 20% on the following equipment 
costing $5,000,000 purchased through Murray 
Brothers & Co., for which $1,000,000 is paid in 
cash and the balance is satisfied by equipment 
bonds. (Here give details of the equipment and bonds, 
or else refer to the agreement where they can be found.) 


leased Equipmenteach or aot. each tent a ESE ee $4,000,000 
To Equipment Trust 5% Bonds................ $4,000,000 
For issue of equipment trust bonds in denominations of 
$1,000, being balance of payment of equipment pur- 
chased through Murray Brothers & Co., Bankers, as 
per trust agreement. The bonds mature $400,000 on 
July 1 of each year during the next 10 years. 
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Ii thought preferable, these payments might be put through 
the account of the bankers, who are holders of the lien; Equip- 
ment and Leased Equipment being debited and the bankers 
credited with the entire purchase price, as shown below: 


PQuIpMenty. eee cee tk Oe ee hr SALE $1,000,000 
CASCOBEICUPIIEN Ce nae ten he hue hols ee Sen 4,000,000 

To Murray Brothers & Company............... $5,000,000 

(Full explanation here.) 

Murray Brothers: & ‘Company ej csece 6s paren ee, cad ce $1,000,000 

EL OMC ASH Mire eee ee Meee crs See ee $1,000,000 
Murray; Brothers ‘&Company,.1.4...:\25, sage aoc a as $4,000,000 

To Equipment Trust 5% Bonds... .:4.......... $4,000,000 


(Full explanation here.) 


The entry for the expense connected with the issue would be: 


Expense on Equipment Trust Bonds.................. $6,000 
SROMC AST BR Ft ate Sere iy ese Pevct lem bin $3 0 $6,000 


As each bond instalment matures and is paid, an entry is re- 
quired in the bond account and also in the Equipment account, 
since the portion paid must be transferred from “Leased Equip- 
ment”’ to the “Equipment” account. The equipment is required, 
of course, to be fully and adequately maintained by the operating 
company. The entries for interest are required to be made semi- 
annually, and monthly adjustments should be made to distribute 
the interest over its period. The instalment entries are: 

July 1, 1922 
Equipment Trust 5% Bonds..... Cee Pe ee Me oe $400,000 
LorCash a eae eee el bi Re Pe $400,000 


First instalment on equipment trust bonds paid this day, 
per trust agreement. 


At the same time, and at each instalment date thereafter, the 
following transfer entry is required: 
DO OMDINS tie IB BOIOGe eee Bee Oe CET SECT ee CBee Crt $400,000 
Po MWeasedtHGuipment iy ¢ccvas even io dakeeveisttace $400,000 


For transfer to the Equipment account, of property covered 
by current instalment. 


CHAPTER XX 


BOND INTEREST 


§ 188. Paying Bond Interest 


Bond interest is usually paid semiannually from the date oi 
issue, but the deed of trust may specify that it shall be paid 
quarterly or annually. Interest on registered bonds is paid to 
the registered holders by checks sent out at interest periods by the 
company itself or by its fiscal agent, while interest on coupon 
bonds is paid upon presentation of the coupons at the office of 
the company or of its fiscal agent. The coupons are sometimes 
made payable at any one of two or three different agencies. 
Owners of coupons may either send them direct to the issuing 
company or agency and receive a cash remittance in exchange, or 
deposit them in their local banks for collection. 


§ 189. Method of Handling Interest Coupons 


Using the bond issue of $1,000,000 5% gold bonds of the 
Lenox Iron Works, cited in the preceding chapter, we assume 
that the first interest date, July 1, 1922, has arrived and that 
$25,000 has been turned over to the company’s fiscal agent for 
payment of the coupons as they are presented. On the com- 
pany’s books the only entry required at the time is the following, 
which of course should appear in the cash book: 


July 1, 1922 


For payment of semiannual bond interest on $1,000,000 5% 
bonds, due today at the office of the trustee, The Grove 


Street Trust Company, to whom the check has been 
issued. 


1See §§ 167, 168, 
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This entry is made immediately on sending the interest check 
to the trust company or bank where the coupons are payable. 
This check is usually sent the day before the interest is payable 
or perhaps sooner, depending on the distance.‘ When the — 
coupons are paid and canceled, they are then turned over to the 
issuing company and pasted in the coupon register or otherwise 
disposed of. 


§$ 190. Recording Interest Liability 


In case the interest coupons are payable at the office of the 
company, it is obvious that, with the simple accounting system 
assumed, no entry would be necessary until the coupons were 
presented and paid. Even when the coupons are payable at the 
company’s office, a special bank account is frequently opened for 
their payment, a check being drawn for the full amount and 
deposited in this account. If the coupons were all paid on the 
due date, the entry would be similar to that given above, the 
credit being to the special account and the explanation being 
changed to show that payment was made at the office. It is 
rarely, however, that this happens, and when it is not the case, 
entry is of course made only for the coupons presented and paid. 
The amount still outstanding can easily be calculated, but the 
bond interest account itself will not show its correct debit until 
all of the coupons have been paid. It is apparent, therefore, that 
at the end of each year the books must either be kept open until 
all coupons come in, or present an incomplete record comprising 
only such bond interest as has been paid. Neither of these plans 
meets the needs of present-day accounting. The most approved 
plan is to set up at each interest date the amount of interest due. 
Assuming that this plan is adopted, the following entry is nec- 
essary at the end of the preceding month: 


June 30, 1922 
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Instead of ‘““Bond Interest Payable,’ the account might be 
termed “Coupons Payable.” There is a difference between 
interest “due and payable” and interest “accrued.” For 
instance, or June 1, 1922, the larger portion of the interest on 
the bonds for the period under consideration has accrued, but it 
is not due and payable until July 1, 1922. 

Outstanding coupons continue to be obligations of the com- 
pany until paid. As the coupons are redeemed, charges are 
made against Bond Interest Payable account, so that the excess 
credit to this account will show at any time the liability on out- 
standing coupons. If there are several bond issues, an Interest 
Payable account might be set up for each. 

Assuming that all of the bond coupons were paid by the com- 
pany on the due date, we have the following entry: 

July 1, 1922 
Bondeinterest Payable wt aaa wid. See tle 2. oes $25,000 


To Gasbie angtras Auncd osc) nuatereeem sect « bolas $25,000 
For interest coupons presented and paid this day. 


At the time of each book closing, the Bond Interest account 
should be closed into Profit and Loss or into such other account 
as the system in use may call for. 


§ 191. Bond’ Interest Accrued 


Nearly all large corporations require monthly statements of 
income and operating expenses and statements of condition, so 
that it becomes necessary at the end of each month to compile 
the various expenses belonging to that period. These expenses 
obviously comprise not only the current expenses and pay-roll, 
but a proportionate share of prepaid and accruing charges, as 
interest, discount, taxes, insurance, etc. Bond interest is gen- 
erally payable half-yearly, so that each monthly statement 
should include one-sixth of the half-yearly fixed interest charge. 
As an offset to each monthly interest apportionment, a corre- 
sponding credit is set up to ‘‘Accrued Bond Interest,” or “Accrued 
Interest Coupons,” or ‘Accrued Bond Coupons,” or some other 
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account that will clearly designate the interest obligation. Such 
entries are made through the journal. For example, referring 
to the previous illustration, if the half-yearly bond interest of 
$25,000 is to be accrued in monthly proportions, an entry is 
required at the end of each month as follows: 
January 31, 1922 

Rondetnterests werk. Seen tre ee eke Ree a $4,166.67 

MopBondiMnterestyAccruedsstgno. | SiGe Taal, $4,166.67 


Accrual of interest on $1,000,000 of 5% bonds for month 
of January. 


A similar entry should be made at the end of each succeeding 
month. A like entry is necessary for registered bond interest, 
and for interest on any other bond or mortgage obligation, and 
even for interest accruals on current liabilities. Monthly entries 
are advisable also for interest accruing on investments and 
receivables, especially when monthly statements are required. 

At the end of each six months the bond interest is paid, Cash 
being credited, and the Bond Interest Accrued account closed by 
the corresponding debit; but whether or not the Bond Interest 
account is closed at the same time depends on the closing dates 
adopted by the company. As a rule it remains open until the 
end of the fiscal year, so that at any time during the year it shows 
the cumulative total for all of the months as well as the interest 
for each month. Sometimes the ledger accounts are closed 
monthly, in which case the Bond Interest account is closed into 
Profit and Loss twelve times a year. 


$192. Interest on Registered Bonds 


In the case of registered bonds, interest checks are usually 
sent by the treasurer of the company direct to the holders, though 
not infrequently the checks are sent by the fiscal agent. They 
are usually mailed so as to reach the payees on the date when the 
interest is due or as soon as possible thereafter. The book 
entries for accruing and paying interest on registered bonds do 
not differ from those required and illustrated for interest on 
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coupon bonds. An alphabetical list of the registered bondhold- 
ers entitled to receive interest checks must be prepared for each 
interest period. 


§ 193. Interest on Two or More Bond Issues 


Definite examples of entries to fit all bond interest conditions 
cannot well be given. Those already given, with those which 
follow, illustrate their general character and are in accordance 
with the entries employed by many of the larger corporations. 
Each entry must indicate for what purpose it was made and the 
conditions involved. Monthly entries are made for accruing 
bond interest on the various bond issues and for the several series 
of any particular issue. An account is opened for each separate 
obligation as a rule, and sometimes for each part issue thereof. 

As a basis for the entries which follow, assume that on 
January 1, 1922, first mortgage 5% bonds are issued for $2,000- 
ooo, interest payable April 1 and October 1; also first and re- 
funding 6% mortgage gold bonds for $4,000,000, interest payable 
January 1 and July 1. At the end of June, the following entry 
is necessary to record the interest accruals for the month, similar 
encries having been made for the intervening months. 


June 30, 1922 


RveresmonekunGedelW ep tre myer emde trae tar eee $28,333.34 
ToAccruediInterest onBonds: 7.) . [200 UT. $28,333-34 
Monthly interest accrual on outstanding bonds as 
follows: 
Bonds Accrued 


Outstanding Interest 

First mortgage 5% bonds. $2,000,000.00 $8,333.34 
First and refunding 6% 

bonds rasta meee 4,000,000.00 20,000.00 


$6,000,000.00 $28,333.34 
When several series of bonds are outstanding, it may be 
advisable to open an interest account for each series, as ‘Accrued 
Interest on Bonds—Series A,’ “Accrued Interest on Bonds— 
Series B,”’ etc. Of course, in a bookkeeping system where the 
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voucher is in use, a journal voucher would be made out for the 
above entry, giving full details respecting the interest applica- 
tions, as “‘Accrued Interest on First Mortgage 5% Bonds,” and 
“Accrued Interest on First and Refunding 6% Mortgage Bonds.” 

Since the coupons of the first and refunding mortgage 6% 
bonds are now due, an entry is made setting up the liability for 
the particular coupon and closing off the portior of interest 
accrued to date, thus: 


June 30, 1922 
Accrued Interest.on, Bonds. 5. .... fini Seheeern Ae $120,000 
To Bond Coupons No. 0, Due July 1, 1922 (A Co. 6’s) $120,000 
For six months’ interest due July 1, 1922, on $4,000,000 
of first and refunding 6% gold bonds. 


An entry similar to the above is required each time the 
coupons on any particular bond issue fall due. At the same 
time a check is issued to the financial agent for redemption of 
the coupons No. 9g as they mature. The entry is: 

The Globe Trust Company, Trustee... .. 6.0200 i ky. $120,000 
No Audited Vouchers (or Cash)i- . a. .¢-eccieie ook $120,000 


For payment of six months’ interest due July z, 1922, on 
$4,000,000, etc. 


It will be seen now that all No. 9 coupons are standing on the 
ledger as a liability and so remain until paid, no matter how long 
that may be; also that there is a corresponding charge to the 
trustee for an equivalent amount. The trustee renders a report 
at the end of each month, setting forth the amount and number of 
coupons paid to date, all of which are turned over to the company 
for cancellation. At that time an entry is made for as many 
coupons as may have been paid. For illustration we will assume 
that $84,800 of the above amount has been presented and paid, 
requiring this entry: 

July 31, 1922 
Bond Coupons No. 9, Due 7/1/22 (A'Co46's) FI) IM ARDS G8al 800 
To The Globe Trust Company, Trustee.............. $84,800, 
For interest coupons paid by The Globe Trust Company, 


Trustee, during the month of July, 1922, per statement 
rendered. 
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If more than one class of coupons were paid, the others 
would be entered in like manner. For the first mortgage 5% 
bonds, similar entries are required at the end of September. At 
the end of the fiscal year or half-year, the account for the interest 
on bonds must of course be closed into Profit and Loss. At that 
time Bond Interest accounts for any and all issues or series, 
whether accrued for the full year, or only for one month, must 
be closed off. 


§ 194. Interest on Treasury Bonds 


Treasury bonds, for the present consideration, are under- 
stood to comprise the issuing company’s own bonds which have 
been acquired by purchase or donation. This ownership, so 
long as the bonds have not been canceled, makes no difference 
in the manner of handling or accruing bond interest payable. 
The monthly accruals are set up as usual, and the interest check 
handed over to the paying bank at the proper date, while the 
bank in turn cashes the bond coupons presented for payment, 
regardless of ownership or of the sources whence they come. 
The issuing company, on the other hand, treats the treasury 
bonds as investments, the same as bonds of other companies, 
and collects the income therefrom in like manner. In case 
monthly accruals of $10,000 income from treasury bonds and 
other investments are required to be set up, an entry should be 
made at the end of each month about as follows: 


January 31, 1921 


For accrued income on investments for one month, as 
follows: (Recite the amount, rate, etc.) 


If it is desired that the income from treasury bonds be kept 
separate from that of other investments, debit Accrued Income 
from Treasury Bonds and credit Income from Treasury Bonds. 

As the cash is received in payment the following cash book 
entry is required on the due date: 
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July 1, 1921 
Oe ai ee I eet c? EE a o's cts « sxissicschsscccchs $60,000 
To Accrued Income from Investments............... $60,000 


For cash income on investments due today as follows: 
(Recite details of investments.) 


At the end of each fiscal period the Income from Investments 
account is closed to Profit and Loss as follows: 


December 31, 1921 


mucomre tromedtivestments: 2 cote. 6 34005? sé ne ean $120,000 
TosProntand:Woss(omincome).2-.,,...02 0 $120,000 
To close into Profit and Loss, being total income for the 
year from investments. 


§ 195. Interest on Guaranteed Bonds 


Interest payments on guaranteed bonds are handled in the 
Same manner as those of any other class of bonds. The issuing 
company pays the interest in the usual way if it is able. In case 
it is unable to do so, the guaranteeing company must make the 
payment, which must obviously be considered an advance to 
the subsidiary company, to be repaid at some future date. At 
the time of the advance, a cash book entry should be made as 
follows: 

Advances to Subsidiary Company (giving name of company)... $25,000 
ANG EANSIN Ay Yenc nace eno eg eee, On ate $25,000 


For payment of interest due this day on $1,000,000 of guar- 
anteed 59 bonds of The « % 6 ..« cfeuo5 a5 Company. 


On the books of the issuing company the following entry is 

required: 
Bond Interest (or Bond Interest Accrued).................. $25,000 
MOMAC Van CesHiiOi peat Mea te A Company..... $25,000 

(Full explanation here.) 

The entries may of course be very different from those 
shown, depending upon the agreement existing between the two 
companies; but in any case the matter should be clearly set 
forth in each company’s books so as to show the amounts respec- 
tively payable and receivable. 
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§ 196. Interest on Income Bonds? 


Since income bonds are to all intents and purposes the same 
as preferred stock, it is manifest that the book entries for the 
interest thereon would be practically the same as those required 
for dividends when declared. As in the case of stock, interest 
on income bonds can be paid only when the company’s profits are 
sufficient to justify such payment; therefore, as a rule no entry 
is necessary or advisable until the directors decide whether or not 
it shall be paid. On the other hand, when it is practically assured 
that the interest coupons will be paid, monthly entries for 
accruing interest are in order. Income bonds generally contain 
half-yearly coupons, though their payment, of course, is con- 
tingent upon the company’s earnings. When declared at the 
interest date the following entry is made: 


December 31, 1921 


Interestronincome Bonds ise eis pea tae ee eae eee $25,000 
To Interest Payable on Income Bonds...... Hy U2. 0 $25,000 
For interest at 5% on income bonds for six months, declared 
by the Directors and payable January 1, 1922. 


The Interest account is closed into Profit and Loss. When 
the interest is paid, the cash entry should be as follows: 
January 1, 1922 
Interesh Payable onaincome Bondsaqe- pact sae en een $25,000 


‘Lo Gasbie<./ve ee ee ae ae ee eee ee ated tf $25,000 
For payment of interest on income bonds. 


$197. Interest on Special Bond Issues 


The principles already stated for the entry of bond interest 
apply in handling the interest on all other bond issues where 
registered and coupon bonds are used, whether secured or other- 
wise. Profit-sharing or participating bonds require extra 
entries for setting aside the share of profits apportioned to them, 
which in turn would be paid by check or otherwise, as the case 
might be. 


2 See Book II, § go. 
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§ 198. Interest Charged to Construction 


The Interstate Commerce Commission and the various state 
public utility commissions permit the capitalization of various 
charges during periods of construction. This principle might 
apply equally well to corporations not under commission regu- 
lation, so long as the charges capitalized are actual and legi- 
timate and expended during the construction of plant, or ex- 
tension of property and equipment. Real estate development 
companies and other similar enterprises generally include certain 
“loading” charges as part of the development or construction 
cost. Such charges may include development expenses, interest 
on bonds and loans, legal and other direct expenditures, bond 
discount, etc. These items are usually charged to the appro- 
priate accounts; and then at the end of the year, or upon com- 
pletion of the construction, a transfer entry is made to place them 
in the Construction account—or to such other account as may be 
proper. 

The following entry shows the manner in which such transfers 
should be made: 


December 31, 1921 


Construction Accounts. A4f lire ehere wee HT. eee ees $42,000 
Mio’ Construction Expenses ose qcs o's cacy es $20,000 
Bondlinteresta wae ee aren reyctts cornttT > ssp engors ' 10,000 
Roanwinterestam eit sto berte scat ot lt eee 4,000 
BONE DISCO Umma wat nant ne ei teeny SOR ree 8,000 


To close above accounts into Construction account, being 
all of the construction expenses and interest, and the pro- 
portionate amount of the bond discount for the period. 


Many corporation officials advocate the addition of all bond 
discount and expense to plant account if the bond issue was 
created for the purpose of extending the plant; but this practice 
is objected to on the ground that the manufacturing account 
through depreciation charges would eventually be made to 
bear a considerable portion of the expense of financing the 
company. 
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§ 199. Income from Investments 


Income from investments other than treasury bonds is 
handled in the same manner. If income is derived from several 
disconnected investments, it is advisable to open separate 
accounts to distinguish the sources, as Income from Bonds, In- 
come from Real Estate Investments, Income from Dividends, 
etc. Dividends from stock investments, however, should not be 
entered as accrued monthly income, or entered in any other way 
until the dividend has actually been declared. 

A plan of entering income from investments that differs 
slightly is given below. Assume that Company A owns $1,000,- 
ooo of Company B’s 6% bonds, payable January 1 and July 1. 
At the end of each month the following entry should be made 
on Company A’s books for the accrued income: 

January 31, 1922 


Accrued Interest on Bonds Owned.........2.............. $5,000 
Todnterest.omuBonds Owned} 560205. 06- ares 485 $5,000 


(Full explanation here.) 

At the regular interest dates, July 1 and January 1, or in 
fact the day preceding, the following entry should be made: | 
June 30, 1922 

Company: Brians cscs ies ck eR tS oad SE Oa rece $30,000 


To Accrued Interest on Bonds Owned............... $30,000 
(Full explanation here.) 


When the bond coupons are presented to the paying bank 
and the cash received therefor, the following entry is required: 


July 1, 1922 


‘ToiCompany? Brive sen ? -oteseyiss. Sites cttw $30,000 
(Full explanation here.) 


It is apparent, of course, that this could be handled in other 
ways. The precise method is immaterial so long as it records 
the matter adequately and clearly. 


3See § 132. 


Clr LE Roxx | 
BOND DISCOUNT AND PREMIUM 


§ 200. Adjustment of Accrued Interest in Selling Price 


When bonds are sold at other than the regular interest dates, 
allowances must of course be made for accrued interest in deter- 
mining the price actually received for the bonds. For instance, 
a bond bearing interest at the rate of 6% per annum, payable 
semiannually, January 1 and July 1, must receive its 3% on the 
interest date regardless of when it was sold. If, then, such a 
bond were sold March 1, interest has accrued to the amount of 
1%, and this must be deducted from the amount received to 
determine the real price of the bond. If the amount received 
for the bond were 103, it is obvious that 1% on the face of the 
bond must be allowed for the accrued interest, and this being 
deducted leaves 102 as the price actually received for the bond. 

If the bond were sold for roo, there would obviously be a dis- 
count of 1% on the transaction, the actual price being 99. 


§ 201. Expenses of Bond Issue 


Many authorities consider the expenses incurred in the 
floating of a bond issue as directly chargeable to the cost of the 
issue, in the same manner as discount on the bonds. The 
Public Service Commission of the First District of New York 
includes among such expenses the following: 

All expenses connected with the issue and sale of evidences of 
debt, such as fees for drafting mortgages and trust deeds, fees and 
taxes for recording mortgages and trust deeds, cost of engraving 
and printing bonds, fees paid trustees provided for in the mortgages 
and trust deeds, fees and commissions paid underwriters and 
brokers for marketing such evidences of debt, and other regular 
expenses. 
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§ 202. Entries for Bond Discount and Expense 


To illustrate the disposition to be made of discount on bonds 
and the other expense inevitable in connection with a bond issue, 
we will assume that the bond issue of $1,000,000 of the Lenox 
Iron Works was sold for cash at go flat, and that expenses in- 
curred in connection with the issue amounted to $5,000. The 
bond discount may be charged under “‘Discount on Bonds’ or 
some other suitable title, and the expense, to ‘“Expense of Bond 
Issue”; or both the discount and expense may be charged to one 
account, as “Bond Discount and Expense.”’ The entry for the 
sale is: 


January 1, 1922 


Bonde Discountrand Jb <peOse qari aries 100,000 
To Unissued First Mortgage Bonds.............. $1,000.c 00 
For entire issue of first mortgage 5% bonds sold to 
bankers at go. 


For bond issue expenses paid in cash. 


§ 203. Entries for Bond Premium 


Premium received on the sale of bonds is credited to a dis- 
tinguishing account, as “Premium on Bonds,” ‘‘Bond Premium,” 
or “Premium and Discount on Bonds.” Assuming that the 
issue of $1,000,000 bonds of the Lenox Iron Works sold at a 
premium of 2%, the following entry would be made: 

January 1, 1922 
CaS ee Se Nace hadtlack sno Supe eee RS ae ene ie Cae $1,020,000 
To Unissued First Mortgage Bonds............. $1,000,000 
Premiumyon*Bondsys, Pi ierh Uk Sey Melee 20,000 
(Full explanation here.) 


§ 204. Nature of Bond Premium and Discount 


The entries required to bring bond premium or bond discount 
upon the books are simple. After they are brought upon the 
books, their proper treatment is a more difficult problem. 
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The premium or discount which is either received or given 
upon the sale of the bonds may be said to represent a deduction 
from, or an addition to, the nominal rate of interest specified in 
the bonds. 

Any corporation of good standing and stability can sell its 
bonds at par if they bear sufficient interest. The rate which 
they must bear to sell exactly at par is known as the true or 
effective rate. If the corporation chooses to sell the bonds at 
any other rate, they will be sold at a premium or discount as the 
case may be. This premium or discount is the interest refunded 
in advance or taken in advance on account of the difference 
between the effective and nominal rates, 


§ 205. Treatment of Bond Premium and Discount 


Since bond premium or discount is from its very uature a 
deduction from, or an addition to, the amount of nominal 
interest paid during the life of the bonds, the premium or dis- 
count cannot be considered as interest applicable to the year of 
sale only, but must be spread over the life of the bonds. 

In order that each accounting period may show accurately the 
true cost of carrying the issue, the premium or discount must, 
as stated, be written off over the life of the bonds, and credited 
or charged periodically to the Interest account and through this 
to Profit and Loss. By this procedure the interest expense of 
each period is so increased or decreased that the charge against 
income for each instalment is for the amount of the interest at 
the nominal rate plus a part of the discount or minus a part of 
the premium. This procedure is known as “the amortization 
of the premium or discount.” 

Some organizations with a large surplus make a practice of 
writing off the Bond Discount and Expense account immediately, 
but this does not show the true cost of carrying the issue and is 
therefore misleading. Other organizations write off the discount 
in several instalments, but this is not accurate and is as objec- 
tionable as the practice of charging it off immediately. 
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Bond premium is, much more frequently than discount, 
thrown immediately into Profit and Loss or Surplus. This 
practice is, of course, just as misleading as the same method of 
handling a discount would be. 

The objections to charging off the premium or discount im- 
mediately are that by this practice the true rate of interest paid 
on loans during their currency is lost sight of, current fixed 
charges against earnings are understated, and the portion repre- 
senting the discount or premium is charged against or credited to 
surplus arising out of previous operations, instead of being 
charged against or credited to income from current and future 
operations, to which it applies. The result is that not only cur- 
rent but future operating statements are distorted during the 
life of the bonds. 


§$ 206. Principles of Amortization 


When the discount at which bonds have been sold is to be 
amortized, a certain part of that discount, as well as the periodi- 
cal interest instalment, is debited to Interest account as the inter- 
est is paid or the accrued interest set up. The amount of discount 
thus charged off is credited to Bond Discount, or Bond Discount 
and Expense, or whatever the account into which the discount 
was charged. If the bonds were sold at a premium which is now 
to be amortized, the amount of the debit to Interest is reduced 
below the amount actually to be paid, the reduction being the 
amount of the periodical amortization of premium. This 
amount is charged to Bond Premium account. 

The entries required for the handling of bond premium and 
discount at the dates of sale of the bonds and of periodical 
interest payments are summarized below. The difficulty in the 
actual making of the entries arises from problems connected 
with the computation of the amounts of the periodical charges 
to Bond Premium or credits to Bond Discount at the interest 
dates. In subsequent sections various methods of amortizing 
the premium or discount are discussed. 
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§ 207. Entries for Bond Premium and Discount 


Bonds sold at a discount and redeemable at par: 
Entry at time of sale: 
Cash (amount received) 
Bond Discount (amount of discount) 
To Bonds (par value of bonds) 


Entry at time of periodical interest payment; 
Interest (amount of interest plus proper part of discount to be 
amortized with this payment) 


To Bond Discount (proper part of discount to be amortized 
with this payment) 
Cash (amount paid) 


Bonds sold at a premium and redeemable at par: 
Entry at time of sale: 
Cash (amount received) 
To Bond Premium (amount of premium) 
Bonds (par value of bonds) 
Entry at time of periodical interest payment: 


Interest (amount of interest minus proper part of premium to be 
amortized with this payment) 


Bond Premium (part of premium to be amortized at this time) 
To Cash (amount paid) 


Bonds issued at par and redeemable at a prem!um: 
Entry at time of sale: 
Cash (amount received) 

To Bonds (par value of bonds) 


Entry at time of periodical interest payment: 


Interest (amount of interest plus proper part of premium to be 
amortized with this’ payment) 


To Bond Premium (proper part of premium to be amortized 
with this payment) 
Cash (amount paid) 


Bonds sold at a discount and redeemable at a premium: 
Entry at time of sale: 
Cash (amount received) 
Bond Premium and Discount (amount of discount) 
To Bonds (par value of bonds) 
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Entry at time of periodical interest payment: 

Interest (amount of interest plus proper part of discount given at 
time of sale and of premium to be paid at time of 
redemption) 

To Bond Premium and Discount (proper part of discount 
given at time of sale and of premium to be paid at 
time of redemption) 

Cash (amount paid) 


This periodical credit to Bond Premium and Discount will 
gradually convert the debit balance of that account into a credit 
which will eventually become sufficient to equal the amount of 
all premiums payable on final redemption. 

If it is desired to accrue the interest and the amortization of 
premium or discount monthly or at any other dates than those 
of the periodical interest payments, the entries given above as 
being applicable at the dates of the interest payments would be 
used with the exception that instead of the credits to Cash the 
entries would show credits to Accrued Interest on Bonds for the 
amount accrued. The payments of the interest would then be 
shown by the following entry: 


Accrued Interest on Bonds 
To Cash 


The only problem in making the above entries arises in deter- 
mining the amount of the proper part of the premium or dis- 
count to be amortized with each payment of interest, or, in other 
words, is found in the computing of the amount of the periodical 
charge to Interest account. The various methods in use for de- 
termining this amount are discussed in the following sections. 


§ 208. Effective Rate Method 


The best modern practice for amortizing either bond premium 
or discount is known as the “‘effective rate method.” Under this 
plan there is taken as a charge against profits of each year the — 
effective interest rate calculated from the known conditions of 
issue upon the whole amount outstanding during the year. As- 
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certaining the effective rate is, however, a rather difficult prob- 
lem in actuarial science, the discussion of which would be far 
beyond the scope of this work.1 Because of its complexity the 
effective rate method, while undoubtedly the most scientific, is 
not so common as are some of the other methods discussed below. 
The bonds outstanding method, presented later in the chapter, 
gives results so close to those achieved by the effective rate 
method that it is considered almost as satisfactory, and is much 
more generally used because of the greater ease of computation. 
In cases, however, where the highest accuracy is desired for any 
reason, and it is thought best to make the calculations as exact 
as possible, the effective rate method is preferable. 


§ 209. Equal Instalment Method 


A method more common than the effective rate method and 
easier of computation, is to ignore altogether the effective inter- 
est rate, charging against the profits of each year the interest 
actually paid plus a proportionate part, according to the whole 
term of issue, of the discount on issue or premium on redemption, 
or minus a proportionate part of the premium received at the 
time of issue. 

To illustrate the handling of premium or discount accounts 
on the books under this method, let us assume that the $r1,- 
000,000 issue of the Lenox Iron Works which sold at go flat, and 
the expenses of which were $5,000, runs for 20 years and bears 
interest at the rate of 5% per annum, payable annually. The 
total of the Bond Discount and Expense account shows $105,000 
that must be written off over the life of the bonds. In addition 
to interest at the rate of 5%, or $50,000, which the issue carries, 
the Interest account must be charged each year with one- 
twentieth of the discount and expense of $105,000, or $5,250, 
making the total charge against income $55,250. At the end of 


1 Readers desiring to go into this field are referred to Sprague and Perrine on The Account. 
of Invest.; Walton and Finney on Math. of Acctg. & Finance. 
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the first year, if monthly entries are not made, the en 
cording this would be: 


SRUCTESY OF DUNUSTES ff Oe tree nae ae eon aed oe $50,000 
To Accrued Interest on Bondsih ty. wie Ee $50,00U 
Interest accrued on the issue of $1,000,000 first mortgage 
5% bonds. 


interest on Bonds 24 . 4... SVR. Be ae $5,250 
To Bond Discountjand Expense. #24. |s205% 32s s-. >. $5,250 
Difference between the nominal and true effective rates on 
the $1,000,000 bond issue. 


(cg OS ee eee se ee eee ee ee ae $50,000 
Payment on accrued interest on $1,000,000 bond issue. 


The interest is eventually closed into Profit and Loss by the 
following entry: 


ie Interest;om Bonds. .}:\ 4 ta Atecee b -tect ties ele $55,250 
Transfer of the interest on $1,000,000 bond issue to Profit 
and Loss. 


The entries for bond premium would of course be of the same 
general nature. 

The equal instalment method has a wide popularity because of 
its simplicity, but there are those who object to it on the ground 
that it is unscientific. In view, however, of its frequent use, 
the objection might be considered a purely academic one. Yet 
it is not as satisfacotry as the bonds outstanding method. 


$210. Bonds Outstanding Method 


A third method is to distribute the discount or premium over 
the period in the proportion that the bonds outstanding for each 
year bear to the sum of the bonds outstanding for all years of the 
currency of the loan. “The charge to Income account on the 
bonds outstanding method is arrived at as shown in the following 
table. It is so close to that given by the effective interest method 
that for all practical purposes it may safely be adopted.” 


Ch. 21] TOND DISCOUNT AND PREMIUM 1221 


ror Ou a Amount Profi Annual 
5 of Out- moun rofit on 
VWivear Outstanding seeding of Discount terest Bond charae to 
Total Bonds and Loss 
I $ 1,000,000 00/1050 = $ 11,905 $ 25,000 $ 4,000 $32,905 
2 950,000 95 /1050 II,310 23,750 4,000 31,060 
3 900,000 90 /t050 10,714 22,500 3500 29,714 
4 850,000 85 /1050 10,119 21,250 3,500 27,869 
5 800,000 80 |tos0 9,524 20,000 2,500 27,024 
6 750,000 75/1050 8,929 18,750 2,500 25,179 
7 700,000 70 /1050 8,333 17,500 1,500 245333 
8 650,000 65 /1050 7,738 16,250 I,500 22,488 
9 600,000 60 [1050 7,143 15,000 1,000 21,143 
10 550,000 55 /t050 6,548 13,750 1,000 19,298 
II 500,000 50/1050 5,952 12,500 2,500 15,952 
12 450,000 45 [1050 53357) 11,250 2,500 14,107 
13 400,000 40 /t0s0 4,762 IO 000 I,500 13,262 
14 350,000 Bs [1050 4,167 8 750 1,500 I1,417 
15 300,000 30 /r050 3,571 74500 500 | 270,575 
16 250,000 25 /to50 2,976 6,250 500 8,726 
17 200,000 20 /to50 2,381 ‘SOOO R IM © dens a 74381 
18 150,000 I 5/1050 1,786 27 SO) aan te ars 5530 
19 100,000 10 /to50 1,190 DISOO Kay tek ae 3,690 
20 50,000 5 /t050 595 TA DEOUOIINT 43 At 1,845 
$10,500,000 $125,000 $262,500 $34,000 $353,5002 


§ 211. Complications Introduced by Market Conditions 


Bonds for sinking fund purposes are often purchased in the 
market at prices varying from, and generally less than, the 
specified redemption prices, and are then transferred to the 
trustees of the sinking fund at the specified prices. A saving is 
thus effected which must be taken into account when determin- 
ing the annual charge against income. This saving may best be 
dealt with by closing such gains to Profit and Loss each year, 
thus finally disposing of them. This method is not theoretically 
accurate, but theoretical accuracy is impossible in view of the 
impossibility of determining what the market price will be in 
the future. 


1 By permission, from Acctg. Prac. & Proc., by A. Lowes Dickinson, p. 141. 
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It will be seen that the equal instalment method discussed 
earlier in the chapter is inadequate in such cases as this. 


§ 212. Anticipation of Redemption Dates * 


Further disturbing factors in accounting for bond redemp- 
tion may be introduced by anticipating the redemption dates for 
a whole or part of the issue. The treatment of such cases is a 
more difficult matter, for, if carried out on a fairly large scale 
and not accompanied by an equitable reduction on the redemp- 
tion price, the true interest rate will be materially increased. 

Under such conditions the equal instalment method will be 
seen to be unsound. If the effective rate method is used, it will 
be necessary 


. . . to recalculate the effective rate on the basis of the bonds 
still outstanding and the new redemption terms. If this is not 
done, there may be a considerable shortage to make up at the date 
of final redemption. This fact is frequently overlooked, although 
it should be recognized as an important factor, particularly in any 
refunding or redemption plan. .. . 

For instance, if the conditions of the issue provided that 
$100,000 of bonds be retired during the year at 105, and as a matter 
of fact they are purchased at g5, the true interest on the bonds 
bearing interest during the year would be reduced by $10,000, 
representing the saving on bonds retired during the year as com- 
pared with the price therefor assumed in determining the effective 
rate. The tendency of this method would probably be to increase 
gradually the annual charge to Income for interest and sinking 
fund until the limit price of redemption was reached; for, as the 
amount of the bonds outstanding diminished, the market price 
might be expected to rise. 


§ 213. Operation of the Various Methods 


In order to show the effect of these various methods, it may be 
well to consider a specific case as follows: 

An issue of $1,000,000 of bonds is made at go, carrying interest 
at 5%, and redeemable at the rate of $50,000 each half year, at 100 


* Quotations in this and the following section and the table given at the end of the chapter 
are taken by permission from Acctg. Prac. & Proc., by A. Lowes Dickinson, pp. 136-140. 
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for the first five years, and thereafter at 105. Calculations made 
on these premises show that the effective rate of interest is approxi- 
mately 83 /16%. Bondsare redeemed eachas specified, but they are 
purchased in the market at the following prices, viz.: 


TSU VCORE Ae ce cw te oie aa oie el ie atelisiola «ins! ain. catae oreo na Q2 . 
anid ‘year S.0 2O0Rt Ge. Soe acters oth nm te Ste oe Ree 03 
gridu-yredir St. 20 Occ). anc Baan Cat ot me eet Se eae Be. 95 
ath year. <& 96 Sian ee eee me bee NE eee Ge oe ce O7 
SLIT GY CBE. « ter halo ce reg Sie Sage ee ctor ae 98 
GEL VEar Ns tenths SORE he eee ae ane Ieee eae 100 
Athi Vearsnise aithen ohde Sete. Ah i. See ee 102 
Sth: year i: A. Ser oc. aries. Sp ate oe ee ae Bas See 104 
oth and’ roth dmiwn.ate Pa.5 seas Sack 4 oe St nine oe 105 


The table on page 1223 gives all the essential figures. 

In the table on the preceding page, the last four columns show 
the charges to Income account on the basis (5) of the effective 
interest method; (6) of the equal instalment method; (7) of the 
bonds outstanding method; and (8) of charging all discount and 
premium to surplus; in each case crediting to Income account the 
surplus arising from purchasing bonds at less than the fixed redemp- 
tion price. 

If the latter be credited direct to surplus, or carried in the Bond 
Discount account until all discount has been written off by the 
operation of these credits and the balance of the effective rate, then, 
at the end of the 11th half year in the first case and at the end 
of the r5th half year in the second, the discount will be extinguished 
and thereafter only the actual interest paid, less surplus on market 
purchases, will be charged to Income. 


CHAPTER XXII 


PRINCIPLES OF FUND ACCOUNTING 
§ 214. Nature of Funds | 


A fund is normally represented by a debit balance. It is a 
reservation of assets set aside periodically for a specified purpose 
and usually placed in the hands of a trustee for safe-keeping 
until the date arrives for their expenditure in accordance with 
the purpose for which the fund was created. While funds are 
usually composed originally of cash, this cash may be invested 
in order that an income may be produced therefrom. In such 
cases the assets thus purchased compose their part of the fund. 

Funds are resorted to as a convenient method of accumulating 
money for various purposes, and are established in two broad 
general classes, i.e., those from which the income only is to be 
used, the principal being maintained intact, and those which are 
so constituted that both principal and income are to be used for 
the desired purpose. The best examples of the first classification 
are the endowment funds of educational institutions and the 
trusts created by will or otherwise. The use of the income from 
such funds may be limited to specific purposes, but the usual use 
of the income from endowment funds is for the payment of 
current expenses. 

Funds established with the intention of using both the prin- 
cipal and income are accumulated for many purposes, as for 
example, the cancellation of a lease, the acquirement of addi- 
tional machinery or new buildings, the securing of a new mine or 
other wasting asset when that which is now owned is exhausted, 
the retirement of a bond issue or of preferred stock, or simply in 
order to be able to meet promptly and without embarrassment 
- any extraordinary loss or expense which certain businesses are 
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liable to suffer without notice. The names given such funds are 
usually descriptive of their purposes, as, for example, New 
Machinery Fund, Factory Building Fund, Bond Sinking Fund, 
Bond Retirement Fund, Preferred Stock Redemption Fund, 
Emergency Fund, etc. When the fund is used in connection 
with the depletion of mines or other wasting assets, it is fre- 
quently called an “‘Extinguishment Fund.” 


§ 215. Confusion between ‘‘Reserve”’ and ‘‘Fund” 


There can be little excuse for a confusion which exists between 
the uses of the words ‘“‘fund” and “reserve.”” The fund is an 
asset; the reserve is a credit item representing either a deduction 
from an asset valuation (as in the case of Reserve for Deprecia- 
tion and Reserve for Losses from Uncollectible Accounts) or an 
appropriation of surplus. The reserve account shows a credit 
balance, while the fund shows a debit balance. 

A fund is created by the reservation of cash, or by the in- 
vestment of cash in securities, the cash or securities being 
held for a specific purpose. When this purpose is the redemption 
of bonds or the replacement of a wasting asset, the result is 
a sinking fund, redemption fund, or replacement fund, as the 
case may be. If, however, a reserve is created for the redemp- 
tion of bonds by a charge against Surplus, but no actual reserva- 
tion of cash or other property is made, the result is a reserve 
but there is no corresponding fund. 

In the one, case the actual cash is withdrawn and held, and it, 
or its equivalent if it is invested, is there for the redemption of 
the bonds as they fall due. In the other case, the profits have 
merely been withdrawn from Surplus, so that they cannot be 
declared in dividends or diverted to other uses. This is all the 
reserve does, and the directors must take such steps as may be 
necessary to secure cash to pay the bonds when they fall due. 
Sufficient cash may perhaps be in the treasury for the purpose, 
but in the case of a large amount of bonds or an entire issue falling 
due, this is seldom the case; as a result cash must be borrowed 


es 


Ch. 22] PRINCIPLES OF FUND ACCOUNTING 1227 


or be secured by the sale of some of the company’s property to 
meet redemptive needs. For this reason, to provide for the re- 
demption of bonds or the liquidation of any heavy obligation, 
the fund, or both fund and reserve, are customary. 

The vital point is that the appropriation of profits by estab- 
lishing a reserve and rendering the profits unavailable for divi- 
dends is one thing; the actual placing of cash or other assets in 
a fund is a different thing. Either the fund or the reserve can 
exist independent of the other. The reserve has no specific 
function to perform beyond the mere safeguarding of the profits.1 


§ 216. Contract Requirements for Funds and Reserves 


Deeds of trust frequently provide that reserves for the 
redemption of bonds “shall be created out of profits.” Bonds 
may be refunded, but if they are to be paid off without the 
acquirement of additional liability, it must usually be out of 
profits or the proceeds of the sale of capital assets. While it 
is argued that there is no more need of reserving profits for the 
redemption of bonds than for the reservation of profits for the 
payment of promissory notes or ordinary bank loans, the con- 
tract provision has merit as the bond issues are usually much 
larger in amount than current borrowings and the reserve has a 
tendency to prevent directors from paying dividends that might 
so deplete the company’s quick assets as to make the payment 
of the bonds, when due, difficult if not impossible.2 When a 
reserve for redemption of bonds is established, there is also 
usually a setting aside of an equal amount of actual cash in a 
fund. 

A reserve for redemption of a bond issue is set aside out of 
profits by means of a debit to Surplus and a credit to Sinking 
Fund Reserve, or to Bond Extension Reserve, or to Debt 


. Extinguishment Reserve. If the bonds are redeemed without 


the issuance of new bonds, the reserve for redemption remains 


1Cf.Ch. III, ‘‘“Reserve Accounts.’’ es 
2See Book II, Ch. XI, ‘“‘Redemption of Bonds—Sinking Funds.” 
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on the books unaffected by the retirement of the bonds and must 
be closed into Surplus. This results in a sudden and substantial 
increase of profits available for dividends, and the directors may 
then properly “cut a melon” if they see fit. 


§ 217. Funds for Redemption Purposes 


The most common use of the fund in corporation affairs is 
for the redemption of bond issues and the retirement of pre- 
ferred stock. The name “sinking fund’ is often improperly 
applied to all: such funds. Speaking accurately, 


A sinking fund consists of assets, usually in the form of cash 
or securities, set apart to accumulate at compound interest, and 
dedicated to the purpose of paying at its maturity a debt now owing 
or certain to be incurred. 

Unless a fund fulfils all of the conditions of this definition it is 
not a true sinking fund. The accumulation of compound interest 
is indispensable. ~ While it is true that a liability due in ten years 
could be provided for by putting one-tenth of the total amount 
necessary into a fund each year, such a financial arrangement 
would not be a sinking fund. The interest under such conditions 
would not have to be added to the fund because the ten equal 
annual contributions would provide for the payment of the liability. 
The proper name for such a fund would be Bond Redemption 
Fund 

A true sinking fund must be established for the payment of a 
positive liability, certain to mature. If the fund is to be used to 
acquire an asset it is not a sinking fund from the accountant’s 
standpoint. From the mathematical standpoint any fund ac- 
cumulating at compound interest is a sinking fund, but as used in 
accountancy it is intended to pay a debt. Moreover, this debt 
must be certain to mature; if the fund is provided to meet a contin- 
gent liability it may never be required. Hence it is a contingent 
fund and not a sinking fund. If the intended use is the redemption 
of preferred stock, the term sinking fund cannot properly be 
applied because stock has no definite maturity; the corporation 
cannot enter into an unconditional contract to redeem its stock at a 
definite date. 

Payment of the liability at its maturity is another essential to 
the definition. If a fund is established to pay off a bond issue, the 
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bonds must be retired and canceled at maturity and not before. 
Thus, if a company provides a fund to liquidate its bonded debt, 
it may cancel the entire indebtedness at maturity, or cancel por- 
tions thereof at various times. But if it chooses the latter pro- 
cedure, the fund is a redemption fund and not a sinking fund. This 
does not mean that the company accumulating a sinking fund 
cannot buy up year by year, the very bonds which the fund is 
intended to retire. But if this is done, such bonds must be held 
alive. That is, they must be included in the liabilities instead of 
canceled, and they must be carried as part of the fund. 


§ 218. Sinking Fund Account 


Debit: Credit: 


With the value of assets transferred With amounts of money disbursed 
from the general funds of the business | for the purpose for which the special 
to a special fund for the specific purpose | fund was created. 
of creating or increasing a sinking 
fund to meet some fixed obligation at 
a particular time, as a bond issue, 


' mortgage, or other debt. 


With the income derived from the 
investments of money set. aside as a 
sinking fund. (At this time credit 
Sinking Fund Income account.) 


The balance of this account is an asset and should at any 
time represent the accumulated value of the sinking fund. The 
moneys thus taken are usually handed over to a trustee or 
board of trustees for safe-keeping and investment, the duties of 
such trustee in respect of such funds being set forth in the 
document creating the trust. 

The handling of other funds on the books of account is the 
same as that of the sinking fund. 

For the account with the fund, as given above, there are 
frequently substituted in the case of either sinking or other 
kinds of funds several accounts descriptive of the form in which 
the assets are held, as Sinking Fund Cash, Sinking Fund Invest- 


3 Adv. Acctg., by Seymour Walton, p. A773. 
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ments, etc. The Sinking Fund Cash account would be debited 
with money transferred to the fund, with receipts of income, and 
with the proceeds of the sale of sinking fund investments. It 
would be credited with cash spent or invested. The Sinking 
Fund Investments account would be debited with the value of 
assets transferred and the cost of assets purchased, and would 
be credited with any sales of investments, the amount of the 
credit being the figure at which the assets sold were originally 
charged to the account. The amount of any loss would be 
debited to Sinking Fund Expense; that of any profit would be 
credited to Sinking Fund Income. 


§ 219. Sinking Fund Income Account 


Debit: Credit: 


At each periodical closing of the books With any income in the shape of 
this account is debited with the balance | interest or dividends received from in- 
remaining in it, the corresponding credit | vestment or deposit of sinking fund 
being to Profit and Loss or to Sinking | moneys, as reported by the sinking fund 
Fund Reserve account. committee or trustee in charge of the 

sinking fund. 


Income from sinking fund moneys, whether invested in 
securities or on deposit in the savings bank, is a profit to the 
corporation, and is usually credited to some representative ac- 
count, as Sinking Fund Income, or Interest on Sinking Fund. 
As illustrated in the next chapter, this account is in turn closed 
into Profit and Loss, or Reserve for Sinking Fund in case the 
latter account is being carried. 


§ 220. Sinking Fund Expense Account 


Debit: Credit: 

With the amount of expenses incurred At each periodical closing of the 
in operating the fund, such as trustees’ | books this account is credited with the 
and brokers’ commissions, etc., and | balance remaining in it, the correspond- 
with the amount of loss on the sale of } ing debit being to Profit and Loss or to 
fund investments. Sinking Fund Reserve. 


a 
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The general principles underlying the handling of the Sinking 
Fund Income account apply equally, but in reverse, in the case 
of the Sinking Fund Expense account. 


§ 221. Summary of Sinking Fund Principles 


The sinking fund, as already stated, is made up of periodical 
cash payments to the trustee and the interest accumulations; 
therefore, definite book entries are required at regular periods 
to record properly the instalments and interest accretions. 
An account must be opened for the sinking fund, or for 
the sinking fund trustee, to which shall be debited the various 
payments and accumulations, with corresponding credits to 
Cash and to Sinking Fund Income. If the trust agreement 
requires that the sinking fund shall be created out of profits, 
then an annual reserve equivalent to the sinking fund instalment 
must be set aside. The fund itself, however, is composed of 
assets and recorded on the debit side of the ledger, while the 
Sinking Fund Reserve account is a credit and shown on the 
credit side. Careful book records must of course be kept of all 
details respecting the sinking fund and any reserves required in 
connection therewith. 

In the case of small companies the sinking fund procedure is 
often much less formal than in the case of larger companies, and 
it is not unusual for the whole of the funds to remain in the hands 
of the directors themselves; but in any case the accounts should 
be so kept as to show all information that may be required by 
any of the interested parties respecting the bonds and the sinking 
funds. 

The regulations of the Interstate Commerce Commission 
provide for sinking fund accounts of railroads, and quotations 
from these may be of interest to other than railroad accountants. 
The first quotation prescribes what shall be included in the 
sinking fund: 

This account shall include the amount of cash, the ledger value 
of live securities of other companies, and other assets which are 
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held by the trustees of sinking and other funds for the purpose of 
redeeming outstanding obligations, including such assets so held 
in the hands of the accounting company’s treasurer when the assets 
are segregated under a distinct fund; also amounts deposited with 
such trustees on account of mortgaged property sold, the proceeds 
of which are to be held for the redemption of securities, and the par 
value of live securities issued or assumed by the accounting com- 
pany and held in such funds. A separate account shall be kept for 
each fund. The title of each such account shall designate the 
obligation in support of which the fund is created. 


Railway companies not infrequently create sinking fund 
reserves also, which of course must be set aside out of profits. 
The Commission’s ruling on the subject of the Sinking Fund 
Reserve account is as follows: 


This account shall include the net balances in accounts to which 
are credited definite appropriations of income and surplus, whether 
held in general funds or specifically set aside in the hands of a 
trustee for sinking and redemption funds. It shall also include 
income accretions to such funds retained therein. 


Income from sinking fund assets is required to be cared for 
under “Income from Sinking and Other Reserve Funds.” To 
this account are to be credited income accrued on cash securities 
and other assets belonging to sinking and other reserve funds, 
such income being included under non-operating income in the 
company’s regular income statement. In case a Sinking Fund 
Reserve account is maintained, a definite amount must be set 
aside out of income by a debit to the account ‘Surplus Applied 
to Sinking and Other Reserve Funds” and a credit to “Sinking 
Fund Reserves.” Such amounts are generally set up monthly, 
but at the end of each year “Surplus Applied to Sinking and 
Other Reserve Funds” account must necessarily be closed out. 


§ 222. Adequacy of the Sinking Fund 


It will readily be seen that the amount of the sinking fund 
deposits must be calculated in advance, so that when the bonds 
mature there will be sufficient cash available for their redemption. 
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In case of shortage for any cause, additional funds must be raised 
to pay off the maturing bonds. On the other hand, if the 
required amount has been accumulated prior to the date of 
maturity, further sinking fund payments may be discontinued 
unless otherwise provided in the agreement under which the 
sinking fund is created. 

Where definite amounts are set aside yearly, such amounts 
are generally governed by the aggregate debt outstanding, and 
by the estimated rate of interest the fund is likely to earn. For 
example, if it is desired to meet a debt of $800,000 in 20 years, 
an annual deposit of $26,866 to the sinking fund would, at 4% 
interest compounded annually, provide an adequate cash supply 
fot the purpose, but this presupposes that the trustee will be 
able to keep the funds continuously invested at this rate. This 
may not always be possible, and on the other hand it is probable 
that the trustee may be able to secure a better interest rate, 
particularly if he is permitted to invest in the company’s own 
bonds. It will be seen, then, that the exact earning capacity 
of trust funds cannot be accurately foretold, and that officials 
should be governed accordingly in determining the sinking fund 
instalments. 


§ 223. Annuity Method for Sinking Funds 


There is a growing tendency to apply scientific annuity cal- 
culations to bonds and sinking funds, as well as to amortizing 
diminishing balances. Under this plan -it is assumed that all 
instalments and interest accumulations to the sinking fund will 
earn compound interest from year to year, at a given rate, say 
3% or 4%. The amount that shall be in the fund at any time 
is carefully estimated when the bonds are issued, so that at the 
date of maturity there may be in the hands of the trustee enough 
to pay the debt. If at any time this estimate falls short, because 
of a lower earning rate or for any other reason, an adjustment 
must be made by increasing the annuity or by making a special 
deposit equal to the existing deficit. When estimating the rate 
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of yield, care must be taken not to use a higher rate than the 
regular savings bank interest. If, however, the sinking fund 
trustee invests in the company’s own bonds at any time, the 
income will be materially increased. 


§ 224. Calculating Fund Annuities 


Annuity calculations may be largely avoided by the use of 
annuity tables, but, notwithstanding this, it is most desirable 
to have at least a working knowledge of their principles. 

An annuity is a definite sum of money paid at regular inter- 
vals. For example, an investment of $1 at 6% per annum, 
compounded annually, amounts in 5 years to approximately 
$1.33822558. In other words, if the original $1 were left on 
deposit in some one bank for 5 years, and the annual interest 
of 6 cents withdrawn each year and deposited in another bank 
at 6% compounded annually, at the end of 5 years there would 
be the original $1 in the first bank and $.33822558 in the second 
bank. This latter amount is the result of an annual deposit 
of 6 cents for a period of 5 years with the interest accumulations; 
therefore, $.33822558 is the value at maturity of an annuity of 
6 cents for 5 years at 6%. From this the final value of any 
annuity at 6% for 5 years may readily be found, by dividing 
$.33822558 by 6 to find the value of an annuity of 1 cent, and 
multiplying this by the number of cents in the actual annu- 
ity. Thus, an annuity of $1 for 5 years has a final value of 
$.33822558 

6 
the use of only the ordinary compound interest tables. 

To find the final value of an annuity for a given time at a 
given rate, first multiply the compound interest on $1 for the 
given time at the given rate by roo, and divide by the given 
rate. This gives the final value of an annuity of $1. Then the 
final value of the given annuity is found by multiplying the final 
value of an annuity of $1 by the number of dollars in the given 
annuity. 


X 100, which equals $5.637093. This plan requires 
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§ 225. Application of Method 

The following example will illustrate more fully the applica- 
tion of the compound interest method to sinking fund accumu- 
lations: 

The Consumers’ Gas Company on January 1, 1922, issued 
$2,000,000 of first mortgage 5% sinking fund gold bonds, pay- 


able in 25 years, interest payable semiannually. In order to 


meet the bonds at maturity, such annual sum in cash is to be 
deposited with a designated trust company as will accumulate, 
at 4% compound interest during the currency of the obligations, 
to an amount sufficient to redeem the bonds. 

In finding the amount of the yearly annuity payment, we 
need not consider discount if the bonds should be sold at less 
than par, nor the expenses of the issue, nor the payment of inter- 
est coupons. Bond discount and expense are treated as expense 
incident to the issue, and as the coupons mature they are paid 
out of current funds, and the amount charged to Bond Interest, 
which in turn is closed into the Profit and Loss account. We 
have therefore to provide only for the payment of the principal 
sum of $2,000,000 at the end of the 25th year. 

We find—usually by consulting an annuity table—that $1 
invested annually at 4% compound interest, will amount to 
$41.64590829 at the end of 25 years. If $1 invested annually for 
25 years at 4% compound interest will amount to $41.64590829, 
then by dividing this value into $2,000,o0o—the amount to be 
accumulated—the quotient is the number of dollars which must 
be invested each year to amount in 25 years, at 4% compound 
interest, to the desired sum. Carrying out this division we find 
the required annuity payment to be $48,023.93. 

In ascertaining the amount of a sinking fund annuity, the 
determining factors are the principal to be accumulated, the 
time to run, and the rate of interest obtainable. 


CHAPTER XXIII 


ENTRY OF FUND TRANSACTIONS 


§ 226. The Trustee and the Fund Accounts 


Sinking funds may or may not be placed in the hands of a 
trustee, although it is customary—except in the case of munici- 
palities—to appoint an independently responsible trustee to take 
charge of sinking funds required by contract. An officer of the 
corporation is, however, sometimes appointed in his individual 
capacity to act as trustee. 

If the corporation itself maintains the sinking fund without 
an outside trustee, the transactions in connection with the 
handling of the fund will usually be recorded on the corporation 
books as they occur, no independent books of account being kept. 
Tf an officer of the corporation acts as trustee, the transactions 
are usually recorded on the corporation books, although the 
officer-trustee also frequently keeps an independent set of books 
for the fund. If there is an independent trustee he (or it, if the 
trustee is a corporation, such as a trust company) should cer- 
tainly keep a full record of his handling of the fund. Even in 
this case the corporation establishing the fund should show on 
its own books the investment of the fund and the profit there- 
from, although it must rely on the statements rendered it by the 
trustee. In this case the entries are made in summary on the 
corporation books as reports are received from the trustee. 

The principles laid down in the present chapter for sinking 
fund entries, when all the transactions are recorded on the books 
of the corporation, are equally applicable to any other funds 
which a corporation may establish. Also the method sug- 
gested for recording the transactions as they occur serves equally 
well—except as noted in connection with the various entries— 
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for putting on the books the transactions of a trustee as these 
are taken from his reports. 


§ 227. Entries for Sinking Fund Instalments 


The sinking fund instalments are paid in cash to the trustee, 
either half-yearly or yearly, or even at greater intervals, accord- 
ing to the requirements of the deed of trust. For illustration, we 
will assume that the 5% bond issue of the Lenox Iron Works for 
$1,000,000 required an annual deposit of $50,000 to the sinking 
fund beginning December 31, 1921. This payment will be 
recorded: 


December 31, 1921 


If there were several bond issues requiring sinking funds, 
each fund would have a separate account. They should be desig- 
nated according to the kind and tenor of the bonds, as “Sinking 
Fund of First Mortgage 5% Bonds of 1925,” “Sinking Fund of 
$4,000,000 First Mortgage 5% Sinking Fund Gold Bonds of 
1940,” as the case may require. Sometimes the name of the 
trustee is included in the caption, as “Security Trust Company, 
Trustee of Sinking Fund,” or “Trustee of Sinking Fund of $1,- 
000,000 5% Bonds,” etc. The title should be sufficiently descrip- 
tive to indicate clearly the fund and its purpose. 


§ 228. Entries for Sinking Fund Interest 


The duty of the trustee being to safeguard the sinking fund 
properly and to keep it earning, we will assurne in the present in- 
stance that he deposited the funds in the savings bank to draw 
4%. At the end of the first year he must make his report to the 
company, giving the status of the fund and stating the accumu- 
lated income thereon, which in this case would be 4% of $50,000, 
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or $2,000. Upon receipt of this report the following entry should 
be made on the company’s books: 


December 31, 1922 


Sivictape Pond Cash: <j «ac. yee Oe eet ee eet orate arate a $2,000 
To Sinking Fund Income. $2,000 
To record income from i ie eat deat ob heats ibe one 
year at 4%, as per report of the trustee. 


Sinking fund income should be credited to some account that 
will clearly indicate the sources from which it came, as shown in 
the above entry. Sinking Fund Income account may be closed 
at the end of the fiscal period into Profit and Loss, or if there is 
a Sinking Fund Reserve account, the Sinking Fund Income 
account may be closed into that.1 In the former case the entry 
will be: 

Smking Bund Income: v\.. ji. 2 hase se marae oe apo aera a is $2,000 


SPOSR TORE LANG ESOSS <a Pere yan, ee es se re $2,000 
To close Sinking Fund Income account into Profit and Loss. 


If there is a Sinking Fund Reserve account, and it is consid- 
ered desirable to close the Sinking Fund Income account into 
that, the entry will be: 

Sinking Fumd dacomey. ee. en Mec henae wtcas oo cio ete take $2,000 
‘To Sinking Band (Reservelc ib gue ne eee eee enrae coe $2,000 
To close the Sinking Fund Income account into the Sink- 
ing Fund Reserve. 

Under the terms of trust under which the sinking fund was 
established, no mention has been made of the disposition of the 
income from the fund. It might be handled in any one of three 
ways, i.e., (1) be turned over to the company, (2) retained by the 
trustee as an addition to the sinking fund, or (3) be applied to 
lessening the next sinking fund instalment. 

Since this is supposed to be a true sinking fund, the income 
must be added to the principal and draw compound interest. 
Under this procedure the entries are more involved than in the 
first or third methods of handling income from funds. Under the 


1 Cf, §222- 


a ae 


Ch. 23] ENTRY OF FUND TRANSACTIONS 1239 


first method the trustee would turn over to the company cash to 
the amount of the interest or income; and the company, if the 
entry of Sinking Fund Cash to Sinking Fund Income had already 
been made, would debit Cash and credit Sinking Fund Cash, 
but if otherwise would debit Cash and credit Sinking Fund 
Income. 

To illustrate monthly entries showing the accrual of the sink- 
ing fund interest, the following have been constructed upon the 
facts of the preceding material: 


Accrued income at 4% on $50,000 of cash on deposit in 
savings bank for one month, !/ 2 of $2,000. 


This entry would be made at the end of each month, and at 
the end of the year the following entry would be made: 


‘Suny By eyend ovate CENA Ob cori oe, ac nee Saar ae Sees oe RS peer $2,000 
or Acerued sinking bund income... s...cees se eee: $2,00e 
Cash collected by sinking fund trustee during the year, being 
4% on $50,000 on deposit at the savings bank. 


§ 229. Entries for Sinking Fund Investment 


Instead of depositing the sinking fund cash in the savings 
bank, the trustee may find it more profitable to invest it, or a 
portion of it, in gilt-edged bonds paying a higher rate of interest. 
In some cases he is required to invest the funds in bonds of other 
companies, or of the issuing company itself. We will assume, 
therefore, that on January 1, 1923, the trustee purchases $100,- 
ooo of first mortgage 5% bonds of the United States Steel Cor- 
poration at par, interest due January 1 and July tr. 

If the trustee of the sinking fund keeps his own books and 
makes such investments as this independently of the company, 
the money paid to the trustee will, as shown in the preceding 
section, be debited to Sinking Fund Cash, and no entry be made 
on the company’s books for the purchase of the United States 
Steel bonds until the trustee’s periodical report is received. The 
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asset value is continued to be carried in Sinking Fund Cash ac- 
count until the details of the investment and perhaps of the peri- 
odical profit therefrom are furnished. In making the investment 
the trustee is simply replacing a certain amount of cash assets 
with an equivalent amount of securities, and the on 
net worth remains unchanged. 

But whenever it is possible to record on the company’s books 
all the transactions as they occur, so as to show how the sink- 
ing fund is invested and the amount of this investment separ- 
ately from the sinking fund cash, even though the securities are 
in the hands of the trustee, the following would be the procedure: 


January I, 1923 
Sinking ?Bundsinvestments:) he eee cee not oe oe $100,000 
Mo SiskingsFund;Cash tiers ord tea henett el: inize $100,000 
For investment by the trustee in 5% bonds of the United 
States Steel Corporation at par, as per his report of 
this day, 


§ 230. Income on Sinking Fund Investments 


The sinking fund now contains bonds which will pay interest 
twice during the year, $2,500 in cash each six months. If the 
bonds had been purchased at a premium or discount, another ele- 
ment would have been introduced—that of properly recording 
such difference.2 At the end of the first half-year an entry for 
income would be required as follows: 

July 1, 1923 
SHUT WC PRP ee eee 2 Ga Ge RO 2,500 
ho: Sinking Gund income ts «eee eet ee eee ; $2,500 
For coupons collected on $100,000 5% bonds of United 


States Steel Corporation held in the sinking fund as per 
report of the trustee. (ull details necessary.) 


If desired this could be handled by monthly entries accruing 
the income. 
At the end of the year, interest will have accumulated on both 


2See Ch. XXI, “Bond Discount and Premium.” 
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interest and bonds, requiring the following entry on the com- 
pany’s books: 


December 31, 1923 


For interest accumulations to the fund, as per report of the 
trustee, as follows: 
Interest at 4% on $2,000 in bank, one year..... $ 80 
Interest at 5% on $100,000 bonds, one half-year. . 2,500 
Interest at 4% on $2,500 in bank, one half-year. 50 


Another instalment of $50,000 is due the sinking fund at this 
time, and is entered as before. 


§ 231. Entries for Investment in Issuing Company’s Bonds 


The trust deed in many cases provides for the redemption of 
the bonds by the sinking fund trustee, either at the market price 
or at a fixed price, and he is compelled to carry out such pro- 
visions. In a true sinking fund the bonds so purchased by the 
trustee will be kept alive as investments of the sinking fund; 
whereas if the fund is merely a bond redemption fund, the trus- 
tee will turn the bonds over to the company for cancellation. 

To exemplify the entries for the purchase of such bonds for 
sinking fund investment, we will carry the illustration of the 
Lenox Iron Works a step further, by a purchase on January 1, ° 
1924, of $50,000 of the company’s own bonds at 10214. 

The entry to be made for this transaction must be governed 
by the circumstances, not because the bonds are those of the 
issuing company, but because of the disposition to be made of 
the $1,250 premium paid thereon. The company is the loser of 
this amount since the bonds are not to be resold, and the premium 
must be charged off. There is, however, open to the corporation 
a choice as to whether this premium shall be disposed of at once 
by a charge to Profit and Loss, or be carried as a deferred expense 
and amortized over the life of the bonds. 
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In either case it is the best practice to carry at par the bonds 
so purchased, charging the premium into an account called “‘Pre- 
mium on Own Bonds Held in Sinking Fund,” or some other de- 
scriptive title. The entry at the date of purchase is as follows: 


January 1, 1924 


Sinking Mund Investments sc. nc.2 ne ate ee eee $50,000 
Premium on Sinking Fund Investments..............-..... 1,250 
TovSinking und Cash tiscans eer oe ee. ee $51,250 


For purchase of $50,000 of the company’s 5% bonds at 10244 

by the trustee for sinking fund investment. 

The Premium on Sinking Fund Investments account will be 
closed into Profit and Loss, or its amount will be amortized 
over the remaining life of the bonds by periodical charges to 
Profit and Loss or to Sinking Fund Income. If the trustee’s fund 
is to be maintained at a definite status at all times, the company 
may be required to pay over to him additional cash to reimburse 
him for the amount of the premium payment. 

Federal income tax laws make this premium an expense of 
the year in which the corporation’s own bonds are repurchased, 
and do not allow later charges on account of amortization to be 
taken as a deduction from taxable income in the year in which 
they are made. For this reason, in order to keep their books in 
accord with their income tax returns, a great many corporations 
prefer to charge the premium off immediately. The United 
. States Steel Corporation charges off each year all such premiums 
(upward of $800,000 or more) on bonds purchased and held by 
the sinking fund trustee, this item together with the bond inter- 
est being entered 2s a deduction from net income. 


§ 232. Entries for Sinking Fund Reserve 


The deed of trust frequently requires an amount equal to the 
sinking fund instalment to be set aside out of profits.s To carry 
out this provision a definite amount agreeing with the sinking 
fund payment must be reserved each period, whether yearly or 


#See § 216; also Ch. III, ‘Reserve Accounts.” 
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oftener, and credited to a reserve account set up for that purpose. 
Resorting again to the example under discussion, we wi!l assume 
that the Lenox Iron Works is required to set aside each year out 
of profits an amount equal to that of the sinking fund instalments, 
$50,000 per year. In that event it becomes necessary to with- 
draw the required amount out of profits by the following entry: 


December 31, 1921 


To set aside profits equal to the sinking fund deposit for 
redemption of $1,000,000 first mortgage 5% bonds, in 
accordance with the trust agreement. 


Whether or not this reserve shall be kept in harmony with the 
Sinking Fund account depends upon the trust agreement. In 
case this is a requirement, it is obvious that every dollar added 
to the fund must also have an equivalent credit to the Reserve 
account, so that the two accounts will show like amounts though 
on opposite sides. This plan is illustrated in the following entries. 

During 1922 the sinking fund accumulates a profit of $2,000, 
which was credited to Income and which must be reflected in the 
Reserve account as well as in the Sinking Fund account. This 
profit was credited to Sinking Fund Income, which account has 
at the regular time been closed into Profit and Loss. We may 
now, therefore, debit Profit and Loss, not as a charge against the 
year’s profits but as an impounding of them, or debit Surplus as 
an impounding of profits in general, and credit the reserve. The 
following entry will properly record the regular instalment of 
$50,000 and the income for one year on the preceding deposit: 

December 31, 1922 
PTO ucsaAn eLOSSE Ole SUNOS) spent a2 nee Oe ees 5 5,9 $52,000 
Movs kines UncweReselVickuet. rah. ay vee yaa hee $52,000 
To set aside an amount equal to the annual deposit to the 


sinking fund, plus the profits accumulated for the year, 
as follows: 
Annual deposit to sinking fund............. $50,000 
Income on previous balance reported by 

ELUSTOOIN Rie tee (oto tet scat diode. euatts iis ata teed as steleie¢ 2,000 
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Of course, if the Sinking Fund Income account was closed 
into the reserve,‘ no further credit of that amount to the reserve 
will be necessary. 

An entry similar to the above must be made at the end of 
each year, comprising the regular instalment and all accrued 
profits for the year. This entry presupposes, of course, that ad- 
ditions to the sinking fund have already been charged to the 
trustee and credited to income on December 31, 1922. As in- 
terest accumulations are reported by the trustee, adjusting entries 
are made to the Sinking Fund account; but under the plan 
adopted it may not be necessary to credit the Sinking Fund Re- 
serve until the end of the year, at which time the entry will in- 
clude both the regular $50,000 instalment and the accrued inter- 
est. If it is desired, as is frequently the case, to credit earnings 
directly to the Sinking Fund Reserve account instead of to In- 
come, the following entry would be required for the $2,000 above 
reported: . 

December 31, 1922 
Sinking und! Gasht. 2). 1 ce. csp aa ee Wate eae Pie eee ae $2,000 
Torwsinking Fund: Reservea> our, Se ene enone. teen $2,000 


For interest accretions to the sinking fund for year, as per 
report of the sinking fund trustee. 


If the Sinking Fund account and the Sinking Fund Reserve 
account are to be kept in harmony, certain adjustments may be 
required from time to time, as in the purchase of bonds of the 
issuing company or others at a premium. Referring to the in- 
vestment of $51,250 recorded in the previous section, instead of 
charging this premium to a premium account it may be charged 
directly to the Reserve account by such an entry as that which 
follows: 

January 1, 1924 
Sinking Fund Reserve. 40). 2) Po Ate aie ate Mane $1,250 


To Sinking Fund Cash 
(Full explanation here.) 


4 Cf. §222 
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This entry, if used, would of course be incorporated in the 
entry referred to above. The amount might, if desired, be first 
charged to the Premium account and in turn closed into the Re- 
serve account. There are many ways of making entries and it 
would be impracticable to enumerate them all. 


§ 233. Accounts Kept by Sinking Fund Trustees 


It is necessary for the trustee of any fund to keep full and 
complete accounts so that the condition of the trust can be 
readily ascertained at any time. The accounts of the trustee and 
of the company should always be in absolute harmony on all 
matters pertaining to the bond issue and the sinking fund. 

The trustee will maintain accounts with Cash and with In- 
vestments, possibly opening a separate account for each kind of 
investment. “Sinking Fund of Blank Company” account will be 
credited by the trustee with the amounts of all sinking fund in- 
stalments paid to him. Its only debit will occur at the time the 
trustee, at the maturity of the bonds, takes them up, whether he 
has already invested his cash in them or whether they are still 
in the hands of scattered holders. The trustee of a bond redemp- 
tion fund would debit Bond Redemption Fund, on the contrary, 
with his purchases of bonds for redemption. 

Interest Payable or Coupons Payable account (with perhaps 
a separate account for each series of coupons, as ‘‘Coupons No. 
1’) is credited at the time of the receipt of money with which to 
pay the interest, Cash being debited. The account is debited 
with the amounts of all interest paid to bondholders or coupons 
taken up. The credit balance therefore shows the amount of all 
unpaid but due interest for which the trustee has received the 
money to make payments. 


§ 234. Entries on Books of Sinking Fund Trustee 

To illustrate the entries on the books of the sinking fund trus- 
tee, the transactions in connection with the bond issue of the 
Lenox Iron Works (§ 227) may be again taken. The first pay- 


1246 CORPORATE ACCOUNTING [Bk. I1I- 


ment to the sinking fund trustee was $50,000 in cash on July 1, 
1921, this payment being made to meet the semiannual bond in- 
terest. The entry on the books of the Lenox Iron Works was as 
follows: 

July 1, 1921 


To Cash. ...gao9tanvl. borers 26d. $921.2: $50,000 
For payment of semiannual bond interest on $1,000,000 

5% bonds, due today at the office of the trustee, The 

Grove Street Trust Company to whom the check has 

been issued. 


The corresponding entry on the books of the sinking fund 
trustee is shown below: 


July 1, 1921 


To Coupons No. 1 (Lenox Iron Works).............. $50,000 

First deposit of cash for payment of Coupons No. 1 on 

$1,000,000 coupon bonds of the Lenox Iron Works. 

The Coupons No. 1 account will obviously remain open until 
all the coupons are paid. As payments are made, the trustee of 
course debits the Coupons account and credits Cash. 

Upon receipt of the first sinking fund instalment the following 
entry was made on the books of the Lenox Iron Works. 


December 31, 1921 


(Ex planation.) 


The corresponding entry on the books of the sinking fund 
trustee is as follows: 


December 31, 1921 


To Sinking Fund (Lenox Iron Works)............... $50,000 
First sinking fund instalment of the Lenox Iron Works for 
redemption of $1,000,000 first mortgage 5% bonds of 
1921, due January 1, 1941. 


The succeeding entries of the sinking fund trustee would, as 
in those shown above, correspond to the company’s entries. 


CHAPTER XXIV 


REDEMPTION OF BONDS ! 


§ 235. Plans for Redeeming Bonds 


The due date of any issue of bonds is stated in the deed of 
trust and also on the face of each bond. The deed of trust 
usually provides also that if any instalment of bond interest is 
not paid when due, and default continues for a specified length of 
time, the principal is thereby matured and must be paid. In 
event of continued default in either the principal or interest, it 
is usually provided that foreclosure may follow, or perhaps the 
trustee is authorized to take possession of the mortgaged property 
and operate it for the benefit of the bondholders. 

The method of redeeming bonds depends largely on the 
nature of the particular bonds. The following methods are in 
general use: 

1. Payment in cash at maturity through the sinking fund. 

2. By calling certain bonds each year for redemption. Under 
this method the numbers of the outstanding bonds are placed in 
a box or hat, shaken up, and a given number of them drawn, 
those drawn indicating the bonds which are to be redeemed. 
Legal notice of the numbers drawn for redemption is given to 
the bondholders by advertisement in the daily papers, and the 
bonds specified cease to bear interest from the date of the draw- 
ing, or some other specified date. . 

3. Refunding at maturity, in which case the bonds are 
canceled and new ones issued in their place, the holders of the 
old bonds either taking new bonds, of cash secured by the sale 
of these new bonds, in exchange for their old bonds. 


1See also Book II, Ch. XI, ‘‘Redemption of Bonds—sinking Funds,” 
1247 
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4. By serial payments. Under this plan serial bonds are 
issued, payable in instalments of so much per year during the 
currency of the bonds. 

5. By conversion into stock of the company, either at a 
fixed date or at the maturity of the bonds, or at some other con- 
venient time prior to maturity. 


§ 236. Redemption of Bonds through Sinking Fund 


Bonds redeemed through the sinking fund are paid at ma- 
turity by the trustee, who then passes the canceled certificates 
over to the issuing corporation for final record. Sometimes the 
canceled bonds are burned, though more frequently retained by 
the company as a permanent voucher. 

The book entries at maturity of the bonds are very simple. 
To illustrate the entries necessary, the bond issue of the Lenox 
Iron Works may again be taken. - This consisted of $1,000,000 of 
first mortgage 5% sinking fund bonds due January 1, 1941. 
Assuming that the bonds have matured and that the sinking 
fund for their redemption amounts to $992,000, leaving $8,000 
more to be made up by the company, book entries are required 
as follows: 

January I, 1941 
sinking "Fund Gash ih. caus ot ee en cee ee eee Ce $8,000 
OTGRSDE 26). TACT . CC LES Ae ee $8,000 
Cash paid over to the trustee of the sinking fund as per 
request, being the amount still required by him for 


payment of $1,000,000 first mortgage bonds maturing 
this day. 


If the sinking fund had been scientifically calculated and 
maintained at all times at a given rate of interest without loss, 
the required amount for the redemption of the bonds should be 
available at their maturity in the sinking fund. It is, however, 
for obvious reasons seldom that the sinking fund is exactly equal 
to the maturing bonds. When a shortage occurs the company 
must raise the additional funds. If, on the other hand, the fund 


a en 
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is in excess of the required amount, such excess must of course 
be returned to the company after the bonds are redeemed. 

Upon receiving notice from the trustee that all of the bonds 
have been redeemed, the following entry is made: 


January 1, 1941 
BirsteVMorteage’Bonds =. Anse et toe ee ee Ee $1,000,000 

do Sinking, Fund @ashwerade s. yt.typ. Lc oe $1,000,000 
For payment by the trustee of $1,000,000 first mort- 

gage 5% 20-year sinking fund bonds of 1921 due 

this day. The trust deed has been canceled and 

the mortgage satisfied of record in the county re- 

corder’s office. 


Through the above entry, both the bond and the sinking 
fund accounts have been closed out. ‘This results in the can- 
cellation of two main accounts. The Sinking Fund Investments 
account should have been closed into the Sinking Fund Cash 
account when the trustee turned the securities into cash; the 
entry above being preceded by the following entry for the 
amount invested in securities: 

Proineeb une Casein ete ee et eee a ee eee $900,000 
To Sinking Fund Investments................. $900,000 


For conversion into cash by the trustee of sinking fund 
securities held by him to the amount of $900,000. 


This entry is made regardless of whether the sinking fund 
investments are bonds of the issuing company or of other com- 
panies. The cancellation of all three accounts involved in the 
above entries might of course be accomplished through the one 
journal entry as follows: 


SPAN LOLEC AC AB ONGSs Mamet ci AGEs ss s ccnceneele es $1,000,000 
To Sinking Fund Investments................. $900,000 
Sinking MimdsCash ws sie tescncresgetiegxabn Sarewryet. 100,000 


(Full explanation here.) 


If a Sinking Fund Reserve account had also been created, it 
can now be disposed of, as there is no further need of preventing 
the declaration of dividends to the impairment of current assets. 
The Surplus account can be credited with the amount of this 
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reserve. Assuming that it has a credit balance of $1,000,000, 
the following entry is required: 


(Full explanation here.) 


§ 237. Bonds Drawn by Lot for Redemption 


When bonds are to be redeemed before maturity, the sinking 
fund trustee either advertises for the desired number of bonds at 
a stated price, draws certain bond numbers by lot for redemption 
at a fixed price, or buys them in the market at the best prices 
obtainable. If the bonds to be redeemed are drawn by lot, in 
the case of coupon bonds, notice thereof is given to the holders 
by means of newspaper advertisements; in the case of registered 
bonds, notices are sent direct to the holders. When bonds of 
the issuing company are purchased by the trustee, they are, 
according to the provisions of the trust agreement, either retained 
as a sinking fund investment—unless resold later at a higher 
price—or are handed over to the issuing company and canceled. 
The company’s bonded indebtedness is in the latter case reduced 
to the extent of the bonds retired. 

The investor frequently objects to the plan of drawing bonds 
for retirement, because he never knows when his number may 
be drawn. He must therefore be on the lookout at each interest 
period for the announcement of drawings, thereby causing a 
certain amount of anxiety. If he should overlook the announce- 
ment, he would hold his bonds and be deprived of the use of his 
money for the ensuing six months, discovering his loss at that 
time through the fact that his coupons came back unpaid. Also 
the plan results in a very short investment period for those whose 
bonds are called first, and an uncertain investment period for all 
the holders of the particular bonds. On the other hand, the fact 
that called bonds are usually purchased at a premium has a 
tendency to offset any trouble to which the investor may be put 
in watching for the newspaper notices of calls. 


™~ A" a ee 
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The plan of selecting bonds for redemption by lot applies 
equally as well to debentures, short-term notes, and other 
obligations. Bonds of clubs, institutions, office buildings, and 
the like, are frequently issued under this plan of redemption. 


§ 238. Entries for Bonds Redeemed Before Maturity 


The entries for bonds of the issuing company purchased and 
held by the trustee for sinking fund purposes, were set forth in 
the preceding chapter. When the company, either voluntarily 
or because of a stipulation in the deed of trust requiring it so to 
do, purchases bonds in the open market or calls them before 
maturity and cancels them, a different principle is involved. 

The security to bondholders, however, remains the same in 
either case; indeed, from the bondholders’ standpoint the can- 
cellation of the bonds is preferable, since his margin of security 
automatically increases in proportion as the volume of out- 
standing bonds decreases. The trust agreement may stipulate, 
however, that as bonds are called for redemption and canceled, 
certain modification of the security held may be made. 

If no bond redemption fund were required by. the deed of 
trust, or if one were required and the company in addition to 
its stipulated payments to this fund chose to purchase and cancel 
other bonds, the entry at the time of purchase would be simply: 


BEEStEVOnteace DONUS as Aor Ane TOn oak coi ee seed adie sos $3,000 

Biicere stron MONG St with mete Wetc ps ces veminreeses caus: diesmuebs booeind spot 30 

Premiumnon bonds Purchased . /. eters: alittcosed oc se ore 150 
MonGas hse Rens Gears. tcs oe oes, ue eo. aay. $3,180 


Purchase for cancellation of $3,000 of the Company’s 5% 
bonds at 105 and accrued interest. 


But if the trust agreement of the Lenox Iron Works called 
for annual bond redemption instead of a sinking fund, and if 
under this agreement the trustee of the bond redemption fund 
purchased on January 1, 1924, $50,000 of bonds? and turned 


2Cf. § 231. 
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them over to the company to be canceled, an entry would be 
required as follows: 


January I, 1924 


First Mortgage 5% Sinking Fund Bonds................... $50,000 
Prenmum on Bonds Canceled)... pease ets eet fete 1,250 
To Bond Redemption Fund Casu.................-- $51,250 


Purchase for cancellation of $50,000 of the Company’s 5% 

bonds at 102% through the trustee. 

If the trust mortgage provides that the fund shall be main- 
tained at a given amount, the company may be compelled to 
reimburse the trustee for the premium payment. This premium 
of $1,250 will at the proper time be closed into Profit and Loss. 


§$ 239. Refunding Bonds 

As already stated, a bond issue may be renewed or “funded” 
by a new issue of bonds with equally as good or better security. 
Nearly all railroad bonds are issued with the expectation of 
refunding at maturity and when the company is of unquestioned 
financial strength such refunding is looked upon with favor. 

For illustration of the entries required where bonds are 
refunded, we will assume that the first mortgage 5% bonds of 
the Pleasant Valley Electric Railway Company for $10,000,000 
matured July 1, 1921, and that they were refunded by part of a 
new issue of consolidated first mortgage 5% 50-year bonds for 
$20,000,000. The following entry is required for the refunding 
operation: 

July 1, 1921 
First Mortgage 5% Bonds (maturing).............. $10,000,000 
To Consolidated First Mortgage 5% Bonds 


(or CashyeS. os... ose oe Lee ee $10,000,000 
Refunding of $10,000,000 first mortgage 5% bonds 
due this day at the office of the trustee, the Barton 
Trust Company. The bonds have been canceled 
and returned and the mortgage satisfied of record. 


~ 


In cases such as this the new bonds may either be exchanged 
for the old, as assumed above, or they may be sold and the cash 
received be used for redeeming the maturing obligations. 


Ch. 24] REDEMPTION OF BONDS 1253 


§ 240. Redemption of Serial Bonds 


Serial bonds are usually paid in annual instalments of given 
amounts beginning a few years after the date of issue; therefore 
the redeeming process is a continuous feature after it is once 
started. Like other mortgage bonds, serial bonds are usually 
payable at the office of the company’s fiscal agent or at the office 
of the trustee, but in any case the money required for their 
redemption is paid over by the company as the instalments 
mature. 

Assuming that the first mortgage 6% serial bond issue of 
$3,000,000 of the Georgian Paper and Pulp Company is payable 
in instalments of $150,000 each year beginning February 1, 
1921, and that the date for paying the first instalment is at hand, 
the following retirement entry is made: 


February 1, 1922 


Payment of Instalment No. 1 of the $3,000,000 first 

mortgage serial 6% bonds. 

As the bonds are paid they are canceled and handed over to 
the company for record. In place of the above entry two 
entries may be substituted if desired, one crediting Cash and 
debiting the trustee as the cash is paid over, and the other 
debiting the bond account and crediting the trustee as the bonds 
are received by the company. 

Under the trust deed the company has the privilege of paying 
off additional instalments in order of serial numbers (or the 
reverse order), in advance of maturity, at 103 and interest. As 
already explained,’ the premium paid for such redemption is in 
turn closed into Profit and Loss. In that case the entry differs 
from the above only with respect to premium paid, and is: 


Base Mortgage.67,,sertal Bonds. .... 04.62 ¢¢+s00+ «»dleltime $150,000 
remiumron Redeemed Bonds.........-.++rpecceereeese 4,500 
MorCashir 1? (42. eee Apel ted 0}. Wat let ates $154,500 


(Full explanation here.) 


3§ 231, 
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§ 241. Entries for Convertible Bonds 


A convertible bond is one which under prescribed conditions 
carries the right of conversion into other securities of the same 
corporation. These convertible bonds may be exchanged for 
stock of the company at a stated price, provided the holders 
thereof care to take advantage of the privilege. For instance, 
the convertible 444% bonds of the American Telephone and 
Telegraph Company can be exchanged at par for stock of the 
company at $120 per share until March 1, 1925. When the con- 
vertible bonds are issued, provision is of course made so that there 
may be a sufficient amount of unissued stock or other securities 
to which the conversion privilege will apply. 

The entries required to give expression to such a conversion 
are quite simple: 

Convertible-Bonds,,etep)a).2.. Feet FE sae ote eae 
To Unissued Stock (or other security).............. $iveee 


Premiumyvon Stock. a ate sere see tree eases 
(Full explanation.) 


§ 242. Redemption of Collateral Trust Bonds 


The entries for the redemption of collateral trust bonds are 
not different from those for the redemption of ordinary mortgage 
bonds, except that the security which had passed out of the 
company’s possession at the date of issue now comes back. An 
extra entry is required to record this transfer. 

Assuming that the due date of the Harney Electric Company’s 
$1,000,000 20-year collateral trust 5% gold bonds, interest pay- 
able half-yearly, has arrived, that they have been paid by the 
trustee, and that the collateral has been released to the company, 
the entry required at the time is: 


July 1, 1936 
Collateral) Truste59, Bondsescasvnce cn wenn ae etre $1,000,000 
SRE Oe RON Pores Oe Gti $1,000,000 
Payment of $1,000,000 20-year 5% collateral trust 
bonds matured this day at the office of the trustee, 
the Hudson Trust Company. 


oo 
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If desired, this amount may first be charged to the trustee, 
if payment is made by him, and be followed by another entry 
debiting the bond acccunt and crediting the trustee. 

The collateral security now having been released to the com- 
pany may be recorded by the following entry: 

July 1, 7936 
investments 22.00 2! SOR he paekofar eds | $1,340,000 
MorPiedsedinvestments ani at: ak ra uid eae _ $1,340,000 
Return of collateral pledged with the Hudson Trust 
Company as security for $1,000,000 collateral trust 
bonds, as follows: (Here list details and values of 
stocks and bonds returned.) 

This returns the securities to the Investments account, and 
they are now free for use in other ways if necessary. The 
explanations given above apply also to secured short-term notes 
and like obligations. 


§ 243. Redemption of Short-Term Notes 


Short-term notes are either secured or unsecured, and as they 
mature they are paid like other bond obligations, and the book 
entries required are similar to those for other classes of bonds. 
If the notes are secured by a deposit of collateral, an entry should 
be made as soon as the collateral is returned, removing the col- 
lateral from the Pledged Collateral account and returning it to 
the Investments account, as in the case of collateral trust bonds. 
Unissued or nominally issued bonds of the company that have 
been pledged as security for bank loans or other obligations, 
should in like manner be recorded in some distinguishing account. 


§ 244. Redemption of Equipment Trust Bonds 


Equipment certificates are usually issued in series, as Series 
A, B, C, etc., each being secured by a given portion of the 
equipment. As each instalment of the certificates is paid by 
the trustee out of money supplied by the company, the equip- 
ment trust certificates are canceled and returned to the company. 
As soon as a series is paid off, which may require two or three 
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instalments, the equipment thereunder is released to the com- 
pany. It is then transferred from the trust equipment account 
to the free equipment account. Assuming that upon payment 
of the first instalment of $1,000,000 of an equipment trust bond 
issue, one-fifth of the equipment held as security is released to 
the company, it would be reflected in the following entries, it 
being assumed that the released equipment is of the value of 
$2,000,000: 
July 1, 1922 


EG) SOSSH ea 5 oo ease ae Se EO ae Eee te $1,000,000 
First instalment of 6% equipment trust certificates 
paid this day, etc. 
This entry is then followed by a transfer entry somewhat as 
follows: 
Equipment Cars (or Locomotives).................+-- $2,000,000 
‘To-Equipment “rust. Cars. «222 on ait mitsas ao eX $2,000,000 


For transfer of $2,000,000 of equipment released under 
equipment trust certificates. (Full explanation.) 


§ 245. Redemption of Guaranteed Bonds 


Guaranteed bonds are issued, as a rule, by subsidiary or 
affiliated companies, and should be redeemed by the issuing 
company. A contingent liability is, however, incurred by the 
guaranteeing company as soon as the bonds are indorsed, but it 
is not usual to make any entry in the books of account at the 
time. A complete record of the matter is of course made in the 
corporate minutes. If no entry is made when the bonds are 
indorsed by the company, then no entry is necessary at their 
maturity so long as they are duly paid by the issuing company. 
On the other hand, if an entry is made at the beginning, an off- 
setting entry is required when the bonds are paid by the issuing 
company. 

If the guaranteeing company is required to make payment 
for all or any part of the bond issue, it must then, of course, make 
an entry debiting the issuing company and crediting cash, and 
will look to the issuing company for reimbursement. 
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§ 246. Bonds in Default 


In case of default in the payment of bonds, or even in the 
interest thereof, the trustee is usually empowered by the deed of 
trust to enter upon and take charge of the mortgaged property for 
the benefit of the bondholders. In that event the company is 
forced into bankruptcy, or a receivership, or a reorganization of 
some kind, unless the bondholders consent to an extension or 
renewal, or to some other plan of adjustment that will permit the 
company to continue its career. 

Bond obligations not met at maturity should be removed 
from the regular bond account and credited to some other 
account that will clearly designate the nature of the obligation, 
as: 


To Matured Four-Year 6% Notes................. $600,000 


An account may even be opened for “Defaulted 6% Notes,” 
“Overdue 6% Notes,” “Renewed 6% Notes,” or “Extended 6% 
Notes,” as the case may require. 
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Part V—Corporate Combinations 


CHAPTER Xk y 
COMBINATION BY LEASE: 


§ 247. Leases 


A common method of securing control of a competing concern 
is to rent its plant or property for a term of years, very much as 
one person would lease or rent properties from another. This 
plan is extensively used by transportation companies to gain 
possession of connecting lines. By this method the competition 
of the owner of the leased property is eliminated and the lessee 
company obtains valuable connections and a going business with- 
out incurring the cost and delay of construction. The lessor, on 
the other hand, besides being relieved of the operation of its 
properties, may receive more satisfactory returns in the form of 
rentals. The lessor company continues to maintain its separate 
existence, but its activities consist merely in receiving its assets 
and disbursing its income in the form of expenses and dividends. 

Nearly all leases require the operating company to pay taxes, 
insurance, and up-keep expenses of the leased properties, and to 
undertake other obligations of a more or less rigid nature. In 
mining operations the terms of the lease usually require the pay- 
ment of a certain amount per ton on the output of ore, with a 
specified minimum output, while in the case of a railroad or 
similar property the payment is likely to be a specified rental or 
a guaranteed dividend on the lessor’s outstanding stock, with 


_ perhaps some participation in profits. 


1See Book I, § 557, 
1259 
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The lessor is given access to the accounts and records of the 
lessee as far as they relate to the leased property during the life 
of the lease. Leases of large properties are usually matters of 
public record and the details thereof accessible to the public. 


§ 248. Entries for Property Leased 


Leased properties continue in the ownership of the lessor and 
must be returned at the expiration of the lease. Where the 
properties taken over are of such a nature that they are merged 
and perhaps consumed, as for instance, equipment and supplies, 
the lessee usually absorbs them into its own accounts and at the 
expiration of the lease either pays for them in cash or returns 
other equivalent assets. The assets so absorbed may be charged 
to the property accounts already in the ledger and credited to the 
lessor, or else be charged to separate accounts. 

The record of leased property stands as entered until the lease 
expires, while repairs and minor improvements on the property 
are usually charged to operating expenses. Permanent improve- 
ments would usually be charged against the lessor, the matter 
being determined by the terms of the lease. On the balance 
sheet, leased properties and the owner’s credits may appear. 
among the assets and liabilities as cancelling amounts, or may be 
entered on both sides “‘in short,” in order to indicate their relation 
to other items; or they may be mentioned in a footnote to the 
balance sheet, or even be omitted entirely. If they are merged 
and included in the lessee’s properties, a footnote may not be 
necessary, but the lessor’s account must be included in the 
liabilities. 

Corresponding, though reverse, entries should be made on the 
books of the lessor for the properties conveyed by the lease, in 
case it is decided to make book entries at all. It is sometimes 
considered good practice to debit the leasing company and credit 
the property leased. Such an entry might be suitable where 
only a part of the property is conveyed, in order to distinguish 
between properties leased and properties operated. 
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§ 249. Entries for Guaranties 


When guaranties of interest or dividends are included in the 
terms of a lease, book entries are not absolutely necessary to 
record the contingent liability incurred; and yet it is good business 
practice so to record such liabilities as to keep the obligation 
continually before the stockholders. 

The Pennsylvania Railroad Company does not enter such 
guaranties in its ledger accounts, but in its annual report a com- 
plete list of them is included. If book entries are made for guar- 
anties, they must obviously be for record only, because as 
contingent entries they would offset each other in the accounts. 
In the annual balance sheet they should be exhibited either 
among the accounts (in short or otherwise), or as a footnote 
thereto. 


§ 250. Lease Terms 


To illustrate the entries required when properties are leased 
by a corporation, assume that the Vermont Mining and Smelting 
Company has leased a mine from the Union Mining Company for 
aterm of 30 years. The properties taken over comprise the mine, 
valued at $400,000, buildings and equipment valued at $30,000, 
and supplies valued at $8,500. At the termination of the lease 

the properties are to be returned to the Union Mining Company 
in as good condition as when taken over, except as to the ore 
mined. The Vermont Mining and Smelting Company agrees to 
pay as rental for the mine a guaranteed annual dividend of 4% on 
the Union Mining Company’s capital stock of $1,000,000 during 
the life of the lease, and a royalty of ro cents per ton for every 
ton of ore mined. 

The Vermont Mining and Smelting Company leases also a 
short railroad and its equipment, valued at $3,000,000, of the 
Wilson Transportation Company. The lease is to run for 30 
years, at the end of which time the property is to be returned in 
good condition. The lessee is to guarantee during the existence of 
the lease an annual dividend of 6% on the capital stock 
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($2,000,000) of the lessor company as rental, and is in addition 
to pay all taxes, improvement expenses, and interest on the out- 
standing bonds, and to make all needed replacements. 

The Vermont Company finds it necessary to expend for im- 
provements on the Union Mining Company property $100,000, 
and on the railway $400,000; and in order to secure funds for 
this, the company issues $500,000 of short-term notes payable 
$100,000 each year for 5 years and drawing 6% interest. The 
notes are secured by a deposit with the trustee of $500,000 stock 
of the Lone Ridge Mines Company, a successful subsidiary. The 
notes are sold at 95 to a banking firm. 

The output of ore from the leased mine during 1921 is 122,000 
tons, and the net income therefrom to the lessee after paying 
operating and repair expenses is $85,000, out of which the rental 
must be paid. The Union Mining Company is able, out of the 
rental received, to apply 3% of the value of the mine leased on 
its extinguishment fund and also to apply to the dividend fund 
214% on its capital stock. 

The operations of the leased railway for the year are shown in 
the following summary: 


Gross Fretght Eaimings. 220 UDI. YES. SRI Gt $750,000 
Operiting Fapenses? ¢ oi iris} ase dt +» as. Sete «mys $230,000 
BRenlarements and Repairs. i be oie Gan eee noe the as 145,800 
Improvements, efc., charged off. ..............---2-2...; 14,000 
Guaranteed Dividend to Lessor........0........0...0 00. 120,000 

Racial, Deane ens ghee era 509,800 

Net Eamings > 2022 & ea Le Pee $240,200 


The accounting procedure to be considered in connection with 
the foregoing transactions involves entries for: 


1. Lease of the mine and equipment. : 
2. Lease of the railway and equipment. ie 
3- Issue of notes and expenditures for improvements on 

leased properties. . 
4. Distributionof rentalsof leased properties at end of year. | 
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5. Union Mining Company at the beginning and end of the 
first year. 

6. Wilson Transportation Company at the end of the year’s 
operations under the lease. 


§ 251. Entries for Lease of Mine 


It is natural to suppose that the lessee will aim to secure from 
the mine during the life of the lease, all of its ore, unless the lease 
contains some limitations. The outlay for improvements and 
extensions made by the lessee must be written off during the life 
of the lease as operating expenses, excepting as to any movable 
equipment belonging to the lessee. The mine buildings and 
equipment are valued at $30,000, and must be returned when the 
lease expires. The supplies taken over are valued at $8,500, and 
must be made good when the lease expires. Assuming that the 
Vermont Company decides to bring these properties into its own 
accounts, the following entry is made: 


Leased Properties of Mining Company................... $438,500 
To Union Mining Company for Leased Properties. .. $438,500 
For mine, valued at $400,000, buildings and equipment at 
$30,000, and supplies at $8,500, taken over under 
go-year lease, to be returned at expiration thereof. 


It will be seen that one entry offsets the other. They must 
stand thus in the ledger accounts until the lease matures and 
then be eliminated by a counterbalancing entry. 

Under an alternative plan that is also good practice, no entry 
in the books is necessary for the leased properties, save the record 
of the transaction in the minutes of the directors and stock- 
holders. 

The improvements on the mining property, costing $100,000, 
should be charged to “Improvements Account of Union Mine,” 
and then written off one-thirtieth each year during the life of the 
lease. Any improvements of succeeding years may be spread 
over the remaining years of the lease’s existence. Expenditures 
or the up-keep of buildings and equipment, replacements and 
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supplies, should be charged like the regular company expenses to 
certain operating expense accounts. 


§ 252. Entries for Lease of Railway 


The same general accounting procedure may be followed for 
the leased railway property as for the leased mine. Both road 
and equipment must of course be kept in good condition during 
the tenure of the lease. The value of the road taken over may 
or may not be entered upon the books of the lessee, but it is ad- 
visable to enter the equipment. 

Up-keep and operating expenses are to be considered as 
charges against current operations, as is the guaranteed 6% divi- 
dend of $120,000 per year. All expenditures for extensions or 
improvements, however, must obviously be spread over the 
period of the lease if their normal life will extend to the date of 
expiration of the lease; otherwise they will be depreciated at the 
usual rates. In either event they will be completely written off 
when the lease expires. 

Leased Equipment of Wilson Transportation Company........ $.e.. 
To Wilson Transportation Company, Leased Equipment $i... 


For equipment taken over under lease, to be returned at the 
expiration thereof (full details). 


It is probable that rolling stock and any other properties of 
the lessee company used in the operation of the railroad property 


will be transferred to the leased road, and then taken back at 
the expiration of the lease. 


§ 253. Entries for Improvements and Note Issue 


The expenditures for improvements on leased properties 
should be charged against the improvement accounts of the re- 
spective properties in order to keep the different expenditures 
separate and distinct. The security back of the note issue should 
be listed separately in the explanation of the journal entry, or 
else a notation should be made stating the disposition of the col- 
lateral. Everything must be so recorded as to be clearly under- 
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stood. Interest on the notes and the amortization of discount 
must be charged each year as operating expenses of the business. 
The recording entries may be as follows: 


(Cah. akelis SR eas ae eaaab aah uaa dered deer cree $475,000 
Bone DisCOUN tise eee eres Temes ie cis) otele sols stersistake’s ere: 25,000 
Wo sGollateraltSerial Notes: 22sec.  ea cts c es ey $500,000 
For sale to bankers at 95 of $500,000 of short-term 6% 
notes, payable $100,000 each year for 5 years, secured 
by a deposit with the trustee of $500,000 stock of the 
Lone Ridge Mines Company. 


Pledged Securities for Serial Note Issue. ...........---... $500,000 
To Stocksyof Other'Companies. 2.0... 2+... tose $500,000 
(Full explanation here.) 
Wnion Mine Improvements. (0.200... ccs etre ces ee $100,000 
Wilson Railway Improvements. ............-+ see eee eeee 400,000 
7 as (CE ERR 2 Als ae Rae mae iG See OO aie arm $500,000 


(Full explanation here.) 


§ 254. Adjusting Entries at End of First Year 

The entries which follow indicate adjustments at the end of 
one year on the books of the Vermont Mining and Smelting Com- 
pany. Only such entries are shown here as affect the accounts of 
the properties leased, interest on bonds, etc., being omitted. 


December 31, 1921 


Union Mine Operation. ...........2ecceeeree eer reeeeee $ 3, 500.00 
Wilson Railway Operation..............2eceeeeeeeeeees 14,000.00 
To Union Mine Improvements..........--+-+++++ $ 3,333-33 
Wilson Railway Improvements............--++ £35333535 
Discount qa. fees Nene. nas me nati 833-34 


To write off 1/30 of improvements and discount on notes 
in proportion to the improvements, 1/5 and 4/s: 


Improvements cost........--+.+seeeeeee $500,000 
WDISCOUNt sic cei seins oc eee eee teen 25,000 
Union Mine Operation...........-: sees reece eee ence $52,200 
To Union Mining Company............5 05. $52,200 


For royalties and guaranteed dividends for 1921 on leased 
mine, as per terms of lease, being 10 cents per ton on 
122,000 tons ore mined, $12,200, and 4% dividend on 
$1,000,000 of capital stock, $40,000. 
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Wilson’ Railway Operation t7G Oih). Wes eo sehk or ee ake 
To Wilson Transportation Company............... 

For application of guaranteed 6% dividend on Company's 
outstanding stock after payment of taxes, improve- 
ments, operating repairs, etc., according to the terms of 

the lease. 6% on $2,000,000 capital stock—$120,000. 


Winton Vining Companyar sete cn ee cme ae aes me 
Wilson Lransportation Company ©). wa. tee a ele ee 


For payment of royalties and dividends for leased proper- 
ties, per statement. 


Union: Mine Operation saan soho. emma eens a nena 

WilsoneWallway Operations ss: sce soe ae ame oe 

To Profittand-Lossits) AL RAs See ees ee 

For net earnings after paying royalties and guaranteed 
dividends, per agreement. 


§ 255- Entries for Union Mining Company 


[Bk. III- 


$120,000 
$130,000 

$ 52,200 

120,000 
$172,200 

$ 29,300 

240,200 
$269,500 


Entries may or may not be made on the books of the lessor 
company to show the execution of the lease. The following en- 
tries are suggestive, though a different plan might be followed. 
Only the accounts affected by the lease are included in the entries, 
no attention being given to accruals or intermediate entries. 


Entry when lease ts made: 
January 1, 1921 
Properties Leased to Vermont Mining and Smelting Com- 


lowMiinineebropentys yet. Maan ene nian ei eae 
Buildingsiand equipment an emcee o5 ce iain et 
SUPPIES te scree shen cece ces ee eT ee ee 

For lease of properties to Vermont Mining and Smelting 
Company, as per terms of the lease (fuil explanation.) 


Entries at end of first year: 
December 31, 1921 


Income from mine and properties leased to Vermont 
Mining and Smelting Company, as per terms of the 
lease: 

122,000 tons of ore mined, at 10 cents per ton. $12,200 
Guaranteed dividend on capital stock........ 40,000 


$438,500 
$400,000 
30,000 
8,500 

$52,200 
$52,200 
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ICONGR COM MEN ReIE ae ce ens rc Lee ee nates eee $52,200 
To Extinguishment of Mines Reserve 
Dividends Payable 
Profit and Lossit<f 977. .-€0 otk 6-6 Ea hess 

For disposition of income from leased properties. 


§ 256. Entries for Wilson Transportation Company 
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$12,000 
25,000 
15,200 


Since all of the property, roadbed, and equipment of the rail- 
way has been leased to the Vermont Mining and Smelting Com- 
pany, it is apparent that no separate entries are necessary in the 
accounts of the Wilson Transportation Company. The property 
accounts stand as they are on the books, representing as they do 
the investment therein: At the end of the year, however, entries 
must be made in the books to record the dividends guaranteed 


by the Vermont Mining and Smelting Company. 


December 31, 1921 
CAS stack iieyy ere aerssy Chetry ose: se. bewalstesters-s $120,000 
ROME COME ae path gt Place cyte iat tele 
Being guaranteed income from road and equipment leased 
to Vermont Mining and Smelting Company, as per 
terms of the lease. 


ACOIIG MGR A Feiss ochete fais cata ettL Sas 0 ePone,2 Wiel ammetar ae oi $120,000 
iewWividends Payable Mo . QIU UY Med. ea 
For dividend guaranteed by the lessee, Vermont Mining 
and Smelting Company, payable January 25, 1922. 


$120,000 


$120,000 


CHAPTER XXVI 
HOLDING COMPANIES} 


§ 257. Definition of Holding Companies 


While, strictly speaking, a holding company is a corporation 
created for the purpose of dealing in the securities of other 
corporations, yet if the state laws permit, any company whose 
charter so provides may purchase the stocks and bonds of other 
companies. In some cases where a consolidation of two or 
more companies is desired, one of the consolidating companies, 
possessing a liberal charter,may serve the purpose of both operat- 
ing and holding company. For accounting purposes a holding 
company may be considered as one which owns or controls the 
stock of another and is therefore able to direct its policies. 


§ 258. Manner of Effecting Control 


Ownership of a bare majority, sometimes even less than 
half, of the stock of the competing companies is sufficient for 
effective control. When the holding company itself owns less 
than a majority of the stock of the subsidiary, control is usually 
maintained through the apathy, or inability to co-operate, of 
the stockholders in whom rests the “balance of power.” Some- 
times it is secured and maintained through ownership of addi- 
tional stock by interests which themselves control or are con- 
trolled by the holding company. Control is actually accom- 
plished by selecting directors who will pursue the desired policies. 


§ 259. Combination by Interlocking Directorates 


Combinations may be, and often are effected by means of 
interlocking directorates. To accomplish such a result the same 


1See also Book I, Ch. LVII, ‘‘Holding Companies,” and Book II, §§ 42-49. 
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interests, or interests working in harmony, must own a majority 
of the stock of each of the companies controlled. Under this 
method, either the same men appear as directors of the different 
corporations to be controlled, or men representing the interests 
which control the allied corporations are so effectively distributed 
through the various boards of directors as to control the corporate 
operations. Each company is to all intents and purposes a 
separate and independent company, the control exercised through 
its board of directors not affecting its status; yet all act in 
harmony. 

Combination by interlocking directorates does not interest 
the accountant except as he may be called upon to prepare a 
consolidated balance sheet for the companies controlled? or show 
the relationship of these companies through their stockholdings. 


§ 260. Status of the Subsidiary Company 


The sale of the stock of a company to a holding company in 
part, or even in whole, does not necessarily affect its accounting, 
save as to the record of stock transferred. Nor is its legal status 
changed in any way, whether or not it becomes a subsidiary 
absolutely under the control of the holding company. The 
most notable example of holding and subsidiary companies 
is perhaps found in the case of the United States Steel Corpora- 
tion, which is not an operating company. All dividends de- 
clared by the constituent or operating companies are paid to their 
own stockholders; and the holding company, though controlling 
these constituent companies, benefits by such dividends only as 
a stockholder and to the extent of its holdings of their stock. 


§ 261. Accounting Procedure of Holding Company 


The example which follows shows the accounting procedure 
snvolved where a corporation has been organized for the sole 
purpose of purchasing the stocks and bonds of other companies. 

The Harlow Manufacturing Company was incorporated 


2See Ch, XXXIV, “Consolidated Statements.” 


1270 CORPORATE ACCOUNTING (Bk. I- 


July 1, 1921, for the purchase of stocks and bonds of other 
established companies as a means of providing income and of 
harmonizing conflicting interests. The capital stock is $1,000,- 
000, composed of 10,000 shares of the par value of $100 each, 
and $950,000 of this capital stock has been subscribed and paid 
in. Incorporating expenses amount to $10,000. The proceeds 
from the stock subscriptions have been used for the purchase of 
securities as of July 1, 1921, as follows: 


I. $100,000 of 5% first mortgage bonds of the Vulcan Iron Works at 95 


andvaccrued Interest for three: months ose .s5- ees $ 96,250 

2. $200,000 of refunding 5% first mortgage bonds of the Rapid Transit 
Corporation at 98 and accrued interest for three months........ 198,500 

3. 2,000 shares of 7% cumulative preferred stock of the Longworth 
Steel Company at 105,-ex-dividend...................1....4. 210,000 

4. 500 shares of 6% preferred stock of the Brownson Trading Company 
at 96 and accrued dividend for six months due this day......... 49,500 

5. 3,000 shares of common stock of the Rockway Iron Mining Company 
at par, payable one-half ‘down and the balance in three months. . 300,000 

6. 1,000 shares common stock of the Delaware River Power Company in 
exchange for a similar number of shares of this Company........ ‘100,000 
$954,250 


This requires an immediate cash expenditure of $714,250 for 
the first four items in the above list of securities purchased, 
totaling $554,250, plus a payment of $150,000 on the fifth item 
and $10,000 for expenses of incorporation. Stock to the amount 
of $100,000 must also be issued for the sixth item. This leaves 
$135,750 of cash on hand toward the final payment of $150,000 
on the fifth item. The balance of $14,250 will be met out of 
receipts of income during the first three months, or if these 
should fall short after the payment of operating expenses in- 
curred during that period, a short-time loan could be made. 

Dividends and interest received for the six months’ period 
ending December 31, 1921, amount to $27,000; bond interest 
accrued amounts to $3,750; and accrued cumulative dividends, 
to $1,500. The operating expenses for this period aggregate 

2,800. A dividend of 2% on the company’s stock, payable 
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January 15, 1922, is declared by the directors at their meeting on 
December 31, 1921. All investments are to be carried on the 
books at the purchase price. The incorporating expenses are to 
be written off over a period of ten years. 


§ 262. Accounting Requirements 


The entries to record properly, the transactions of this example 
are simple and need not be set out in full. The procedure and 
book records required at the time of incorporation have already 
been fully explained. When stocks of other companies are pur- 
chased, it is customary to debit the cost price to some suitable 
account, as “Investments,” “Stock Investments,” or “Stocks of 
Other Companies.” A like procedure is followed in the purchase 
of bonds of other companies, substituting the word “Bond” for 
“Stock.” Sometimes both stocks and bonds are included in one 
account, but when this is done a special record is kept to show 
the details of the various securities.* 

As has been stated,‘ dividends, even on preferred stock with 
a fixed dividend rate, become an actual liability only at the time 
of declaration and should not be entered as an accrual. Com- 
panies such as this, however, frequently accrue such dividends 
receivable, feeling that their investments are sound and will 
certainly pay the dividend. Such accrued dividends should, if 
entered, be carried in an Accrued Dividends account. Interest 
on bonds, however, does accrue de diem in diem and its accrual 
is unquestionably a proper practice. It should be carried in an 
Accrued Bond Interest Receivable account. The income from 
such investments may be credited to a general “Income” account, 
or separately to suitable accounts which distinguish between 
stock dividends and bond interest. 

The income and expenditures and the resultant assets and 
liabilities of this company at the close of the first half-year are 
reflected in the accompanying income account and balance sheet: 


3 See §§ 112, I13- 
4See § 116. 


1272 CORPORATE ACCOUNTING [Bk. ITI- 


Hartow MANUFACTURING COMPANY 
INCOME ACCOUNT 


For Six Montus ENDED DECEMBER 31, I92I 


Debits Credits 
July 1, 1921 December 31, 1921 

Bond Interest Accrued....... $ 3,750 | Preferred Dividends Received $ 8,500 

Dividends Accrued.......... 1,500 *} Preferred Dividends Accrued. 1,500 

Bond Interest Received...... 7,500 

December 31, 1921 

. f ‘ Bond Interest Accrued....... 3750 

Balance (income for six DIVIGeEHUSs.2 6 eee ceetee emer 11,000 
Mon this). SALAS. Pe. 27,000 

$32,250 $32,250 

General Expenses........... $2,800 | Income brought down....... $27,000 

Incorporating Expenses Writ- 

TI OL a why ae Sesdey du, ts Ae 1,000 
Net Income for period....... 23,200 

$27,000 $27,000 

Balance? .W,FRaose. tet. fie $23,200 


BALANCE SHEET, DECEMBER 31, 1921 
(End of first six-month period) 


Assets Liabilities 

Cashionvbtands occa anes $ 9,950 | Capital Stock: 

Investments: Authorized. (ait We $1,000,000 
Bonds of Other Companies 291,0c0 Uilissued- ty, atthton he 50,000 
Stocks of Other Companies 658,000 ee 

Bond Interest Accrued...... 3,750 Outstanding.......... $950,600 

Dividends Accrued......... 1,500 | Dividend No. 1, payable 

Incorporation Expenses, Bal- January 15, 1922...... 19,000 
ANCE. eee eee ee eee 9,000 | Undivided Profits,........ 4,200 

$973,200 $973,200 


§ 263. Operating Company Purchasing Controlling Interest 


In the following example the purchasing company is itself 
actually engaged in operating its plants, but by the purchase of 
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stock it secures control of a company engaged in producing an 
article needed by it in the manufacture of railway equipment. 
This is a very common form of holding company. 

The United Equipment Company has purchased $1,500,000 
of the outstanding stock of the Nelson Car Wheel Company at 
105, ex-dividend. As payment therefor it is to give $1,000,000 
of its unissued common stock at 125, $150,000 of its unissued 
preferred stock at 110, and the balance in cash. The financial 
statement of the Nelson Car Wheel Company is shown on the 
preceding page. The balance sheet of the United Equipment 
Company is as follows: 


UNITED EQUIPMENT COMPANY 


BALANCE SHEET, JULY I, 1921 


Assets Liabilities 
Property, Plants and Capital Stock—Preferred $4,000,000 

Equipmients.see. = $8,324,500 | (Authorized $5,000,000) 

Inventories of Stock and Capital Stock—Common 7,000,000 

Viatenialie.s sae eaceee . 3,240,800 | (Authorized $10,000,000) 

Investments in Stocks and First Mortgage 5% 20- 

Bonds of Other Com- Year Bonds, Outstand- 

PADIES An MMs sisi ice en 2,160,000 1b sat an Sg re | fF 2,500,000 
Cash on Hand and in (Authorized $5,000,000) 

Banks:s Wetan hire a. 895,940 | Notes and Bank Loans... 1,680,000 
Accounts Receivable... . 2,560,300 | Accounts Payable....... 1,740,300 
‘Notes and Loans Receiv- Accrued Interest, Taxes, 

Al GR a 4 SER ete ee 1,343,400 CUES Fh Pee earsk ee 172,100 
Sinking Fund Deposit Dividends for Half-Year 

with Trustee sist 2... 326,900 Unpaidatye.n, 65 pe 420,000 
OtherkAssetsnaeis aici 857,190 | Sundry Reserves........ 996,630 

SUTpLUSiee. Merve nthe I, 200,000 
$19,709,030 $19,709,030 


The points of interest in the illustration are the entries on 
the books of the United Equipment Company for the purchase 
of stock, and the entries on the books of the Nelson Car Wheel 
Company. These entries are shown on the following pages. 
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§ 264. Entries on Books of Purchasing Company 


The only entries on the books of the United Equipment 
Company are in the accounts relating to capital, cash, invest- 
ments, and premium. The premium of $75,000 on stock pur- 
chased is included in its cost and charged to Investments, thus 
reflecting as nearly as possible the market value of the stock. 


Investments in Subsidiary Companies............-.+-+ $1,575,000 
To Stockholders of Nelson Car Wheel Company. . $1,575,000 


For purchase of 15,000 shares, par value $1,500,000, 
of the capital stock of the Nelson Car Wheel Com- 
pany at 105, to be paid for as follows: 


10,000 shares common stock at 125.... $1,250,000 
1,500 shares preferred stock at 110..... 165,000 
Cash for the balance. ........+.+--+-+ 160,000 
TofalanvestMent: a). bse aiding Ses $1,575,000 
Stockholders of Nelson Car Wheel Company........--. $1,415,000 
To Capital Stock—Common.........-+-++++++: $1,000,000 
Capital Stock—Preferred........-.++.++-+-+ 150,000 
Premium on Stock Sale........-----++0+50> 265,000 


For issue of stock to the vendors of the Nelson Com- 
pany stock, as above. 


Stockholders of Nelson Car Wheel Company.......-.-- $160,000 
BRGyt GaSe eee eure lhe rhe ase far eager = oe a elerene ele $160,000 
For settlement of balance on stock purchased of 
sundry stockholders. 


A more conservative practice would consider that the stock 
of the Nelson Car Wheel Company cost only the par of the 
stock issued for it plus the amount of cash paid, or in other words 
that the premium was thé result of merely a trading valuation. 
In this case the entries would be: 


Investments in Subsidiary Companies......-.-.++-+-:- $1,310,000 
To Stockholders of Nelson Car Wheel Company.. $1,310,000 
Stockholders of Nelson Car Wheel Company.........-- $1,150,000 
To Capital Stock—Common......-------+++++: $1,000,000 
Capital Stock-—Preferred........-------+-+-- 150,000 
Stockholders of Nelson Car Wheel Company..........- $160,000 


Mi Cashinee cides tiated: «co pavecdcves  ecge tt $160,000 
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As a result of the above entries, the cash of the purchasing 
company is reduced to $735,940, investments increased to 
$3,470,000, outstanding common stock increased to $8,000,000, 
and outstanding preferred stock increased to $4,150,000. All 
other items in the balance sheet remain as previously stated. 
New certificates of stock must now be issued to the selling stock- 
holders of the Nelson Car Wheel Company. Suitable entries 
must also be made in the official records of the company, com- 
prising the minute book, stock register, and stockholders ledger. 


§ 265. Entries on Books of Selling Company 


No entries for the sale of its stock are required en the books 
of account of the Nelson Car Wheel Company. The sale was a 
personal matter with the stockholders of that company an“ one 
in which no official action is required by the board of directors. 
Any necessary entries:must of course be made in the transfer 
book and stock book, and new certificates be issued in exchange 
for those canceled. 

If for convenience or any other reason the transactions were 
handled as a company matter, the entries in the general ledger 
might be as follows: 


July 1, 1921 
Stock Clearing Account (or United Equipment Company) $1,575,000 
Torsundry Stockholders.724 ©. tees sh. ke $1,575,000 
For sale of $1,500,000 stock of this Company by 
sundry stockholders to the United Equipment Com- 


pany at Ios. 
Stock of United Equipment Company................ $1,415,000 
GOSDIE See ocr sc de shine citagetancraalt oie doce rere Ea Re are 160,000 
To Stock Clearing Account (or United Equipment 
Company)...; ...... YaGe.) teed Wea poate - $1,575,000 


Stock of the United Equipment Company and cash 
received in exchange for $1,500,000 of stock of this 
Company, as above, being as follows: 

10,000 shares common stock at 125.... $1,250,000 
1,500 shares preferred stock at r10.... 165,000 


Cash for the balance....,....... (eens 60,000 
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Sundry: Stockholdersg.eacsiceclss cies 12 etl in chac iets ele $1,575,000 
To Stock of United Equipment Company........ $1,415,000 
(CAR PES Se ea es es 160,000 


For stock received as above and cash turned over to 
the sundry stockholders, as per agreement. 


§ 266. Parent Companies ° 


The term “parent company” is rather loosely used. Gen- 
erally it means a corporation holding the patent rights to some 
invention which it markets through subsidiary companies, 
either selling the product to them or allowing them to manufac- 
ture it on a royalty basis. 

Each investment made by the parent company in an under- 
lying company’s stock may be charged to “Investments” 
account, or to a special account carrying the name ot the particu- 
lar stock purchased, as “Stock of Canadian Motors Corpora- 
tion.” Sales of machines may be made to subordinate com- 
panies on liberal terms of credit, and settlements made at con- 
venient times as collections are made from purchasers. The 
parent company’s income is derived from sales to subordinates, 
from royalties received from subordinates, and from dividends 
on its investments in the various companies. 


5 See Book I, §.527, and Book II, § 49. 


CHAPTER XXVII 
COMBINATION BY MERGER OR PURCHASE! 


§ 267. General Principles 


Combinations effected by lease or through holding companies 
require the continued existence of all the combining corporations. 
Combination by merger or purchase, however, is usually followed 
by the liquidation of all, or all except one of these. 

The terms ‘‘consolidation by merger’’ and “‘consolidation by 
purchase”’ are rather loosely used to describe the selling of the 
assets, tangible and intangible, of one or more corporations to 
another corporation, followed by the dissolution of the selling 
corporations. In either case there is a purchase, but in a merger 
the stockholders of the selling corporation become stockholders 
in the purchasing corporation, and thus retain an interest in the 
business; whereas in a consolidation by purchase they presum- 
ably receive cash for their interests in the old company and retire 
from the field. In either case it is usual, as stated, to dissolve 
the selling corporation, else we have, instead of a merger, merely 
a sale of the corporate assets. A merger therefore implies pay- 
ment in stock of the purchasing corporation (with perhaps some 
cash also); while consolidation by purchase involves payment in 
cash or other assets not the stock of the purchasing corpora- 
tion, unless for a minor part of the purchase price. 


§ 268. Transfer of Assets in a Merger 

It is essential for the accountant to recognize the principle 
that a combination by merger or purchase is distinguished from 
other forms of combinations by the fact that it is the assets of 


1See Book I, §§ 556, 558. 
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the retiring corporation which are taken over and not the capital 
stock, and by the fact that the retiring corporation is dissolved. 
It may be that the purchasing corporation first secures control 
by buying up the stock of the company to be dissolved. In this 
case it becomes temporarily a holding company, but unless by — 
exerting its control it effects the sale of the assets to itself and 
the subsequent liquidation of the purchased company, there is 
no merger, but only a combination by means of a holding 
company. 

The responsibility for the dissolution of the old corporation 
devolves upon those who are its stockholders at the time of the 
sale of the assets. The object of the dissolution is to escape the 
necessity of filing reports for a corporation which has gone out 
of business. 

The assets sold nearly always include all inventories and fixed 
assets. The other assets may or may not be included in the sale. 
If they are not, the old corporation must realize upon those it 
still possesses by collecting its accounts receivable, selling its 
Liberty bonds, etc., before it can dissolve. In the same way, the 
purchasing company may or may not assume all or part of the 
liabilities of the old. Any which it does not take over will have 
to be paid by the old corporation before dissolution. Any mort- 
gage liabilities will of course follow the property which forms the 
underlying security. 


§ 269. Accounting Features of Mergers and Purchases 


The accounting features of consolidations by merger and by 
purchase differ in no degree from each other, because in either 
case the assets of the retiring corporation or corporations are as- 
signed by the retiring company to the purchasing corporation. 
The accountant must, however, ascertain from the minute books 
of the corporations involved and from the agreements executed 
in accordance therewith, whether the assets were sold immedi- 
ately, or whether the succeeding corporation first became a hold- 
ing company, securing control by the purchase of the stock of 


\ 
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the other company. Sometimes the purchasing corporation is 
one which has existed and operated previously, but generally and 
in the treatment of this chapter it will be considered as a new 
corporation formed especially for the merger. The full record of 
the transaction should be shown on the books of both corpora- 
tions. 


§ 270. General Procedure for Merger 


The agreement for a merger may stipulate that one or more 
of the merging companies shall first modify in some way its exist- 
ing assets or liabilities. Usually, however, the new corporation 
takes over at once, as far as it legally can, the entire rights, 
property, privileges, and franchises of the constituent corpora- 
tions as “going concerns,”’ continuing the business of each, ful- 
filling all existing contracts, collecting all outstanding claims, 
and discharging all the current liabilities. This is a form of com- 
bination that has in many cases proved effective and satisfac- 
tory. 

The following example illustrates the manner of merging sev- 
eral independent concerns, one of which is a partnership. The 
details and the accounting requirements are taken up in proper 
sequence. Although this example is made somewhat exhaustive 
in order to bring out the important points, it is of course impos- 
sible to present all of the points that may come up in connection 
with a merger. 


§ 271. General Conditions of the Merger 


Three corporations and a partnership are to be combined. 
All are prosperous manufacturing concerns in the same or allied 
industries. They are to become incorporated under the laws of 
New Jersey as the “Long-Bain Manufacturing Company”’ with 
an authorized capital stock of $16,000,000, of which one-half is 
to be common stock, and one-half 7% cumulative preferred 
stock; par value of shares, $100 each. There is also to be an 
issue of first mortgage 5% 30-year sinking fund bonds of $5,000,- 
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ooo. They are to be coupon in form and in denominations of 
$1,000 and $10,000, with the privilege of registration as to princi- 
pal. 


§ 272. Statement of Concerns to be Merged 


The new company is not interested in the valuation at which 
the assets are carried on the books of the old companies. All 
that concerns it is their real worth, as determined by the reports 
of the appraisers and accountants. These reports show the fol- 
lowing valuations, good-will being carried for the present at the 
valuation at which it was shown on the books of the two com- 
panies which carried it, 


STATEMENT OF MERGING COMPANIES 
JANUARY I, 1922 


Long Bain Vine Bell & 
Company Company Company Davis Total 
ee eee ee SS 
Assets 

Cashier tc Tore $ 572,800 $ 272,500 $ 33,800 $ 36,100 $ 915,200 
Notes Receivable. . 340,600 135,800 69,100 114,000 659,500 
Accounts Receiv- 

aplewtae orc ke 1,021,300 492,750 162,800 82,400 1,759,250 
Prepaid Charges... 46,200 38,150 9,200 4,000 971550 
Investments...... 500,000 T5O,COO8 acraee rte 25,000 675,000 
Stock and Material 964,300 510,000 188,800 152,000 1,815,100 
Supplies 9... oce.< 175,100 51,900 7,800 12,400 247,200 
Pledged Securities. ........ 120,000) © -aseioowie 35,000 155,000 
Due from Bain 

Company....... SOOO)” cisieisuscesion a... eiskeasisuale 16,000 IOI,000 
Furniture and Fix- 

CULES, 34; cee 125,000 62,000 22,000 14,000 223,000 
Patents, Patterns 

and Tools...... 450,000 244,850 132,500 92,000 919,350 
Buildingsand Plant 4,390,000 — 3,359,000 450,000 110,000 8,309,000 
Good-Will........ THOOO COO a ree «02 Defer oe) ahs Goin 1,250,000 
Sinking Fund..... WAGOOO AMES aR RALTE Sis BRS Tae 740,000 


pliotalee ese ss $10,410,300 $5,436,950 $1,326,000 $692,900 $17,866,150 
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Long Bain Vine Bell & 
Company Company Company Davis Total 
Liabilities 

Secured LOANS ec i0 Pricer. $s. .TO0;000) Bis. Hope ons $ 30,000 $ 130,000 
Notes Payable.... 685,000 270,000 150,000 75,100 1,180,100 
Accounts Payable.. 350,000 540,000 202,600 205,100 1,297,700 
Accrued Charges. . 37,900 11,640 8,200 6,200 63,940 
Reserve for Depre- 

CLECIOM sel es 345,100 120,500 54,000" ©A 2k iM 519,600 
Reserve for Bad 

Debts.'3 recevespe : 10,000 5,310 I,200 1,000 17,510 
Reserve for Insur- 

BUCO mencvanadras 4) as BOL PAs a neice 8G Ceimeis ARERTE I mee s cack 105,500 
Mortgage Payable. ........ 300,000 250,000 20,000 570,000 
Interest Accrued on 

Mortgage Payable ........ AESOO TE ob aieie sto = 500 5,000 
Dividend Payable. 230,000 105,000 BOVOOS $23 A chcobs 365,000 
First Mortgage 5% 

Bonds-c2 SX PESOS OO ae ape aren 2,500,000 
Capital Stock..... 5,000,000 3,500,000 600,000  355,000*% 9,455,000 
Sutplus...........ureat 1,146,800 480,000 ZO. OOO esac) 1,656,800 

Totals..." $10,410,300 $5,436,950 $1,326,000 $692,900 $17,866,150 
* Capital to credit of partners at this date. 
Profits for Four Long Bain Vine Bell & 

Years: Company Company Company Davis Total 

For Year 1918.... $ 550,000 $ 290,000 $ 45,000 $ 22,500 $ 907,500 
IgIQ.... 640,000 340,000 71,000 29,500 1,080,500 

LO2On cs 680,000 430,000 57,000 26,400 1,193,400 

LOZ eee 760,000 370,000 62,000 38,600 I,230,600 

Joes ive aretan bes $2,630,000 $1,430,000 $235,000 $117,000 $4,412,000 
Average. ./...... $ 657,500 $ 357,500 $ 58,750 $ 29,250 $1,103,000 


All the merging concerns have been profitable and the cor- 
porations have been paying high dividends. 
Company have allowed a large proportion of their profits to re- 


All but the Vine 
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main in the business: The same condition exists in the partner- 
ship of Bell & Davis. : 


§ 273. Terms of Merger 

The four concerns sell out to the new company and receive in 
exchange and in full payment for their respective properties, 
stock as stated below: 


Preferred Common Total 
To Long Company.......--+esseeeeeeee $4,000,000 $4,000,000 — $8,000,000 
To Bain Company........--+esseeeeeees 2,500,000 2,500,000 5,000,000 
To Vine Company.........+--seseeeeeee 450,000 450,000 900,000 
Bo iBellek& Davise-.. 3. gerry «+ sein 250,000 250,000 500,000 


To the underwriters for services........-- 100,000 100,000 200,000 


$7,300,000 $7,300,000 $14,600,000 
To be sold to the public.........-.+++++- 700,000 700,000 1,400,000 


Total authorized issue..........-- $8,000,000 $8,000,000 $16,000,000 


Each company is to pay any dividends due its stockholders 
at the date of the merger; it is to liquidate its secured loans, 
thereby releasing the pledged securities, and then convey the re- 
maining assets and liabilities to the new company in exchange 
for the stated amounts of the latter’s stock. Each company is 
then to donate to the new corporation for working purposes 10% 
of the common stock received by it from the new company, and 
the remainder of the common stock, together with all of the pre- 
ferred stock received by the corporations, is to be distributed by 
them among their respective stockholders. When this has been 
done the companies are to go into voluntary liquidation and sur- 
render their charters. 

The outstanding bonds and mortgages and accrued interest 
of the merged concerns are to be redeemed with an equivalent 
amount of the bonds of the new company; and in the case of the 
Long Company, in addition a 10% bonus of common stock of 
the new company is to be given. 

The Keystone Trust Company, trustee of the mortgage deed 
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and of the sinking fund of the Long Company, is to act in a simi- 
lar capacitysfor the new corporation. 

The present sinking fund of the Long Company ($740,000) is 
to remain in the hands of the trustee and to become part of the 
sinking fund of the new corporation. Beginning January 1, 1925, 
an annual deposit of $120,000 is to be made to the sinking fund, 
and a reserve of $6,000 for premium on bonds purchased by the 
sinking fund trustee is to be set aside annually out of profits be- 
ginning December 31, 1925. The trustee is to have the right 
to purchase for investment, in the open market, outstanding 
bonds of the new company at 105 and accrued interest, at any 
interest date after January 1, 1927. At the discretion of the 
directors, the bonds so held by the sinking fund trustee may be 
cancelled at par on the books of the company or may be permitted 
to remain therein as an investment. 

Of the bonds of the new corporation not required to redeem 
the outstanding bonds of the merged companies, $1,000,000 face 
value have been sold to Mitchell & Stevens, bankers, at 90, pay- 
able one-third down and one-third each three months until paid. 
Preferred stock $500,000 is sold for cash through Bell Brothers 
& Company, bankers, with a 50% bonus of common stock, to 
provide operating capital. 


§ 274. Apportionment of Good-Will 


The amount of stock allowed each of the merging concerns is 
a matter for mutual agreement and may be determined only 
after much negotiation. The amount at which the purchaser 
values the assets other than good-will may be one extreme in the 
bargaining, but he may be willing to pay more on account of the 
going value of the business. For all practical purposes the 
difference between the purchase price of the assets other than 
good-will and the total amount paid is the valuation placed upon 
the good-will. The price thus paid for the good-will of each of 
the concerns now merging is determined as shown in the following 
table: 
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APPORTIONMENT OF Goop-WILL 
(Showing the amount paid for the good-will of each company) 


ee 


Long Bain Vine Bell & 
Company Company Company Davis Total 


_ i ie oe eee SS RET tia ial 
Purchase Price... $8,000,000 $5,000,000 j $900,000 $500,000 $14,400,000 
Net Worth?...... 6,146,800 3,980,000 630,000 355,000 11,111,800 


Additional Good- 

Will (included in 

Purchase Price). $1,853,200 $1,020,000 $270,000 $145,000 $3,288,200 
Good-Will includ- 

ed in above Net 

Worth. .<...-« 1,000,000 ........ NxeKeoer — Fonaased I,250,000 


14 i ge ee ee 


Total Good-Will.. $2,853,200 $1,020,000 $520,000 $145,000 $4,538,200 
tel i ae ee se cn eT 


§ 275. Requirements for the Consolidation 


From the standpoint of the accountant, the more important 
matters involved in the Long-Bain consolidation are as follows: 


1. The procedure necessary to complete the consolidation 
and to bring about the dissolution of the existing con- 
cerns. 

2. The opening entries on the books of the newly incorpor- 
ated Long-Bain Company, assuming that a new set of 
books is to be opened, that all assets and liabilities of 
the Long Company, of the Vine Company, and of Bell 
& Davis are to be included in the new ledger, and that 
the books and accounts of the Bain Company will be 
continued in the branch office. 

3. The arrangement for the conduct of the branches, assum- 
ing that the plant of the Long Company is to be used 
as the head office and all the other concerns operated 
as branches. 

4. The closing entries of the Long Company, the Vine Com- 
pany, the Bain Company, and Bell & Davis, at the 


2 As given in statement in § 272. 
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time of dissolution and merger. The closing of the 
books of the partnership will not be discussed here. 

s. The consolidated balance sheet of the new corporation 
after all of the preceding requirements have been car- 
ried out. 


§ 276. Procedure for Consolidation 


1. AGREEMENT OF Drrectors.—A joint agreement by the 
directors of each constituent company and the partners of the 
associated firm must be entered into, fixing the terms of the 
consolidation. 

2. APPROVAL OF STOCKHOLDERS.—This joint agreement 
is then submitted to the stockholders of each company at a 
meeting called for the purpose, of which due notice must have 
been given. 

3. APPLICATION. FOR NEW CHARTER.—The charter of the 
proposed Long-Bain Manufacturing Company must be prepared 
and filed with the secretary of state of New Jersey, and all 
other requirements prescribed by the laws of New Jersey must 
be complied with. The new company may be organized as en- 
tixely independent of the consolidated corporations, or the 
promoters may secure authority to increase the stock of the 
Long Company from $5,000,000 to $16,000,000, and to change 
its corporate name to the Long-Bain Manufacturing Company. 

4. TRANSFER OF PROPERTY TO NEW CoRPORATION.—AIl 
assets and liabilities of the merged concerns must be transferred 
to the new Long-Bain Manufacturing Company. Personal 
properties are conveyed by assignment or bill of sale, and real 
properties by deed. The bank balance of each concern must 
be transferred by check. All negotiable papers must be indorsed 
over to the new company, and official assignment made of other 
documents such as insurance policies, contracts, etc. The 
outstanding mortgages of the dissolving companies are to be 
exchanged for bonds of the new corporation at par. 

5. SURRENDER OF OLD CHARTERS.—Where the corporations 


Ch. 27] COMBINATION BY MERGER OR PURCHASE 1287 


to be taken over are not merged directly in the absorbing 
corporation, and are not to be kept in existence, application must 
be made to the state by each corporation for permission to sur- 
render its charter. It is, however, frequently found advisable 
to keep the charters of the subsidiary merged companies alive 
in order to prevent competitors from adopting the names and 
benefiting by their former connections. As an alternative, the 
names of the merged concerns are sometimes carried on the 
stationery of the new corporation. 

The partnership of Bell & Davis has power either to dissolve 
or to sell out without asking authority from the state. 

6. IssuE oF STOCK AND Bonps or New Company.—At 
the time the properties of the old concerns are transferred 
to the Long-Bain Manufacturing Company, stock and bonds of 
this company are issued and distributed to the proper persons in 
accordance with the terms of consolidation. The stock appor- 
tioned to each company may be handed over to its directors, and 
be by them distributed; or certificates may be issued direct to 
each individual stockholder for the exact amount due to him. 
Often a trustee is appointed for this purpose, to whom the sep- 
arate stockholders deliver or assign their stock in the old corpora- 
tions in exchange for temporary trust receipts, and to whom the 
new corporation issues the stock to be exchanged. ‘The trustee 
then delivers the new stock to its individual owners and surren- 
ders the old stock to the new corporation or retains it for cancella- 
tion. ‘The amount of common stock to be donated back to the 
new company by each dissolving concern might conveniently be 
issued by the new company to the trustee in separate certificates. 


§ 277. (1) Entries for Issuance of Stock and Bonds 

It is desirable to have an entirely new set of books for the 
newly organized corporation, in order that ample and careful 
arrangements may be made to accommodate the larger volume of 
business and the number of accounts that must necessarily follow 
such an amalgamation of interests. 
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The opening journal entries to record the issue and disposi- 
tion of the capital stock and to bring the bond issue on the books 
of the new corporation are as follows: 


January 1, 1922 


Unissued Common Stocks. t.ontes > oni eines eae $8,000,000 

Unissued Preferred’ Stocks (0.08. RGA, A DE. 8,000,000 
To Authorized Capital Stock—Common......... $8,000,000 
Authorized Capital Stock—Preferred......... 8,000,000 


The Long-Bain Manufacturing Company has been 
incorporated with a capital stock of $16,000,000 as 
shown herewith. It is to take over, as per joint 
agreement, the assets and liabilities of, and merge, 
the following concerns, to which full-paid stock is 
to be issued in full settlement as shown: 

Preferred Common 


Long Company.......... $4,000,000 $4,000,000 
‘Bam Company... .-5p a6 4: 2,500,000 2,500,000 
Vine:Gompany.® ....--.-- - 450,000 450,000 
Belleée'Davish. org 8 250,000 250,000 

Total payment... ....... . $7,200,000 $7,200,000 


The remaining stock is to 

disposed of as follows: 
To the underwriters for 

SEEVICCS noht acterlnrgha oe 100,000 100,000 
To be sold to the public... 700,C00 700,000 


Total authorized issue. . $8,000,000 $8,000,000 


Long. Compan ycege oer sak cejentaa aa cie etracraie aenees $8,000,000 
BaniCompanyserec: sce cat ce ee 5,000,000 
Vine (Company, Aye M50 AY. S. BOR Qo0o0,000 
Bell Si Danis ceipicg thant ches Sark lest S vee etsy remind bar 500,0Cc0 
‘To Unissued (Common. stocks ae eee tine $7,200,000 
Unissued"Preferred’ Stock. < .so4- 0 ek. 7,200,000 


For stock issued to the Directors of the above-named 
concerns, as per agreements of merger. The shares 
are issued at par in full payment for the respective 
plants and other assets, as follows: 

Preferred Common 


Long Company..’........ 40,000 40,000 
BaingCompany. ue ee. ee 25,000 25,000 
Vine Company....... eat atho 4,500 4,500 


Bellts7Davissescwe tees ee 2,500 2,500 
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Stock Subscription (or The Underwriters)............. $200,000 
To Unissued Common Stock.............. s ae $100,000 
SUnissued-PrererredsStOCkK s..5 08 wuts «cishtueg os 100,000 


For subscriptions to 1,000 shares of common stock and 
1,000 shares of preferred, to be paid for in pro- 
fessional services. 


This issue of stock might be charged directly to organization 
expense if desired. 

The following entry is necessary to bring the bond issue on 
the books: 


WUnissued Bonds..-; 2) 0 We RU SO WO Relea, TSH. $5,000,000 
To First Mortgage Bonds...................... $5,000,000 
Authorization of $5,000,000 of first mortgage 5% 
30-year sinking fund bonds in denominations of 
$1,000 and $10,000, 


§ 278. (2) Entries for Assets and Liabilities Taken Over 


The entries for issuance of stock and bonds are now complete, 
and the next step is to take over the assets and liabilities of the 
merging concerns in full payment for their subscriptions. A 
separate entry is here made for each, though it is obvious that the 
various assets and liabilities could be amalgamated into one com- 
prehensive entry. In that case the entry would state the aggre- 
gate of the items taken over, instead of the separate amounts 


Transfer of Long Company’s assets and abilities: 


(CST Oe on Hos sisi tid ic oR a IOI IPE ea es ic $ 342,800 
INOtas ReCelV a DeMatteis tele chatet ost ohn tsa heed ctehens 340,600 
Accounts Recéivablesc, oo 2.0 ee ile tele ll telceaeie ee 1,021,300 
Prepaid Charges... 2.1... see e eee e eee e etree nee eees 46,200 
PROC HINIENICS MARV ER <1, = fie: xereraxctew’s overs ee ee: 500,000 
SECA AC OTEAN oy. va sh eneh oyel et ofis.or ot r'zs cree of eet «\avalfavofes el oretal 964,300 
ICS es pc tome rerel en ose egs og aateleab® 175,100 
Due from Bain Company.............0.- 0s essen eeees 85,000 
PMANICULe ANG PIXCULCS:.. veto ne om ek oa oo ered al sione-ols 125,000 
Patents, Patterns, and Tools.............:-.+++eeeeee 450,000 
Buildings and Plant..............-- RTO te cc 4,390,000 
Stolicteyis AUG oS SUEaonG 6 unis oad eas eNO Cu DSCOOUdT 740,000 
Goad2 WHIPS GAS VIER iad Us  UULE INS Sagat ohete ale 2,853,200 


8 After the payment of $230,000 in dividends, 
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To Notés*Payable: exc). . btee eee 2 $ 685,000 
AccountsyPayabley :n... 28 an See ere mee rate 350,000 
Accrued Charges: s.54.5 05225405. .0reee bes 37,900 
Reserve for Depreciation. ..............000. 345,100 
Reserve for Bad"Debts. }). (0/5). . 2. eS 10,000 
Reserve for Instranceser.ae ection ie sie 105,500 
Bonds: Of Long, C OMmpAnY car caer 2,500,000 
i b/ij shea Cro} eo) of nahi ee One «ae Be cao). SOIT 8,000,000 


The above assets and liabilities of the Long Company 
have been taken over this day at the valuations 
shown, as per report of the engineers and account- 
ants, in full payment for $8,000, oo capital stock 
of this Company, as per order of the directors and 
agreements previously entered into. An equivalent 
of common and preferred stock has been issued in 
exchange therefor, as per agreement. 


aT OLAWASSELGi tng sists ns so eae $12,033,500 
Motalvliabilities: 2. s-teonh ne eae 4,033,500 
CapitaltissuedisT.2eitilics:.! Bre. 8,000,000 


Transfer of assets and liabilities of Bell & Davis. 


GashiG GMOS. OS. 2loeen acy. tee sat wd. $ 6,100 
Notesshectivables tirg. azaat tc mock: Apemrtiaaeie eo faeb = 2 114,000 
INCCOUNtS RECeLVA DIC. his ciara asso) dec rag cee: icine. Bese oaca ke 82,400 
Prepaid Nal eesin vais vais Ph kas, «ore aa: oe ageterereisiors ccaue @ 4,000 
hivéstnients OFT PBR SS Las OD AQT 60,000 
Stockand, Materials .(5 lis cnyer. wettreg vest Naee> -baeld. or 152,000 
Suppllesnae aa art ite wet nae keene re 12,400 
Die trop Batne Compan yaar crue wenan asec eee celsis erases 16,000 
Furniture and Fixtures... ... sasijvladnee Rates ahora. s set 14,000 
Patents wlaLtemses caad al OOlS.. 0. cus seactieicess « naee 92,000 
Biildinesramedwe lam tea asin cn tais Sak RPE ee eerie eee II0,000 
(GOOG Wii) Maar caw ocers e  ban dis ae edt MN ee es topes 145,000 
PROVING tesmbagia bles 2.5 vaccece Sepescr caer Seca preheat $ 75,100 
AGcountsiRay able. Staats .2 sapere ude ey necae 205,100 
ACcMeds@hatcese titce, 0405 so4ae aero 6,200 
Resemuezior Bad Debtsws.s tae ease 1,000 
Mortgage of Bell & Davis........... mer 20,000 
InterestgAccmeédtt jacceiiag? heres teers 500 
BelkiSaDayistaas, asilehnn ts « «ocean 500,000 


(Full explanation, as above.) 


The assets and liabilities of the Vine Company are transferred 


4 After payment of $30,000 secured loans. 
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to the books of the new company in like manner after the 
deduction of the $30,000 to be paid out in dividends. 

As the assets and liabilities of the Bain Company are to be 
retained and carried in its own ledger, they are not to be taken 
into the home office accounts. The books of this company are 
to be kept as heretofore, and the only change apparent will be 
that of ownership, with a reflected increase in capital, surplus, 
and good-will accounts. The ownership of this branch will be 
represented in the home office books in a distinguishing account, 
as “Bain Plant,” “Bain Branch,” “Investment in Bain Plant,” 
or under some other suitable caption. Since this plant cost 
$5,000,000, it will therefore be represented at the same valua- 
tion on the new company’s books. The entries are as follows: 


Bain, Plant-Investment....... .5 6 s+2 2+. oe oe $5,000,000 
MosPavneC OMNpAT yee eciels cei) cyan ole sie tea $5,000,000 
For transfer from Bain Company of all assets, liabili- 
ties, etc., valued at $5,000,000, as per statements on 
file, in exchange for an equivalent of stock of this 
Company, as per agreement. 


Certain of the assets of the Bain branch might with advantage 
be included in the home office accounts, in which case the above 
amount would be correspondingly reduced. 

At this time the following entries, which are self-explanatory, 
might also be made: 


Incorporation ExpenseS.........+ssereeeeeeesereeees $25,000 
Way (OVI nul: Bik artis ia Mi Lese eee, Ee RCE eC NCA IGOr $25,000 
For incorporation expenses and other charges, 
including professional services of attorneys and 
accountants. ; 


Preasuby Stock inh fla. (Sgeniaig BAe i ge ee pg $720,000 
To Donated Capital (or Donated Sutplts) eens. $720,000 
The consolidating companies have this day donated to 
the Long-Bain Company, for working purposes, one- 
tenth of their holdings of common stock—10% 
of $7,200,000==$7 20,000, entered at par value. 


This transaction should be completed before the final issue 
of certificates has been made to the various stockholders. 
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§ 279. (3) Entries for Retirement of Outstanding Bonds and 
Mortgages of the Merging Concerns 
First entry: 


Bonds:of Long Company ssicist se eis cise. secs ae ae $2,500,000 
Mortgage ol Bell & Davis faeg ce A> pista stale facet 20,000 
InteresttAccraéd@. 23-30. 02000, AR A... ia oe. 500 
BainyPlant Investment inc ewtn nei cen, etd steer dees 304,500 
Morteagerol Vine’Company. ....... 24 og awake cele fae 250,000 
RomUnissted Bondsiyy- cen te cee era - $3,075,000 


For refunding of all outstanding bonds and mortgages 
of the merging concerns, as per merger agreement, 
entry of Bain Plant Investment including mortgage 
of Bain Company and accrued interest on same 
$4,500. 


Since the bonds of the Long Company and the mortgages of 
the Vine Company and of Bell & Davis, with accrued interest, 
have been included in the accounts of the new company, they 
can be readily canceled by an offsetting entry. This is not true, 
however, of the mortgage of the Bain Company branch, since all 
accounts are retained in its own books. The outlay on account of 
this branch must then be regarded either as an additional ex- 
penditure or as an investment and charged up accordingly. 
Since there is an equivalent issue of bond obligations, there is no 
additional investment of the company’s capital, but the liability 
is transferred from the branch books to the home office books. 


Second Entry: 
Donated'(Capitaleery.. sect ee $250,000 
MON MTCASU Ty SLOCK sek te ete Cen et neta $250,000 
A bonus of donated common stock given to holders of 
refunded bonds of the Long Company, 10% of 
$2,500,000. 


§ 280. (4) Entries Relating to Sale of Securities 


Incorporation Expenses. .Giciseeiite act sete ee eee $200,000 
To Stock Subscription (or Underwriters). . Wy $200,000 
Being an issue of stock to the underwriters fot ah 
Company for services rendered in organizing, and in 
full payment of their subscriptions: 
ECCOMNATes (COMMNOM sete nie tae ee $100,000 
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Mitchell & Stevens, Bankers..............000e+ esses $900,000 
MISCOUN LOM BONGS rs miei g «marca ats clans ere meena nrKrs 100,000 
To Unissied BOndSedttmet 0s tht... cot ctded aioe $1,000,000 


For sale of $1,000,000 par of bonds to bankers at go, 
payable one-third down and one-third each three 


months, 
Gashelyiiws. ald. CSE 0 <  IAERLEST RSs Lai ed. Bask ois $300,000 
To Mitchell & Stevens, Bankers............-.-- $300,000 
First payment of one-third on account of bond sale. 
(See ae OE Rt UR Ae ca ARE NT ace mer OO OE $500,000 
To Unissued Preferred Stock...........+-+++++- $500,000 


For sale of $500,000 par of preferred stock to Bell 
Brothers & Company, bankers. Full payment 
received in cash; 50% bonus of common stock given 
as entered below. 


Donated Capital... 0... ec e cee eet eee dence $250,000 
To Treasury Stock...) 2.6.65 seers eens eres $250,000 
Bonus of common stock given to Bell Brothers & 
Company, being 50% of cash sale of $500,000 of 
preferred stock. 


§ 281. (5) Entry in Settlement of Intercompany Obligations 


The following entry in settlement of intercompany obligations 
would be made as soon as the Bain plant is in a position to spare 
the cash. This indebtedness could have been, and usually is, 
settled before making the transfer; otherwise it could be included 
in the regular personal accounts. 


(Ce Sn Se ibiaane hate Peano a once $101,000 
To Due from Bain Company......-----++++++:: $101,000 
To settle claims owing by the Bain Company at time 
of amalgamation, and which were carried into the 
accounts of this Company as follows: 


Owing to Long Company....-.----+---> $85,000 

Owing to Bell & Davis........---++-++> 16,000 
There is nothing special to be done with the sinking fund at 
this time, and it will stand on the books of the new corporation 
as it formerly stood on the books cf the Long Company, until 
additional instalments are deposited therein. All interest ac- 
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cumuljations thereon must of course be added from time to 
time as they are reported by the trustee. 

In anticipation of the bond redemption at 105, the company 
is to begin, on January 1, 1925, to set aside out of profits an an- 
nual reserve of $6,000 to offset bond premium, which may be 
credited to Reserve for Bond Premium. When the bonds are 
called at a premium, such premium is charged against the 
reserve. 


§ 282. Closing Books of Dissolving Companies 


There are two main systems of conducting branch houses: 
in the first, all accounts are kept in the books of the home office 
and all collections are made therefrom, all business trans- 
acted at the branches being reported daily to the home office; in 
the other, all accounts and records are kept at the branch offices 
and reports are made to the home office from time to time. 

As all the assets and liabilities of the Vine Company and of 
Bell & Davis have been transferred to the home office books, it 
may be assumed that these branch offices are to be handled 
under the first plan—practically as selling agencies. It is evident 
that the Bain plant is to be handled under the second plan, the 
assets and liabilities being continued in its own ledgers, and its 
own complete set of books being maintained as before. There- 
fore, any adjustments necessary in the transfer of ownership and 
liquidation of certain liabilities must necessarily be made in these 
books. This branch will keep all accounts pertaining to its busi- 
ness affairs and report periodically to the home office. 

The entries required on the books of Long Company to 
show its final distribution and dissolution are shown in Chapter 
XXVIII. Similar adjusting and closing entries are required 
on the books of the Vine Company, setting up the necessary 
accounts for clearing the transaction and distributing the newly 
acquired stock. Closing entries for Bell & Davis are similar to 
those given in §§ 158-161. Since the operating accounts of the 
Bain Company are to remain on the books of the branch, it is 
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manifest that’ only certain adjusting entries are necessary at 
this time. ‘These also are shown in Chapter XXVIII. 


§ 283. Balance Sheet of New Corporation 


The balance sheet which follows is practically a trial balance 


of the ledger accounts aiter the incorporation of the new com- 
pany. 
BALANCE SHEET 
OF THE LONG-BAIN MANUFACTURING CoMPANY 
As OF JANUARY I, 1922 
(After incorporation and merging) 


Assets Liabilities and Capital 
Washes cnaek re ed $ 1,228,700 | Notes Payable.........- $ gI0,100 
Notes Receivable....... 523,700 | Accounts Payablenrnvaact 757700 
Accounts Receivable... . 1,266,500 | Accrued Chargesanqe--e 52,300 
Prepaid Charges....---- 59,400 | Reserve for Depreciation. 399,100 
Investments: Reserve for Bad Debts... 12,200 
Bain Branch Plant.... 5,304,500 | Reserve for Insurance. . . 105,500 
Stock of Other Com- 560,000 | Donated Capitalot.c- mor 220,000 
panies First Mortgage Bonds... 5,000,000 
Stock and Material. .... 1,305,100 | Authorized Capital Stock 
Supplies. tai... esee-t 195,300 E— Preverred twewgair tas: 8,000,000 
Furniture and Fixtures... 161,000 | Authorized Capital Stock 
Patents, Patterns, and == (COMO ens Nanaia 8,000,000 
4 Nove Ei deck, cy eR 674,500 
Buildings and Plant..... 4,950,000 
Sinking Fund Trustee. . . 740,000 
Incorporation Expenses. . 225,000 
Discount on Bonds...... 100,000 
Treasury Stock.......-- 220,000 
Unissued Bonds......--- 925,000 
Unissued Preferred Stock 200,000 
Unissued Common Stock. 700,000 
Mitchell & Stevens, 
Bankerswmisas: o- toer 600,000 
Good=Will* po. oes com's 3,518,200 
$23,456,900 $23,456,900 


* Comprising the good-will of the Long Company, the Vine Company, and of Bell & Davis. 
The good-will of the Ban Company is included in the account of the Bain branch plant, 
shown under “Investments.” 
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Part VI—Dissolution, Reorganization, 
Receivership 


CHAPTER XXVIII 


VOLUNTARY DISSOLUTION OF CORPORATIONS 


§ 284. Introductory 


In most of the states a corporation may be dissolved by 
its stockholders, the procedure being simple; and while in some 
states unanimous consent is required, in others two-thirds, 
three-fourths, or even a bare majority is enough to terminate the 
corporate existence. 

Many of the smaller corporations end their existence in- 
formally by failure to pay taxes or to make corporate reports, in 
consequence of which the state forfeits the charters under which 
they operate. 

In case of voluntary dissolution, the directors are the trustees 
authorized to settle the company’s affairs, and they may bring 
this about in the simplest manner possible. The chief difficulty, 
however, lies in collecting outstanding accounts, and in disposing 
of properties without too great sacrifice. 


§ 285. Entries for Dissolution 

Theoretically the entries for the dissolution of a corporation 
are very simple. Assume for illustration the case of a corpora- 
tion with tangible assets of a book value of $50,000, liabilities of 
$15,000, capital stock of $20,000, and a surplus of $15,000. This 
corporation decides to realize on its assets, pay its debts, and dis- 
solve. It sells the assets for $45,000, pays sale and dissolution 
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expenses of $2,000, and liquidates its liabilities of $15,000, so that 
it has $28,000 in cash remaining. This is divided among the 
stockholders, and then, by following the prescribed statutory 
procedure, the corporation is dissolved. 

As the assets are sold Cash is debited and the asset accounts 
are credited, any profit realized or loss sustained by selling above 
or below the book values being carried to Surplus. As the debts 
are paid, Cash is credited and the proper liability accounts 
debited. The trial balance of the books just before dissolution 
(all income and expense accounts having been closed into 
Surplus) will be as follows: 


(CCI eee cette te Oe ARSC S Sa STS 6 OO Orn ne adem $28,000 
Surplust¥\Q86is. AG. ORM. SOR GTO. H,. SLE OOELD... $ 8,000 
Gapital Stockiai ws fy cpi .-. letersi sre onpoet -roeresagesres ald- 02 20,000 


$28,000 $28,000 


The books are then closed by the entry: 


Stirplusw aise}. 907, 2. SAA OTe, FR Ot $ 8,000 
Gapitall Stock +3 ce nessay ashy ere igt te Saye ocr oF woe! 20,000 
TOC ASI ise ects. rei ae a Eee ats or agam eee $28,000 
To record distribution of the company’s assets prior to its 
dissolution. 


Complications may develop in the entries having to do with 
the realization and liquidation, but the above method will always 
apply. The liquidation of liabilities may proceed as fast as cash 
becomes available. 


§ 286. Profit or Loss on Realization 


The profit or loss resulting from the sale of the assets may be 
handled in any one of several ways. A method which requires 
the opening of no new accounts is illustrated by the following 
example. 

Land which cost $42,000 and is carried on the books at that 
figure, brings $51,000. The gain is credited to Profit and Loss, 
the entry for the sale being: 
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TON trandseOSSan skis Soe tie ele soe e smtoteleelds eerarere 9,000 
(Full explanation here.) 


Another way of handling the transaction is to credit such 
gains or debit such losses to an account known as “Toss and Gain 
on Realization,” in order that the results of the realization may 
be separately accumulated on the books. This account will ulti- 
mately be closed into the regular Profit and Loss account, or else 
directly into Surplus. 


§ 287. Sale of Business as a Going Concern 


The simplest case of realization arises when a business is sold 
as a going concern, i.e., when the assets, including good-will and 
trade-name, are sold as a whole to another person or corporation. 
The purchaser may or may not assume the liabilities. 

As an example of the sale of a going business we shall consider 
the case of the Long Company, whose assets have been purchased 
and whose liabilities have been assumed by the Long-Bain 
Manufacturing Company for $4,000,000 of the common and 
$4,000,000 of the preferred stock of the latter company. It was 
agreed, however, that the Long Company should donate back to 
the purchasing company $400,000 of the common stock to be 
sold to provide working capital for the new company. 

The transactions leading up to this sale have been discussed in 
the preceding chapter, where the trial balance of the Long Com- 
pany isshown. The following is a summary of that trial balance, 
showing the assets and liabilities of the Long Company as they 
appear in its books at the time of sale. 


Tangible Assets. «-vicn-sprerling ater etl DEReE TOO ING UF PL $ 9,410,300 
Chri iilllon, 5 oe Obie cee 5 Sb Seo ae Daa aD one Ferro ar Orr 1,000,000 
Mo talUASsetSi.... wud pee cect a cies es apmeavcictes) Suits eat abe $10,410,300. 
TSAISTRHSS . oa eee 6a Sao cis dane 9000 ur ODR OnE OC OOO AO COCO 4,263,500 


Net WoOrthist- need ane dence treet ecenassen os pos ghdppget imues $6,146 800 — 
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§ 288. Adjusting Entries for Long Company 


In the purchase agreement it was stipulated that the Long 
Company should first reduce its liabilities (and its assets) by 
paying off a dividend due in the amount of $230,000. This pay- 
ment gives rise to the first entry necessary on the books of the 
Long Company, as follows: 


First Entry: 


For payment of dividend due today. 


Since the Long Company is to receive $8,000,000 in stock 
for its net assets of $6,146,800, it becomes evident that the differ- 
ence of $1,853,200 is the price being paid for its good-will above 
the $1,000,000 at which good-will is carried on its books. This 
additional value will be set up on the Long Company books by 
the following entry: 


Second Entry: 
GOOGE WINE ia oi ar chcvensuckes cce\ee Ghevensl ehensrem cers weractate $1,853,200 
MPONSMUDUSt rs nieneranis stace'scerartie cise creme oe 7c ieee $1,853,200 
This Company has agreed to sell out to the Long-Bain 
Manufacturing Company for $8,000,000, as per agree- 
ment executed this day in accordance with the order 
of the Board of Directors. Since the net worth of 
this company by its books is $6,146,500 and the sale 
price of the net assets is $8,000,000, additional good- 
will of $1,853,200 must be set up, 


-§ 289. Transfer of Assets and Liabilities 

It is now necessary to record the transfer of the assets and 
liabilities under the agreement with the Long-Bain Manufactur- 
ing Company, and to show that company’s payment therefor in 
stock. This is accomplished by the following entries: 


Third Entry: 


Long-Bain Manufacturing Company.................. $12,033,500 
ARO I CASH AGN SON eek iy Ore Me EN See a ER $ 342,800 
Notes; Receivables... i ater sekicleceee. 340,600 


ccounts ieecelva blew sacra citer 1,021,300 
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Prepaid Charges 
Investments 


ee aC Ce eat a Ct Ce ee PS 


ee ee rr eer ay 


SOpPles a4 ares s toh Gabe ek cs REE UIEY ob wes 

Due from Bain Company 

Hurnitureand Pixturessa.. ses... st oe dees 

Patents, Patterns, and Tools 

Building and Plant 

Sinking Fund 

Goods Wallstrip yk Ota nee Ma eet 05 ol ee ie ee 

! or all assets turned over in payment of subscription to 

$8,000,000 of stock, as per resolution of the directors 
and stockholders. 


er ae a? 


Cr er Oy 
Ce eC ee i ey 


Fourth Entry: 


NOLES HEAVY A DIO toe x04 she oeies wees sha bce cel ac SOE SOR 
Accounts Payable 
ENGCTULECL Cla Be OS premenW caayen. Sopa vatonsta¥ over a overetssevexararonctatene Fs 
Reserve for Depreciation 
Reserve for Bad Debts 
Reserve for Insurance 
iirsesMorteage- Bonds, Aa eich of Jolt nagng ol ante 

To Long-Bain Manufacturing Company....... - 

For all liabilities of Long Company assumed. 


Fifth Entry: 
Stock of Long-Bain Manufacturing Company.......... 
; To Long-Bain Manufacturing Company........ 
For $8,000,000 of the capital stock of the Long-Bain 
Manufacturing Company received this day, as per 
agreement, in full payment for plant, assets, and 
liabilities turned over and transferred according to 
legal requirements: 


40,000 shares common stock.......... $4,000,000 
40,000 shares preferred stock.......... 4,000,000 
$8,000,000 


§ 290. Final Entries of Long Company 


$ 685,000 


105,500 


1301 


$ 46,200 
500,000 
964,300 
175,100 

85,000 
125,000 
450,000 

4,399,000 
740,000 
2,853,200 


$4,033,500 


$8,000,009 


A trial balance of the books of the Long Company at this 


point would show the following figures: 


Stock of Long-Bain Manufacturing Company........... 
USAC OLOCK rete ee Set ete et, ee tik a eect ae RoI 
Sump US, «Oy Lees lt de eis hesitate dd nice ak eee dye bees 


$8,000,000 


$5,000,000 


3,000,000 
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The company has now no further functions to perform except 
to distribute its assets. First, $400,000 of the stock of the Long- 
Bain Manufacturing Company is to be donated back to that 
company. After this is done the remainder may be divided 
among the stockholders. The following entries will show the 
transactions: 

Sixth Entry: 
Sarplustaseor oho d. d0 pda eerie, Heeeeee ao acres $400,000 
To Stock of Long-Bain Manufacturing Company. . $400,000 
For donation of ro% of the allotment of $4,000,000 


common stock, to be used by the Long-Bain Com- 
pany for working purposes 


Seventh Entry: 
Capital Stoclesety ese ache Mays tau Stace acneten peste hads Arad oyeuais ie $5,000,000 
SUTPLUS 1.) MAE BER sis ec yar eas 255 ate eer sree eee 2,600,000 
‘Lo sundrysstockholderss., 1a. eae 4 ae oe $7,600,000 


For allotment of stock of the Long-Bain Company to 
the individual stockholders in proportion to holdings. 


The distribution of stock must of course be made in the pro- 
portion decided upon by the stockholders themselves, and it is 
evident that uneven amounts of both classes of stock will obtain. 
In some cases, to make an equitable adjustment, money will have 
to be passed for the equalization of shares. 


Eighth Entry: 


Sundry Stockholders see 4 mae raa eae oe tetas $7,600,000 
To Stock of Long-Bain Manufacturing Company... $7,600,000 
For distribution of the common and preferred stock of 
the above company in accordance with allotment 
agreement. 


There is now no balance in any account on the books of the 
Long Company. 


§ 291. When Asset and Liability Accounts Are Not Closed 


It sometimes happens that the successor business desires to 
take over and continue the use of the books as they stand, and 
does not wish the asset and liability balances closed out. Assume 
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that the corporation which we took for an example in § 285, 
instead of attempting to sell its assets piecemeal, sold as a going 
concern for $40,000 cash. The purchaser is the New Corpora- 
tion, organized with a capitalization of $50,000, fully paid in cash. 
The New Corporation does not wish the asset and liability 
accounts closed, as it wishes to use the same books. 

Ordinarily, of course, the entries for the incorporation and 
opening transactions of such a corporation would be as follows: 


(CETIRRs eect DALE De ittas bic 6d on ean cotati ee aanamAG Coe cote ea an $50,000 
Moi Capital Stockyaea wee ereerpoela cleuers nis)se «(ote so eles tie ey $50,000 

Asset Accounts (separated) ......... cess cess eee e eee enseees $50,000 

(Cera aml Geeks te ub 6G odd pido an a> aoc dour op costa 0 Og 5,000 
To Liability Accounts (separated)...........+-++-++> $15,000 
(Codi, Sak ohh ee een reeaeeae aniotirkety 40,000 


The showing of good-will results from the fact that net 
tangible assets of a value of $35,000 were purchased for $40,000. 

In this case, however, the asset and liability accounts (except 
Good-Will) are already on the books, exactly offset by the net 
worth accounts of the dissolving corporation. It is desired to 
close out the latter group instead of the asset and liability ac- 
counts, and at the same time to set up the good-will and to show 
the organization of the New Corporation. All of this may be 
done in one entry, as follows: 


(Caaie iitilis pores fo 2 de aanie Oconee Ia Onin rans onverce $ 5,000 
PUMDMERIE Gs ai cajcG ante malbgar eae rerrer sree tes tees et rss 15,000 
AQHA SOCK. 6505 sis d.n sets ae scan nes oa a Agla ng Seema rel 20,000 
POE Doing Peyote Bide a DONG aH) REDDOT RR RRO TO 10,000 
To Capital Stock—New Corporation. .....--....++:- $50,000 


Recording the purchase of the net assets of this corporation 
for $40,000 cash paid by the New Corporation; recording 
also the distribution of that $40,000 to the stockholders 
of this Company prior to its dissolution; setting up on 
the books the $5,000 paid for the good-will of the company 
above the value of its net assets; and closing its Capital 
Stock and Surplus accounts in favor of the New Corpora- 
tion, whose authorized stock is fully paid and issued as 
as follows: 

(Insert list) 
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§ 292. Adjustments of the Bain Company 


A more complicated case of the same kind is that of the entries 
for the dissolution of the Bain Company, which merged with the 
Long Company to form the Long-Bain Manufacturing Company. 
The trial balance of this company’s books is presented in the pre- 
ceding chapter, and need not be repeated here. The fulfilling of 
the conditions of the sale of the net assets of this company is 
shown in the following entries, the explanatory notes in connec- 
tion with which will present all needed details. 

In the first place, as in the case of the Long Company (whose 
closing entries were given in §§ 287 ff.), the Bain Company is to 
receive for its net assets stock in excess of their book value. This 
excess is the purchase price of the good-will of the Bain Company 
and is placed upon the books in the following entry: 

Good=Willy. «sacs BEE ira 0 Ce OR Oe ae $1,020,000 
AE OVSULDIUS Soto cm eeae thas Lele cats ae ERE oe ates eee $1,020,000 


For sale value of plant and net worth in excess of 
present book value. (Full explanation here.) 


The Bain Company is also to reduce its liabilities (and of 
course its assets at the same time) by paying off a dividend and 
certain secured notes which it owes. The entry of these pay- 
ments and of the return of the securities pledged as collateral for 
the loan is shown in the following entries: 


Dividend Payable: +. 2cecesenss he bavees heme eeenan! a $105,000 
TOrGasher werd eae es PERE pane eae CaeT $105,000 
For payment of dividend due today. 
Secureds Loans' yc. waists ch. Mr Sah ie a lepeiete eieene mp aera ee $100,000 
TONGS to 2 eacccucpeays cots 6 Warn sani neue ofan as aces Rist aie $100,000 


For payment of secured loans. 


INVEStMeNtSin ch acceencneer evens aoe eee ety sore err eae terre rece $120,000 
TowPledeed*Securitiest ra. ee etme ere rate $120,000 
For return of pledged securities upon payment of loan. 


§ 293. Dissolution of the Bain Company 


The above entries present nothing unusual. The entries for 
the dissolution of the Bain Company differ from those of the Long 
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Company, however, because the Bain Company’s office is to be 
maintained as a branch office for the Long-Bain Manufacturing 
Company, which therefore does not wish the asset and liability 
balances closed out. The net worth accounts of the Bain Com- 
pany must be taken off the books and in their place must be sub- 
stituted the investment of Long-Bain Manufacturing Company 
in the branch. The entries may be made as follows: 
Stock of Long-Bain Manufacturing Company........... $5,000,000 

To Long-Bain Manufacturing Company........-. $5,000,000 

For common and preferred stock of the Long-Bain 


Company received in full payment for plant, assets, 
and liabilities: 


25,000 shares common........---+-++- $2,500,000 
25,000 shares preferred.........------ 2,500,000 
Surplus IMeos se 2a seek eitect- anhecds saedatn.hihGechens $250,000 
To Stock of Long-Bain Manufacturing Company. . $250,000 


For donation of 2,500 shares common stock back to the 
Long-Bain Company for working purposes. 


Gapiual Stock.........aiegytel- obawaeah~ + POF isle veers $3,500,000 
Surplus: « ....- 252 ema). Leer gel a 1,250,000 
To Sundry Stockholders. .....----++-+e+er eee $4,750,000 


For allotment of stock in the new corporation, in pro- 
portion to holdings. 


Sundry Stockholders... ......ss00seserennernesereres $4,750,000 
To Stock of Long-Bain Manufacturing Company... - $4,750,000 
For distribution of stock, as per agreement of adjust- 
ments. 


§ 294. Balance Sheet of the Bain Company After Adjustment 


The Long-Bain Manufacturing Company then exchanges its 
own bonds for the mortgage note owing by the Bain Company. 


Mortgage Payables ic: secatep -irt« aiciete say oe a saline «i $300,000 
jiiienh Necnimell oBnagabe coqonudone yon sarc OD ROT 4,500 
To Long-Bain Manufacturing Company (Home 
Wiiice) Lee es ead cata $304,500 


For payment of mortgage and accrued interest by the 
Long-Bain Company by an equivalent exchange of 
5% bonds. 
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The following balance sheet of the accounts as shown on the 
books of the Bain branch after all the above adjustments have 
been made, is given to show how the net worth accounts have 
disappeared in favor of the proprietorship interest of $5,304,500 
standing to the credit of the Long-Bain Manufacturing Com- 
pany. Certain of the assets could, with some advantage, be 
transferred to the home office books and removed from the 
branch ledger, such as the investments, buildings and plant 
(particularly the real estate). Depreciation reserve and good- 
will might also be transferred. This would leave only working 
accounts on the branch ledger, and a credit of $776,000 to the 
home office. The entries must of course suit the conditions. 


BALANCE SHEET OF THE BAIN BRANCH 
(After sale to the Long-Bain Company, showing open ledger accounts.) 


Assets Liabilities 

Cash emrah Shae eet. $ 67,500 | Notes-Payable............ $ 270,000 
Notes Receivable......... 135,800 | Accounts Payable........ 540,000 
Accounts Receivable...... 492,750 | Accrued Charges......7:. 11,640 
Prepaid Charges.......... 38,150 | Reserve for Depreciation... 120,500 
investments =mrec sree 270,000 | Reserve for Bad Debts... . 5,310 
Stock and Material....... 510,000 | Long-Bain Company Home * 

SUP Plesa rer ceetaerre ats 51,900 Ofiice;Account; eee 51304,500 
Furniture and Fixtures... . 62,000 

Patents, Patterns,and Tools 244,850 

Buildings and Plant....... 3,359,000 

Good=Wall oy cre crraa ten 1,020,000 


$6,251,950 $6,251,959 


Litnwin 


CHAPTER XXIX 
REORGANIZATION BY AGREEMENT 


§ 295. Definition of Reorganization 


“A reorganization of a corporation is a business arrangement 
(x) whereby the stocks and bonds of the company are rearranged 
as to amount, income, or priority, or (2) the property is sold to 
a new corporation for new stock and bonds, or (3) the property 
is sold by foreclosure of a mortgage upon it, and the purchaser 
buys for himself and such of the old stockholders and bondhold- 
ers as he associates with him.”! Any material change in the 
ownership of the stock is usually accompanied by at least a 
partial reorganization. 


§ 296. Methods 4, ayer 


According to the definition there are two kinds of reorganiza- 
tion by agreement. The first is a mere readjustment of the rights 
of the various parties interested, ie., by the stockholders with 
the co-operation of the bondholders or other creditors, without 
forming a new corporation. The problems given in this chapter 
relate to such readjustments. 

The second involves the formation of a new corporation and 
the voluntary sale of all the property of the old corporation to 
it in return for its stocks and bonds. The accounting prob- 
lems connected with this method of reorganization are essen- 
tially similar to those of consolidation by merger and by pur- 
chase.? 

Both of these methods are called reorganizations by agree- 


1 Cook, on Corp., § 883. z 
2 See Ch. XXVII, ‘Combination by Merger or Purchase. 


1307 


1308 CORPORATE ACCOUNTING [Bk. II- 


ment, in contradistinction to reorganizations as the result of 
legal compulsion where the corporation is insolvent and its prop- 
erty may be sold to pay off the bondholders and creditors. 
| When the property of a corporation is sold under foreclosure 
proceedings, the entity of the corporation does not pass. What- 
ever organization is effected by the purchaser to operate the 
plant, property, or business taken over, is practically a new or- 
ganization free from all claim or liability of the old corporation. 
The accounting problems relating to it are similar to the prob- 
lems involved in opening the records of a new corporation. 
Reorganization as the result of a receivership is discussed in 
the following chapter. 


§ 297. Reorganization by Reduction of Stock 


| A reorganization by agreement may involve some readjust- 
ment of the amount.of the stock and bonds of the reorganized 
company. A reduction of capital stock is not as simple as an 
increase, because in reducing stock the rights of creditors must 
be considered, and the surrender of outstanding stock and the 
issuance of a less number of shares involve some cancellation and 
reissue of stock to existing stockholders. As an illustration of 
the procedure and book records required for reducing the capital 
stock of a corporation, the following example is given: 

The Harkness Automobile Company, whose statement is 
given below, was formed by the merger of several automobile 
concerns. At the time of the combination, good-will was placed 
at $1,000,000 and surplus at $340,000. Since then regular divi- 
dends of 7% on preferred and 5% on common stock have been 
paid, excepting the one recently declared and shown among the 
liabilities. An audit of the books made for the year ending June 
30, 1921, showed that obsolete properties, doubtful accounts, 
and valueless investments to the amount of approximately $1,- 
000,000 would have to be written off. The following statement 

-was submitted by the accountants with the recommendation 
that the good-will be reduced to a conservative valuation: 


——, 
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Harkness AUTOMOBILE COMPANY AND BRANCHES 
BALANCE SHEET, JUNE 30, 1921 
(Before reduction of capital) 
Assets Liabilities 
Cost of Properties and Capital Stock: 
Equipment, including Préeferredkey.c.--sve ses $ 1,000,000 
KE GOGaW ll lennty ete $ 4,500,000 Commonhet-caeeit aes 3,000,000 
Securities Owned, of Sub- Bonds Outstanding...... 2,500,000 
sidiary and Other Com- Short-Term Notes....... 500,000 
AINES Wiese cis ei Ts 1,300,000 | Accounts Payable....... 1,525,900 
Sinking Fund Deposit. ... 220,000 | Notes Payable .......... 490,000 
(Siiclich roma tet ae Soe 235,000 | Accrued Items..........- 31,200 
Accounts Receivable... .. 1,172,300 | Bond Interest, payable E 
Notes Receivable.......- 1,370,000 Jey iy O2 Denar ory ey: - 62,500 
Material, Supplies and Dividend Declared and 
Finished. Parts.2.==. <= 981,600 Unpaid wrarcrssce art 7 120,000 
Contract Work in Course Sundry Operating Reserves 189,000 
of Construction....... 476,300 | Indorsement on Notes Dis- 
Accrued and Prepaid Items 58,400 counted ee ere 850,000 
Surplussai5-8 .<035- oh ete 45,000 
Total Assets..... .. $10,313,600 


$10,3 13,600 


The stockholders have decided to write off the entire $1 ,000,- 
ooo of good-will and to add $500,000 to the surplus by a reduc- 
tion of the capital stock. The common stock, therefore, is to be 
reduced to $1,500,000, while the cumulative preferred stock is to 
remain as before, and $500,000 is to be added to the Surplus 
account. 


§ 298. Entries for Reduction of Stock 


As the new common stock certificates when issued will be for 
one-half the number of shares canceled, so that each holder there- 
of will own 50% of his former holdings, each stockholder’s ac- 
count in the stock ledger should be debited with the number of 
shares canceled, and new certificates of stock reissued for the 
balance, the old ones being taken up. Another plan is to debit 
each account for the entire number of former shares in order to 


/ 
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close the account, after which the account is credited with the 
actual number of new shares issued. 

The only entry required to be made in the general ledger is 
one to adjust the Capital Stock, Surplus, and Good-Will accounts 
as follows: 


Gapital:Stock-— Commoner ates. 4 tte 1s tals aateld = eietale atte $1,500,000 
"To: Good- Will (or (Plant)! 2). saan cece cease $1,000,000 
Surphish 25. 405.8 tee se aotearoa Roar 500,004 


To record the requirements of a charter amendment 
granted this day, reducing the number of shares of 
common stock from 30,000 to 15,000 of the par value 
of $1,500,000. 
This entry also cancels the entire Good-Will account and 
creates an additional surplus of $500,000. 
Other methods of stating the journal entry might be used, 
keeping in mind that accounts should be given such titles as will 
readily identify their functions. 


§ 299. Status after Reorganization 


The reduction in the par value of the common stock held by 
each stockholder does not mean, however, that the company’s 
actual net worth is less than under the former arrangement, nor 
that the holder of stock has lost anything by the charter amend- 
ment. His shares, the book value of which was formerly below 
par, are now shown as being worth considerably above par. The 
net worth of the company (capital and surplus) is now $3,045,000, 
so that each of the 15,000 shares of common stock has a book 
value of $136.33 per share. The book value of the preferred 
stock remains as before at $100 per share. 

This company, like many others, has overvalued its proper- 
ties and has issued its capital stock on the strength of such valua- 
tion. The properties and good-will are listed at ‘“‘cost,” that is, 
after allowing for depreciation; but this only indicates the value 
placed upon them at the time of purchase, measured in shares of 
the purchasing company, which evidently was too high. Stock, 
like water, must find its level sooner or later, and it is well known 
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that the stock market quotations usually show it very close to 
its intrinsic property valuation aiter all water or fictitious value 
has been eliminated. 

Assuming that the good-will of $1,000,000 was largely ficti- 
tious, it is apparent that the real value of the stock was only 
$3,000,000, or $75 per share; if the good-will was represented by 
common stock, then the market value of the common stock will 
be reduced by one-third, or to $66.67 per share, while the pre- 
ferred stock will remain at or near the par value. By reducing 
the capital stock to $2,500,000, the good-will is eliminated and 
$500,000 added to the Surplus account, with the result that 
the actual capital and surplus is then $3,045,000, and the book 
value of all the stock averages slightly over $120 per share. 

The relative value of preferred and common stock must of 
course depend upon the status of the preferred; if the latter is 
entitled to only par value, $1,000,000 on liquidation, it is obvious 
that the 15,000 shares of common stock must be worth $2,045,- 
ooo, or about $136 per share, and the preferred slightly above 
par in harmony with its annual earnings. It will be seen that the 
stock reduction and elimination of good-will do not enhance the 
financial stability of the company upon which its credit is based. 
On the other hand, the status of the preferred and common stock- 
holders remain the same as to proprietorship and participation in 
profits. The preferred stock will, if business permits, pay its 7% 
dividend or $70,000 per year, while the remaining profits will be 
available for the common stock dividend. 

In a letter sent by the American Milling Company to its 
stockholders asking them to vote on a proposed reduction in the 
amount of capital stock, the following paragraph appeared: 

The good-will and patent rights add nothing to a solid financial 
basis on which to operate your property anda statement containing 
items of this character injures us in banking circles to such an 
extent that your officers are handicapped in making a proper finan- 
cial showing, and in addition to this we are compelled to pay $2,800 
capital stock tax per annum on this excess which would be saved 
to you by making the change. 


CHAPTER XXX 
RECEIVERSHIP AND REORGANIZATION 


§ 300. The Receiver’s Accounts 


A receiver is a fiduciary and as such is required to keep careful 
record of his transactions and to render frequent accounts during 
his receivership. ‘There is no prescribed form for the keeping of 
a receiver’s accounts. The accountant may use his own judgment 
in outlining the books to be used and the manner of keeping them. 
The availability of data pertaining to the trust is the main con- 
sideration, however, and should be so regarded in planning the 
records. No matter what method of account-keeping is used, 
the receiver is required to state the assets and liabilities of the 
company at the beginning and termination of his receivership, as 
well as the various intervening transactions. These statements 
to the court become public records and are available for general 
inspection. 

The receivership forms and procedure which follow are in 
accordance with good accounting practice, but changes will be 
necessary for acceptance in some states. In New York State, 
for example, the form of account required by the courts differs 
from the one shown, requiring first a summary of the entire 
matter, while full particulars are contained in supporting 
schedules, designated A, B, C, etc. In every case it is of course 
required that the matter shall be set forth logically and clearly. 
In many states there are no specific requirements regarding the 
form in which the accounts of receivers shall be rendered, the 
only insistence being that they shall be true and readily 
intelligible. Generally speaking, it may be said that the reports 
of receivers are primarily reports of the handling of cash, its 
receipt and its disbursement. 
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§ 301. The Company’s Accounts during Receivership 


The general books of an embarrassed company may be ad- 
justed to meet the new condition of affairs, but in most cases they 
are continued as usual until it is known what is to become of the 
company. If they are to be kept in harmony with the accounts 
of the receiver, adjusting entries may be made, one of which 
would charge the receiver with the assets taken over by him.1 
The debit balance to the receiver’s account will stand until the 
end of the receivership. 

Upon termination of the receivership, when the assets and 
liabilities as then existing are turned back to the company, as- 
suming that business is to be continued, entries must be made 
debiting the asset accounts and crediting the receiver with what 
he turns back. The receiver’s balance will at that time be either 
greater or less than the amount originally shown, and the differ- 
ence must then be adjusted into Surplus. This difference will be 
the result of loss or gain during the receivership. 

If the capital has undergone certain changes, which is usually 
the case, suitable adjusting entries must be made to bring it into 
harmony with present conditions as reflected in the receiver’s 
final official report. 


§ 302. Statement of Affairs 


As soon as the receiver is appointed, he is required to make an 
inventory and appraisement of the estate, showing the exact 
condition of the insolvent corporation. This is known as a 
“statement of affairs,” and is made in the simplest way possible 
for the convenience of both court and creditors. With the state- 
ment of affairs is frequently presented a “deficiency statement,’’? 
showing the company’s capital impairment and how the deficit 
came about. 

A statement of affairs is somewhat similar to a balance sheet. 
It is prepared from the books, schedules, creditors’ claims, etc., 


1 See § 314. 
2 See § 334. 
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and contains on one side all liabilities, distinguishing between 
those which are unsecured, partially secured, or fully secured. 
Contingent liabilities should also be shown among the liabilities. 

On the other side, the assets of the concern are shown at 
their nominal. or book value, and also at the value which they 
are expected to realize. Any assets which have been given or 
pledged as security for creditors’ claims are separated from those 
which are available for distribution among the unsecured credi- 
tors. The difference between the two sides of the statement 
shows either the nominal net surplus or net deficiency. 

The receiver, or his accountant, prepares the statement of 
affairs from information gleaned from the various sources open 
to him, and submits it, together with the complementary 
deficiency statement, to the meeting of creditors. He submits 
also his inventory and appraisement to the court for record in 
the court journal. It is apparent that the receiver should 
either be an accountant himself, or should engage the services 
of an accountant for the determination of the company’s condi- 
tion and for compiling the many various details that will be found 
necessary in preparing his statements. 


§ 303. Iustration of Statement of Affairs ? 


To illustrate receivership records and accounts, let us assure 
that the Excelsior Harvester Company, unable to meet its obliga- 
tions, was placed in the hands of a receiver on July 1, 1921. A 
statement of affairs prepared for it is given below. 

It will be noted that equities only are shown in the statement 
of appraisal, all secured liabilities being deducted from the 
assets pledged or mortgaged. Bonds and cash held by the 
trustee are deducted from the corresponding liability, and that 
net liability from the value of the mortgaged asset. In the 
same way the collateral trust bonds are deducted from the value 
of the pledged securities. 


3 Other examples will be found in §§ 312, 320, 323 and 333. Attention is especially called 
to the example in § 333. 
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STATEMENT OF EXCELSIOR HARVESTER COMPANY 


At beginning of Receivership, July 1, 1921 


Assets Book 

Value 
Real Estate, Plant, ete... la! $12,136,500 
Less: Reserve for Depreciation...:..---- 897,510 
$11,238,990 


Less: First Mortgage Bonds. . . $6,500,000 
Reduced by: Cash and Bonds 
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Appraised 
Value 


in hands of Trustee... -- - 2,296,200 4,203,800 
Company’s Bani. Sud ee: Seki Bee $7,035,190 $ 6,435,199 
Investments in Affiliated Companies. ...- $ 4,500,000 
Less: Collateral Trust Bonds Secured 
therebYs ose ue ea ee 4,000,000 
Company’s Bawltyccvowaseney -¢ naeeea’ Tig 500,000 we eee 
Merchandise Inventory.....++s:srecrerer 2,178,960 2,100,000 
Me coadts Recetvable: nem 3,245,140 3,200,000 
IMEien Receivable "os ii. - = ess 8 eae nei rin nate 2,862,100 2,440, 100 
Cash on Hand and in Banksau tanec tate mee 975,850 945,850 
ee ek ee be its eee $16,797,240 $15,121,140 
Liabilities Book Appraised 
Value Value 
Rankeioans. Unsecutedsty sag j-- «fern ter Qe $ 500,000 $ 500,000 
Raeee Pavaplece san. ana waned i Tou) Hib ae ee 1,490,500 1,490,500 
Mauna yale se eect ge erase tt ee 2,375,040 2,375,040 
Ponca rpes reine: aeibeat ee ee eee 328,250 328,250 
Liability on Notes under Discount (estimated boeres- 1) ki SHIM? 60,000 
Total Unsecured Liabilities....----+ ++ +0000 $ 4,694,399 % 457541399 
Con oh Pa Agee t oike ae a ae 2,102,850 
Capital Stock—Preferred 7% Cumulative....---+-+: 5,000,000 
Capital Stacie Coninort fa 1.42 iIDAE seat gers 5,000,000 
Balance—Excess of Assets over Liabilities, being the 
Net Worth of the Corpotation: iene. qatar rae ge 10,366,750 
Stal MOA A. Bed Mh aetitoetats Agee” $16,797,240 $15,121,140 


ao 


* Notes under discount at bank, $400,000 additional. 


——— 
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§ 304. Result of Receiver’s Appraisal 


Upon his appointment, July 1, 1921, the receiver made an 
appraisement and statement of the company’s affairs and filed 
his inventory with the court. It revealed the following con- 
ditions, all of which are included in the above statement: 


1. That the real estate and plant valuation should be 
reduced $600,000. 

2. That the investments had declined $500,000 below the 
book value stated. 

3. That the merchandise inventory should be reduced to 
$2,100,000. 

4. That the accounts receivable would probably realize 
$3,200,000. 

5. That notes receivable were doubtful to the extent of 
$422,000. 

6. That $60,000 of the notes under discount were likely to 
be dishonored. 

7. That $30,000 for dishonored notes of a customer had 
been charged to the company’s account by the bank. 


§ 305. The Receiver’s Activities 


The receivership was terminated December 31, 1921, at which 
time a reorganization took place. The statement of the re- 
ceiver at the date of his withdrawal, after a tenure of six months, 
is shown herewith. It contains the adjustments suggested in 
his statement to the court, in addition to the following trans- 
actions carried out during his incumbency: 


1. $1,200,000 of 6% receiver’s certificates were issued, due 
in four months, dated August 1, and sold at 98. 

2. Building extensions previously commenced were, by 
order of the court, completed at a cost of $500,000. 

3. The factory was kept running at a considerable reduction 
in capacity. 


: Atti titel 
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4. Goods were sold from stock for cash at the best prices 
obtainable, bringing in $287,680. 

5. $1,724,440 of the accounts receivable were collected. 

6. There was collected also $1,050,880 of the notes receiv- 
able, of which $75,000 applied to notes written off as 
doubtful. 

7. Accrued charges were paid for taxes and labor of $81,100. 

8. Material for use in factory amounting to $268,200 was 
purchased for cash. 

9. Various expenses paid in cash amounted to $76,500, legal 
fees $22,500, and the amount drawn by the receiver 
under authority of the court, $10,000. 


§ 306. Accounting Procedure 


In some cases the receiver chooses to use the books of the 
company as the means of recording his own operations, but this 
is not considered the best practice. The receiver’s records 
should be independent, although frequently when he retains the 
accounting staff of the company it is found simplest to keep the 
receiver’s records in the loose-leaf binders which have been used 
by the company. This does not at all interfere with their being 
independent records. 

As a general thing the books of the receiver as he opens them 
do not show the liabilities of the company until proper proofs of 
claim have been filed with the receiver and have been allowed by 
him. The inventory upon which the receiver’s accounts begin 
is an inventory of assets only.! Debts appear only through their 
payment or their allowance by the receiver in case he wishes to 
show on the books the claims which he has allowed. 


§ 307. Receiver’s Entries on Taking Charge 


The appraisal and audit of July 1, 1921, made by the receiver 
shows a reduction of $1,676,100 in the value of the assets below 


‘Cf. Wills, Estates and Trusts, by Conyngton, Knapp and Pinkerton, p. 588. 
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the figures at which they have been carried on the books. This 
amount is made up of the following reductions in value: 


RealiEstate‘and ‘Planti22) Siete 5-3 Fk $ 600,000 
Inivestmnents «Neal . ade eee toe: 500,000 
Merchandise occa opti rece ee seca 78,960 
Accounts, RECelvaDles . ck bce cca Mites esas 6 45,140 
Notes: Receivables oc c.6uesuoeeeene eae 422,000 
Cashin Banks). os,9.)2% arb dicen as ae Bast o 30,000 

$1,676,100 


The receiver opens his separate books by making in his jour- 
nal an entry setting up these assets at the appraised value. In 
order, however, that notes and accounts receivable appraised at 
nothing or at less than their par may not be lost sight of, the 
entire previous book value of such items is entered, and an 
“Allowance for Doubtful Receivables” account is set up for the 
difference. By this method the subsidiary ledgers will show all 
the receivables and continued efforts will be made to collect 
them. The failure to realize upon those which were considered 
bad will not, however, reflect upon the receiver inasmuch as he 
took them over at less than par. The dishonored note which 
had been deposited by the company before the receiver took 
charge is likewise entered as a receivable, and included in the 
amount of the reserve. 

The deposits of cash and securities with the trustee of the 
sinking fund and the securities for the collateral trust bonds are 
omitted from the assets with which the receiver charges himself, 
as they have gone out of the control of the company and are in 
the hands of the trustee for a specific purpose. 

As an offset to the value of all the assets taken over by the 
receiver, he credits Excelsior Harvester Company with the ap- 
praised value of these assets. 


The receiver’s opening entry is as follows: 


Real Bstate, Planty ete... of 0. tcp eee ee eee $6,435,190 
Merchandise Inventory s.1% 5ilics © cannes eR ee 2,100,000 


Cf. $ 302. 
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Necounts Receivable! . 0b. et le eee 3,245,140 

Notes Receivablelst-.isie. sass sips er ile i elok Shit! . 2,892,100 

Cash on Hand and in Banks.............--++seses>: 945,850 
To Allowance for Doubtful Receivables. ........ $ 407,140 
Excelsior Harvester Company............-- 15,121,140 


To record appraised values of assets and liabilities of 
the Excelsior Harvester Company, in receivership, 
taken over this day by decree of the Court. 


§ 308. Entry of Receiver’s Transactions 


The receiver then opens such nominal accounts for Sales, etc., 
as are necessary to record the transactions which occur during 
his incumbency of the office. In order to make the record as 
short as possible for purposes of the explanation, almost all 
expense items are lumped into one Expenses account. Sufficient 
accounts should of course be maintained on the books to provide 
a complete classification. 

The receiver must keep a strict record of all business activities 
in order that he may give a correct account of them to the court. 
Most of the entries will be made in the cash book, though certain 
of them will properly be contained in the journal. The result 
of the cash entries is summarized as follows: 


RECEIVER’S CasH ACCOUNT 


(Being a record of his transactions from July 1, 1921, 
to December 31, 1921) 


a 
Receipts Payments 
Balance Turned over to Discount on Receiver’s 
IRECCLVERS yicacie. Sete 9 coe $ 945,850 Certificates...........- $ 24,000 
Receiver’s Certificates. .... 1,200,000 | Real Estate Opera HOnSHent 500,000 
Merchandise Sales.......- 287,680 | Accrued Charges......... 81,100 
Accounts Receivable. ..... 1,724,440 | Merchandise Purchases. ... 268,200 
Notes Receivable........- 975,880 | Expenses.........--+++-> 76,500 
Notes Receivable (Doubtful) 75,000 | Legal Expenses........-.- 22,500 
Salary of Receiver........ 10,000 
Receiver’s Certificates Paid. 1,200,000 
Interest on above.......-. 24,000 


Balance of Cash on Hand . 3,002,550 


$5,208,850 $5,208,850 
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In addition to the cash entries summarized above, the 
receiver has regularly made journal entries which may be con- 
densed into the following: 


Excelsior tHanyesterGompany.coa sean er tre a2 =o $4,754,390 
Tor GlaimseAMlo wed re rterac cers cece meters Aarne $4,754,390 
Recording claims properly presented to receiver and 
regularly allowed. 


Merchandise Inventoryt soc <.r ere 28 erie cere eenniercine rare $50,000 
Costyot Saleh 4.4 5 ear preas sxe.) ots cepared penis Saevecre’s 218,200 
‘Mo Merchandise PurchaseS: 02. c-oh. see hase ___ $268,200 


Bringing Merchandise Inventory account to proper 
figure and charging balance of purchases into Cost 
of Sales. 


Allowance for Doubtful Receivables........... 43h $75,000 
To Recoveries on Doubtful Receivables. ....... $75,000 
Charging against reserve amount collected on 
doubtful noteeheye se. yess aes 


Since a reorganization of the company is expected to take 
place under a reorganization committee, the receiver has not 
made any settlement disbursements beyond certain preferred 
claims shown on the opening statement of affairs as accrued 
charges. 


§ 309. Summary of Receiver’s Transactions 


When all the above transactions have been posted to the 
ledger, the trial balance of the receiver’s books before closing on 
December 31, 1921, is as follows: 


TRIAL BALANCE, DECEMBER 31, 1921 


Dr. Cr 
RealeEstate; Plant,/eve..cnisek ees 2 Cees ? 6,935,190 
Merchandise Inventory! See 6) UN ee oe tan 2,150,000 
ANecounts: Receivables seats anaes Se ee Ee 1,520,700 
Notes} Receivables 2.2 te IO eee ee ee ncces 1,841,220 
CashiontHand'andhin*Banks: 94 Seahorse. 3,002,550 
Allowance for Doubtful Receivables................. $ 422,140 


Excelsior “arvester, Company...) ... +...) sec se etn 10,366,750 


se 
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WePAIEEXDENSES . 5 ee esis v cunateronatet sl wre deere eo oe oon 
Interest on Receiver’s Certificates. .............00005 
BTETCHAUGISC SAl€S. co cq cane ites ss eo PH Se 
Recoveries on Doubtful Receivables. ................ 


§ 310. Receiver’s Closing Entries 


4,673,290 
24,000 
218,200 
76,500 
10,000 
22,500 
24,000 

287,680 

75,000 


$15,824,860 $15,824,860 


At the termination of his activities and before the reorgani- 
_ zation takes place, the receiver closes his ledger to determine the 
status of the receivership. Below are given the various entries 


_ to close the loss and gain accounts. 


TeRCHANCISG SAleSi is .tsicisde, Ale ley aelelale oe fog axel laneve adores 
BLOMCOSE Oli SALES. MRT MIAME 2.0 &  eibcnsrats coulis 
TOU ANGsLOSSH Mes oe cna woes Cainer 


Closing merchandising accounts and showing gross 
profit on sales. 


Recoveries on Doubtful Receivables...............-. 

GRE LONGANG HOSS stat ae ate tee «suri onutets 

Closing former account to show gain on realiza 
tion over appraised value of assets. 


‘Exalith oie] IUTRER A pleas Gdehorcet Pe OREO tars 
To Discount on Receiver’s Certificates......... 
EXPENSES sere ae teint oe outa we fein es are wis 

Salary of Recéiver (i). 0.05.2 oben 

Legal Fxpenses net «a4 Fyeoeieriisct- ov (pa - Bird 

Interest on Receiver’s Certificates.........- 


Closing expense accounts. 


Excelsior Harvester Company..........--+0+-+00005 

TosProfitiand) Losselens arr) fang ip tae 19 - Heel © 

Charging the net loss of period against the value 
taken over by the receiver. 


$287,680 
$218,200 
69,480 


$75,000 
$75,000 


$157,000 
$24,000 
76,500 
10,000 
22,500 
24,000 


$12,520 
$12,520 
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Allowance for Doubtful Receivables... ...........555 $ 422,140 
Claims Allowede a9 :.6 cas.cc cise witadie ne nto 4,073,290 
Excelsior Harvester; Company... . 65.0. -060 ccs cn 10,354,230 , 
TonRealabstaten lant eter: a Gk. us acsutntejecste.s $6,935,190 | 
Merchandise Inventory... ........s.00-.05 2,150,000 | 
AACGOURTSVRECEIVADIEs, 4 < ve especie 1,520,700 
Notes, Receivable: «gece sie cetycjcas eee 1,841,220 | 
Gashion Hand*and in Banks, (mac. n a 3,002,550 


Closing the books of the receiver and showing the 
assets and liabilities turned back to Excelsior 
Harvester Company. 


§ 311. Receiver’s Statement to the Court 


The receiver may present to the court only one account or 
statement, known as the “first and final account,” or he may 
present several. An auditor is usually appointed by the court 
to audit, examine, vouch, and pass upon the receiver’s accounts 
in detail and to report to the court before distributions are 
made, or dividends paid to creditors. The auditor causes an 
advertisement to be placed in the papers, giving notice that he 
will sit on a certain date to receive claims and hear complaints 
on the audited statement. The hearing may even be adjourned 
one or more times. The auditor generally makes up a statement 
of his own from that presented by the receiver, though it is 
usually briefer and may even be only a summary of the receiver's 
transactions. It recites in brief, as a rule, the activities of the 
receiver as an introduction to the audited statement, all of which 
is later filed with the court, to be kept as a permanent record. 

The following is usually a satisfactory form for the general 
statement of account rendered by the receiver, but it should be 
remembered that some of the states have specific forms estab- 
lished by statute which are required to be filled out. Persons 
dealing with particular judges in matters having to do with 
several receiverships learn, too, that some one form is more 
satisfactory to a certain judge than is another form, and that the 
favor of the court can best be secured by submitting the report in 
a form most intelligible to and best liked by that judge. 
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First AND FINAL ACCOUNT OF THE RECEIVER FOR 
EXCELSIOR HARVESTER COMPANY 
DECEMBER 31, 1921 


Debits 
Tue RECEIVER CHARGES HIMSELF AS FOLLOWS: 


Inventory and Appraisement of Assets taken over July 1, 


1g2t: 

Equity in Real Estate, Plant, etc..............-.-+ $6,435,190 
Equity in Investments of Subsidiary Companies. .... . (none) 
Nierchandise Imventonys caer sett a outers ec cimereeio 2,100,000 
Accounts Receivable... 02. -s.cececececeswscesess 3,200,000 
Notes Receivables: ans Pe. Ae A, eae 2,440,100 


Gash on-Hand:andvin» Banks e830 4 eG tee 945,850 


TRotaleAcsctsstakeMOVeL hse ot eos ccc eis tire eto oes 


Additions to Capital: 
For Outlay Increasing Value of Real Estate and Prop- 


GEES Pe eee ere nee tere Otero c's Os. $ 500,000 
Increase in Cash, per Cash Account.......-....+--- 2,056,700 
Increase in Value of Merchandise..........--+++--- 50,000 

Total Increase in Assets... . 2... s eee cee cere ee ee eerste 


TRA) DSH aloe Oblesebnoee poco uanl Jon0-r dian occ om or 


Credits 
Tur RECEIVER CREDITS HIMSELF AS FOLLOWS: 


Claims Allowed and Not Paid, as per schedulesem etic $4,673,290 
Assets Realized and Collected as Follows: 


Accounts Receivable Collected. ......---. $1,724,440 
Notes Receivable Collected....... ato: 975,880 
Total Realization... ....0esecrereeeereeceeers 2,700,320 


PE sMIMOFCGGI cared econ r eowercrer ere rer ss er? 


Present Accountability. ......seeeeeeeeee crete eerecees 
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$15,121,140 
2,606,700 


$17,727,840 


71373,010 


$10,354,230 


This general statement must be supported by exhibits and 
schedules, among which will usually be found a balance sheet, a 
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statement of profit and loss from operations (in this case trading), 
a summary of the cash account, and lists of claims allowed but 
not paid and of claims allowed and paid. Satisfactory forms for 
the more important of these are presented in the following 
sections and in the next chapter. 


§ 312. Statement of Affairs at Termination of Receivership 


As a result of all his transactions, the receiver’s balance sheet 
at the time of closing will appear as follows: 


FINANCIAL STATEMENT OF RECEIVER FOR 
EXCELSIOR HARVESTER COMPANY 
AT TERMINATION OF RECEIVERSHIP JURISDICTION, 
DECEMBER 31, 1921 


Assets 
Real Estate, Plant cies ee 7.20 ee ere. ten $12,036,500 
iesssReserve ior Depreciation). ae oa aes. ae 897,510 
$11,138,990 
Less: First Mortgage Bonds..............- $6,500,000 
Reduced by: Cash and Bonds in hands of 
EL RUSTCE Heke’ aot e ee 2. Sar oe RTOS he 2,296,200 4,203,800 
Recelver:s Equity on ca-gvienuic. ban ia tear: ke ae ee eee $ 6,935,190 
Investments of Affiliated Companies................. $ 4,000,000 
Less: Collateral Trust Bonds Secured thereby......... 4,000,000 
Receiver's Hquity? ... in... <5 SM aa eee eae Re: (none) 
Merchandise: Inventory . eho) S78... 25. cee. ce ee OES 2,150,000 
Accounts) Receivables shh eaah. Loki uak tbh Sauer? SUaeRe 1,475,500 
INGtes Recelvablege a. ote onihe a nist ete SUIS ee ee 1,464,220 
Cash on: Hand*and?ine Banks. wen ..2cace eee ein wow co oc 3,002,550 
MOtalreay: RAE Re EIR tek eieeeha deers ee ee $15,027,520 
; Liabilities 
Banks LOanssUNSeCULGG caviar iano aen ieee ean te $ 500,000 
NotestPayables oc). -Dadanctans ack tecptodromerscss 1,490,500 


* Notes under discount at bank, $400,000 additional. 
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ACCOUNTS AAD One toten eats ark cagceroe ches gat yeacs 2,375,040 
ENECEUeCH Charoese saves Saenger See uh asic oe eens 247,150 
Claims on Notes under Discount..................-- 60,000 
Total Liabilities ’}..voteawaeb ostsiag< h oath bs. pe 4,673,290 


Receiver’s Equity, Excess of Assets over Liabilities,......-... $10,354,230 


§ 313. Other Exhibits and Schedules 


The statement of profit and loss and the lists of claims need 
not be given here, as they present no unusual difficulties. The 
summary of the cash account may be in the form given in § 308, 
or the opening balance and later receipts may be listed at the top 
of the page and the disbursements at the bottom, the total of the 
latter being subtracted from the total of the former to obtain the 
closing balance. 

A schedule which it is always wise to append is an analysis 
of the receiver’s equity, or his account with the company for 
which he is acting as receiver. This acts in a way as a recon- 
ciliation of certain supporting schedules with the balance sheet, 
and may be in the following form: 


ANALYSIS OF RECEIVER’S EQUITY 


Eavityat beginning ‘of receivership..22..02¢62. 00074. o> sayhgges $15,121,149 
PASSALOMMOPCLATIONS net. Sate os ose ele F ees ee indore $ 12,520 
Clanmsiallowedve-oit ence het Gosete dirs cel i be 4,754,390 

MN GLARGEHUCHONSHS Rug tntmmciiai s 36 scree naire mente 4,706,910 
Bauiry. at termination! ofrecetvership ys oat i oly eee eas $10,354,230 


§ 314. Adjustment of Company’s Books on Appointment of 
Receiver 

The books of the embarrassed company are frequently left 

in the condition that prevailed when the receivership began. In 

that case no entries of any kind are made until the time of reor- 

ganization, when the abandoned accounts may be adjusted to the 
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new conditions. Sometimes it may be thought advisable, how- 
ever, to adjust the accounts at both the beginning and end of 
receivership jurisdiction. This is assumed to have been done 
with the books of the Excelsior Harvester Company. 

By referring to the appraisement, it will be seen that numer- 
ous adjustments of values were made. The losses sustained 
thereby should be adjusted into Surplus account in order to 
bring the ledger into agreement with the property valuenou 
taken over by the receiver. 


§ 315. Entries to Adjust Asset Values 


Shrinkages in asset values as shown by the appraisement are 
adjusted through the following entry on the books of the com- 


pany: 


July 1, 1921 
SUP plUSrtarere marisa 2 Wetec oh ere ae teem Lteee canner tere $1,736,100 
To Real'Estate, Plant, ete/fOO: 280.90 .. FFD: $600,000 
Investments; .qt.-2t99. nin Poe e907: Be 500,000 
Merehandise, ete pve Pn sa eer 78,960 
Accounts InecelVablesc.stniie eects teres : 45,140 
Notes: Receivable!.'? /0, Sah Rass, Bie ir. 422,000 
Cashes ist tee RE Ae 30,000 
Notes underDiscounts q47725455 gee ood bees 60,000 


To adjust losses and shrinkage in assets, per appraise- 
ment of receiver. 


It will be seen that this adjustment reduces the surplus of the 
company from $2,102,850 to $366,750, which with the capital 
stock of $1,000,000 makes up the net worth of $1,366,750 shown 
in the appraisal. 

Closing entries should then be made, charging the receiver 
with the equity in the assets taken over, as follows: 


July 1, 1921 
Receivers 2M 9tt OU VECO? Doeeh Tings $15,121,140 
To Real Estate; Plant; ‘etc... ci. .4 J. elie ous $6,435,190 
MerchandiseInventory..... 2... da-)-h oe ts 2,100,000 


6 As shown in § 303 


Ch. 30] RECEIVERSHIP AND REORGANIZATION 1227 


INCEOUNLS, IRECEIVA DIC: 10) e56 0.5.0..8 ate «48 008 3,200,000 

INGtestheeceivablemmsc.ucssa8. cathe suecee ss 2,440,100 

Cashiont Hand and in, Banks... 22.55.22. 945,850 

To record transfer of Company’s assets to the 
receiver, as per order of the Court. 


The receiver’s account in the company’s ledger now shows a 
debit balance of $15,121,140, corresponding with the amount of 
his account with the company in the receiver’s ledger. 

The company’s accounts after transferring the assets to the 
receiver appear as follows: 


TRIAL BALANCE, JULY I, 1921 


POCO CLETUS CAPLET iran ook eee eee: Be $15,121,140 
Reak. Estate Plan’, cto. I RAMP ALns el t..eet 5,101,310 
sinking, Pang, TnvestMents oF -poey. =p oxepsreveinyny de epnyg tomy os 2,000,0CO 
Sinise Tig hae ee eee ee eee oteciaose amar 296,200 
Investments in Affiliated Companies..............-.- 4,000,000 
Réeserve’for Depreciation; 208. $ 897,510 
First Mortgage Bonds Outstanding..............+--+ 6,500,000 
Collateral Trust Bonds Outstanding...............-. 4,000,000 
ean leOansut MSCCUTEC nace ce eso olen le ae ne ec ee 500,000 
Notes! Payable 22.525). UG ati). okt. Be, es 1,490,500 
ecountapbavablenscs see geen 1. tees aes als 2,375,040 
ected) @hargesia rj cia css loci see ie steels. een cieieyers 328,250 
NOLES TINCEEMDISCOUNE, © Shue eneccyoserdacconeucnrseus se. snot bide 60,000 
Capital Stock—Preferred...... 0.202200 0seeeerrerere 5,000,000 
Capital Stock—Common.........+0-0+s0eeeeeeeseee 5,000,000 
Surplus... CWWOK a 2 view mieeienecunnonnnnncanacassne es 366,750 


$26,518,650 $26,518,650 


§ 316. Entry of Claims Approved by the Receiver 


Under the above plan the liabilities are not credited to the 
receiver on the company’s books. It is, however, usually 
thought advisable to credit him with them as he reports to the 
court that he has approved the claims, thus keeping the com- 
pany’s account with the receiver in accord with the receiver’s 
account with the company. Such an entry would be in the 
following form: 
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Baniskoans Unsecured: s.j2.2 000.2% 0). co eto $ 500,000 
INGtESIB A yale ss ab a Finns s-se axotoors cutee opel ee ieeal= aes eee 1,490,500 
Accounts Payable............ + wentoprass OM SP Bare ® 2,375,040 
Accrued Charges........... sie. O) . aamitdeck AeaSee. «Bs 328,250 
Notessunder Discount: . 25. elo dele est). «eile eaes ae) coe 60,000 
To: Receiver ak diane: 8 Panta eciaes toe hela Stee $4,754,390 


Crediting receiver with claims allowed by him and 
closing those accounts on the Company’s books. 


After the liabilities have been credited to the receiver’s ac- 
count, entry will be made of claims paid by the receiver until the 
assets and liabilities are taken back on the company’s books. 


§ 317. Entry of Receiver’s Profit or Loss 


In order to preserve the completeness of the company’s own 
records, it is good practice to enter on the company’s books the 
gain or loss shown by each report approved by the court, so that 
following each such report the Receiver account on the com- 
pany’s books will still equal the amount shown by the receiver’s 
account with the company. This entry would be taken from his 
operating statement, and in the present instance would be as 
follows: 


Discount on Receiver’s Certificates. ................--0%- $ 24,000 
BOSON SALES aso See arse < RK Re SPER ere ce RRs ae 218,200 
UXPEHSES (7. civictaia/o~ oivinis OU N NUN Anes eS keene sme 76,500 
Salarycof-R ecetvers. .klis tskhthex ces Dae Ree 10,000 
eral xpenses irr gs ee 5 ctas cee Sed cane «ars te 22,500 
Interest on Receiver’s Certificates..................0000 24,000 

To Merchandise Sales............ oe Se EM $287,680 

Recoveries on Doubtful Receivables............ 75,000 

Receiver enn: concn ae cae en ene 12,520 


Recording operations of the receiver and crediting his 
account with the loss sustained. 


Entries of this type would be allowed to accumulate on the 
books until the close of the corporation’s fiscal period, or such 
other time as it seemed desirable to close the books, when the 
income and expense accounts so opened would be closed into 
Profit and Loss and that account into Surplus. In the present 
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instance, of course, if the company’s ordinary book-closing date 
is December 31, the entry made above would be immediately 
reversed, except that the $12,520 credited to the receiver in the 
entry would in the reversal be debited to the Profit and Loss 
account. 


§ 318. Entry at Close of Receivership 


It is not ordinarily advisable for the company to take the 
assets back into its ledger accounts until the reorganization takes 
place. At that time the various adjustments should of course 
be made in order to reopen the ledger in harmony with the 
reorganized conditions. If it is thought desirable, however, to 
take the assets and liabilities as shown by the receiver’s final 
statement into the company’s ledger accounts, with the idea of 
making reorganization adjustments later, the journal entry 
would be: 


Reale state, (eIANt, "EtG. etnies scenes cinaitrn.s stn wlohe ebolone in $7,832,700 
iWerchandise-INventory-+.<... ci kid ce bdlds Stee a ewee ss 2,150,000 
PNCCOMNESP IR CCELVADIC she + eos chet es Bue cis oie mususye eleselel elevecs 1,475,500 
Rig PE SMIR CCELVADIC A iae oc. coe cen Oe on mio isace have suaye craters 1,464,220 
RCL wate ee Ree hee an SEE. oo tirs Bivvy got tre coos e 3,002,550 

NorBanksLoans Unsecured ay). fe elicrtoe tt eteien $ 500,000 

Notes; Payable aes, tt Nastaess niak © tyes tebe ee 1,490,500 

Accounts ba yablemn greet icu so oir cise ce 2,375,040 

PNECTUER  CNATHES etter cic iin ccaberc ores ere ecetous 247,150 

Reserve for Depreciation................+.- 897,510 

INotesunder Discounte «a - 6 onesie teense 60,000 

RECEIVET aye Metal tale = Go snes sine ssn hales 10,354,230 


To record existing assets and liabilities on books of the 
Company on termination of receivership (preceding 
the reorganization adjustments). 


The Surplus account now shows a credit balance of $354,230, 
thus indicating a heavy shrinkage as a result of the receivership 
and its resulting destruction of values. After the reorganization 
takes place, these ledger accounts will of course be readjusted to 
harmonize with the new conditions as adopted by the committee 
of reorganization. 
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In the case of railways and public utilities, there is good reason 
for keeping the company’s books continuously during the re- 
ceivership regardless of the receiver’s records, since it is usually 
a foregone conclusion that, because of their necessary service to 
the community, they will continue operations as usual, both 
during and subsequent to the receivership jurisdiction. 


CHAPTER XXXI 
RECEIVERSHIP AND SALE 


§ 319. Introductory 


Reorganization following the appointment of a receiver and 
the necessary accounting procedure have been set forth in the 
preceding chapter. If, as may happen, a reorganization cannot 
be effected, it becomes the duty of the receiver to sell sufficient 
of the property to pay, first, the expenses of the receivership 
and sale, and second, the creditors of the corporation. He is 
not required to sell all the assets if the sale of only a part will 
place the corporation in a solvent condition. If he does not 
sell all the assets, the remainder will revert to the corporation, 
or if any cash remains from the proceeds of those he aloes sell, 
the corporation will be entitled to it. 

In the example which is presented the same general prin- 
ciples which were set forth in the preceding chapter will of course 
apply, but in order to present another method of handling the 
transactions it will be assumed in this case that the receiver 
makes his entries on the books of the bankrupt company instead 
of opening a new set. 


§ 320. Statement of Affairs 

The Willis Grocery Company was placed in the hands of a 
receiver on April 1, 1922, at the request of creditors. William 
Hart was appointed receiver with full authority to continue the 
business under court supervision and to conserve the company’s 
property, in the hope of effecting a favorable settlement with the 
creditors. Following is the statement of affairs prepared by the 
receiver; 
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STATEMENT OF AFFAIRS 
WILLIS GROCERY COMPANY 
WILiiAmM Hart, RECEIVER 


APRIL I, 1922 


Appraised 
Assets Book Values Values 
Buildings and Properties............. $50,000 
UesssIMOrteages coh. mince, «oe oc eae 25,000 
Companys Equity. .ce ast o-tieae er $ 25,000 $ 18,800 
StoretEqmpment 4s. 2296 FY Gi FI aO ay. 10,000 8,000 
Delivery Equdipmentsyicrat. 2 .hichan. vase: 10,000 8,000 
IMerehandiS@r- a Nc. gu. 8s oe ee 75,000 65,600 
AFOGU CO meg ttce do escra a fas eisyort Fe orn ay Se 11,850 9,850 
ACCOUNITSHRECElLVaDIE . Ps Ses a kee oe ene 85,410 81,140 
NotesiReceivablenmyios. SH). 2). Eat xes2- 12,500 10,700 
Bonds of Other Corporations, Pledged.. $25,000 
Mess= Liability: Chereoi= aye ene 10,000 
Conipany’s!Equity: 197 92. 19 Tass 15,000 12,000 
Gash seat, nyt act tds chascuaten ed. ee 5,820 5,820 
$251,180 $219,910 
Liabilities Book Values 
Mortgage Note on Real Estate............... $ 25,000 
Deéducted ‘Contra. HINTACKC 20). 10. Fane 2516002 ELLIO. Af 
INotes Payable:Securedis sa. Seanceccscsien ee oe $ 10,000 
Deducted Contra g-eecs etn. = ce ee ee ee Ro hore OMRON 
Notes Payable Unsecured...............2.20.. $ 15,000 
AccountsrPayablemtvens. hence eee ee 91,460 
Capital Stockscc, teases sheen: Cees as $150,000 
esse DenelG iy se saute tire se hie tyactole etree ee 5,280 
Net Worth litccis. olelewspjoaton meteant 144,720 


$251,180 


[Bk. IlI- 


Shrink- 


$ 15,000 
91,460 


113,450 


$219,910 
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§ 321. Receiver’s Entries on Taking Charge 


The receiver plans in this case to record his operations on the 
books of account used previously by the Willis Grocery Com- 
pany. Under these conditions his official transactions are 
entered up as would be any ordinary business. The adjusting 
entries to harmonize the balances in the accounts with the 
revised statement of conditions are given below. The plan fol- 
lowed in this instance might not apply in every case, but it is 
simple and can be readily understood. It will be noted that 
when the receiver continues to use the corporation’s books the 
liabilities all show from the first. 


April 1, 1922 


Surplus'and Deficit. 00.6.5... .seseececeesteee eset seees ss $31,270 
To Merchandise. .$52..05.5..5 60065 EERIE ee Ss $10,000 
PY GCC eae ee cesarean ee 2,000 
Accounts Receivable... .....---sseeeceer ee erees 4,270 
Notes Receivables. . acc eiec de ccs de cele seem ens 1,800 
Buildings and Properties. ........+++++eeeeeeteee 6,200 
Store Equipment: . 2.1... cece erected erences 2,000 
Delivery Equipment......----sseeeeeerereecees e 2,000 
Bonds of Other Corporations......---++++++-+2+5 3,000 


To record the shrinkage in asset values as shown by ap- 
praisal, and to harmonize the balances in the accounts 
with the receiver’s statement of affairs. 

The ledger now shows an impairment or deficit of $36,550. 
With an outstanding capital of $150,000, this leaves an equity of 
only $113,450. The Capital Stock and Surplus and Deficit 
accounts should not appear in the receiver’s ledger at all, and 
therefore are closed out by journal entry, leaving instead a credit 
balance of $113,450 to Willis Grocery Company account. The 
required journal entry would be as follows: 


April 1, 1922 


em Stock os casera han Oh REE eb Leh hehe SORA meee FS $150,000 
To Surplus and Deficit... 6.6... .sbseeeeeeer tes $ 36,550 
Willis Grocery Company.......--+++ss+erreres 113,450 


To close the Capital Stock and Surplus and Deficit ac- 
counts and to open Willis Grocery Company account to 
show the receiver’s equity. 
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§ 322. Entries to Record Operation under Receivership 


The receiver, after complying with all legal requirements, 
continued the business for five months in an effort to put the 
company on its feet, but without success. His transactions up 
to September 1 are shown below. At that date the receiver 
reported to the court his inability to make the business suc- 
cessful. 

The recording of the receiver’s activities would be made in 
the cash book and journal. The cash book entries are sum- 
marized in the Cash account given below and the closing journal 
entries follow: 


RECEIVER’S CASH ACCOUNT 
APRIL I TO SEPTEMBER I, 1922 


Receipts Disbursements 

Balance taken over April 1, Merchandise Purchases. .... $ 9,620 
TOR CUR Rs A ee $ 5,820 | Produce Purchases......... 13,110 
Notes Receivable.......... 5,500 | Payment of Wages......... 4,000 
Accounts Receivable. ...... 22,640 | Operating Expenses........ 4,500 

Sales of Merchandise....... 53,750 | Expenses and Salary of 
Salesof Produces. atyemecs © 24,800 IRGCeLV ERs ait a i ine 1,500 
Total. >... Se Sa aee $ 32,730 


Balance in Hands of Receiver 79,780 


$112,510 $112,510 


CLOSING JOURNAL ENTRIES 


September 1, 1922 


ProducesSales&s oss cncenk tee Loree ee eee $24,800 

Merchandise: Sales... 6.024242. << 0h ROR oo sa eee 531750 
TorhroducesurchaseS qu. a: ssa eee $20,460 
MérchandisesPurchasesa.n:) =e eet eta ene 53,220 
Profit:and! 10ss 9. 2.04 oc-o0 an oe ee 4,870 


Recording gross profit on sales of produce and merchandise 
and reducing Purchases accounts to present inventor 
values. 
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[Profiteandslbass cat see eas: is LOPLI ee cote Seton $10,000 
MOBV\ ALES eran Mester cia. aes 6 Sh is os shaun hep igs oe $4,000 
UXPENSESHMAR a MARA ae TT eee oe ae steals otclate © oieees 4,500 
IRECEIVETSMIPMUXPENSES etch. «se lacciel-) iol clo'e @(olefe alcietel« 1,500 


To close above accounts into Profit and Loss. 


WWillisnGrocenysCompalyen: faethe eh tet eee te ee sions $ 5,130 
POMP rota CEL OSSt atte ca 1-55 cya Ste roves acy Mints egel ete, auencun ees No e5 9130 
To close Profit and Loss account into Willis Grocery Com- 
pany account. 


§ 323. Receiver’s Statement before Sale 


The posting of the entries above furnishes the figures for the 
following statement as of September 1, 1922. This statement 
of affairs, when presented to the court, would probably be 
supported by schedules of the transactions of the receiver 
(§ 333 ff.) or the court might not wish these until the receiver 
was ready to render his final report. 


STATEMENT OF AFFAIRS 
WILLIs GROCERY COMPANY 
Wit11am Hart, RECEIVER 

SEPTEMBER I, 1922 


Assets 
Buildings and Properties. ........---. 02 ese essere eer eres $43,800 
Less: Mortgage Thereon....... 0... seer e eee e eee eens 25,000 
Company’s Equity. ... 0.0.0... 2 secs teen rete tee e eee eee $ 18,800 
Store Equipment... 0.1.0.0... eee eee een eee t nee ees 8,000 
“Delivery Equipment... 20.0.0... 0. eee cece ener en eee nee ns 8,000 
WMerchandiseserts test dora: 4 oi tiog terre femal erase: < jee 22,000 
Paadhwa, . po Sitio te: soo temees ton Sian ota iano ope sdb 2,500 
Mecoante ROCEIVADIC fc ft cee cp eget crass tags ef canonegiians 58,500 
Notes Receivable. . OL RENEE FOOSE SAMI Ce 5,200 
Bonds of Other itnarntlogel Pledged. Sib: hee: 2AiAis $22,000 
Less: Liability-Thereon, ... 6... 4+ ss ses cen eerste erences 10,000 
Company's HQUIty 02... eet ence tee teen ee ee a cele sae 12,000 
@asht. ecco ERNE FTL, SARE ayes elses a chalere el ernie ole sin siete = 79,780 
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Liabilities 

Morteage Note On Aneal J States,crivn sevetertla a ketal anatase $25,000 
DeductedContta... fajssaewine «Cate etary aks sera oe 25. OOO, waist ah ee 

Notes Payable Secured’, 2. ans hit eee or ence ee $10,000 
WeductediGonttas 2%. PES Fad a rote derbi aierelo a etee oer aen FO;000..),.6") pane 
Notes: Payable Unseciired -.syspcy(}- elt Ae <ehnid terncinncie saa care Aveee $ 15,000 
INCCOUNES® PAV EADIE aso 5. d20 5. a tyace a sree ale aren tine eye ayays: seo Lee 91,460 
INGESWOKEE So checrs, « Here at Se so oto ee anePeT oa ete eel et otarer tae mee 108,320 
$214,780 


As the capital stock is $150,000 and the net worth but 
$108,320, the above statement shows a deficit of $41,680. In 
other words, the stockholders have $108,320 of their capital left. 


§ 324. Sale by the Receiver 


The proposals for reorganization which have been made have 
not been acceptable to the unsecured creditors or to the stock- 
holders, and the receiver has been unable to secure a satisfactory 
offer for the sale of the business as a going concern. On Septem- 
ber 1, 1922, the court therefore orders him to dispose of the stock 
of merchandise on hand and discontinue the business. This 
involves the collection of the receivables and the sale of a suffi- 
cient quantity of the other assets to cover the liabilities and the 
expenses of receivership. Any remaining assets could then be 
returned to the stockholders. 

In this case, however, the stockholders did not desire to con- 
tinue a losing business with impaired capital, and therefore 
decided to dissolve the corporation, directing the receiver to dis: 
tribute the remaining assets direct to the stockholders. The 
court made its order to the same effect, and in accordance there- 
with the receiver conducted a special sale to dispose of the mer- 
chandise and produce, selling the last below cost. He also 
secured purchasers for the fixed assets at various prices, and as 
he collected cash he proceeded to liquidate the liabilities. His 


—— 
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most difficult task was the collection of the debts due the insol- 
vent company, and the slowness with which these were realized 
upon made his task a long one. 


§ 325. Loss and Gain on Realization Account 


In this illustration the profit and the loss on realization is 
carried to a “Loss and Gain on Realization” account, which is 
merely an ordinary Profit and Loss account used only for those 
losses and gains resulting from realization. As each asset is 
disposed of, the receiver debits Cash with the amount received, 
credits the asset account with the appraised value, and enters the 
difference to Loss and Gain on Realization as a debit if it is a loss, 
or as a credit if it is a gain. 

It is assumed that the receiver sells the store equipment, 
valued at $8,000, for $9,000. The entry for this is as follows: 
CCUM irs ee hices seeveiticrd suis gsr wet stenetanemrayty aeesete ke $9,000 

MorStore Mauipmente is ones le «are edie cry $8,000 


Loss and Gain on Realization ............+-++++e5> 1,000 
(Full explanation here.) 


The next entry records the compromising by the receiver of 
an account receivable of $320, which had been appraised at its 
face value. A dispute arose regarding the account, and the 
receiver agreed to accept’$275 in full of the claim. The entry is: 
(Clit) ni heal Bee eae Sem ar emer ou cero aor $275 
Loss and Gain on Realization........... eee e eee e teens 45 


To Accounts Receivable... .-..... 000 sGe cece deer deeee $320 
(Full explanation here.) 


The receiver is able to sell the real estate for $20,000 cash, 
the purchaser assuming the mortgage. For this transaction he 
makes the entry: 


Cee I, ae tte Mea gie se ceeeiise gecesi nies ts $20,000 
Real Estate Mortgage Note. . 2.0.20... 0 sees eect ere eens 25,000 
To Buildings and Properties........-.+-+.++seeetees $43,800 
Loss and Gain on Realization.........-.++++++: 1,200 


Real estate sold for $20,000 cash to John Williams who 
assumes the mortgage liability. 
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§ 326. Liquidation of Liabilities 

As the receiver has a large amount of cash he will probably 
be willing to make a partial payment on the liabilities. In doing 
this he must use care to pay the preferred claims first in the order 
of their preference. He must also be careful not to pay any 
creditor a larger percentage of the amount due him than he does 
another creditor of equal rank. The entries for the payments of 
“dividends,”’ as they are frequently called, to creditors will ap- 
pear in the cash book and will be credits to Cash and debits to 
the liability accounts. In the present instance, when the receiver 
has paid off all the liabilities, the total of the cash book entries, 
except for that secured by the mortgage on the real estate, will 
be equivalent to the following: 


INotesehayable Secured.4 ou, auimaam 21 Matteucci tee cient $10,000 
Notes Payable Unsecured. ...........- Tok Scola eet oe eae 15,000 
FACCOUNTSHE AV AD Iele me wastao 250s oy iss OG eke EG Ire ee tees 91,460 
or Cashtyetan 240k. tees Ie aoe eee $116,460 


§ 327. Expenses of Realization 


During the process of winding up the affairs of the company 
the receiver has had to incur certain expenses for selling, labor, 
advertising, etc. These may be charged to a Receivership Ex- 
pense account, to separate expense accounts, or even to the Loss 
and Gain on Realization account (though preferably not), and 
the various cash book entries recording them would have in the 
aggregate the following effect: 


Recelvership Expense... \13.. ae cee ein eee irae aie $5,000 
TO CASDE sac noae cic ot Moiese sti MEE Et eee $5,000 


In this statement of expenses the receiver has included only 
the nominal salary allowed him as a drawing account by the 
court upon his appointment. When he makes his report it is 
probable that he will be allowed additional compensation. 
The court will also determine the amount of the fee to be allowed 
the attorneys. 
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§ 328. Receiver’s Closing Entries 


At the time of rendering his final report the xeceiver has 
turned all the assets into cash and paid all the liabilities and ex- 
penses of receivership. His trial balance at that time is assumed 
to be as follows: 

Debit Credit 


Cas eR aR ee Teas ee cite See ee sc se sca mel ee minaes $110,320 
Receivership, Fxpensely)ss i .4 sjjsvostics siete: {2h tea Gloei Ale «nd 5,000 
Wossrand) GainionsRealiza tions see ass ys. usacttaenyeacees $. 7,000 
NyalliseGroceny, Companys. s. aiie)neles sc els's eto eipermere 6 108,320 


$115,320 $115,320 


The amount of the credit to the Willis Grocery Company is 
still the net worth of that company as shown by the statement 
of affairs of September 30. 

When the receiver renders his report he will close the Receiv- 
ership Expense account and the Loss and Gain on Realization 
account into the Willis Grocery Company account, showing an 
increase in the stockholders’ equity by the amount of his net 
gain on the realization of the assets over the expense of receiver- 
ship. The entry will be: 


PossiandiGain on|Realization.2aeh lie. 22.5. 2h. FLORAL ORCL. « $7,000 
TosRecetvership, Expense. 2h arpa daira eps Mat HPV eee $5,000 
WallisaGroceny COmpanver «a0 can- oa een weet 2,000 


To close the nominal accounts into the Company’s equity 
account, which is thereby increased by the amount of the 
receiver’s gain over appraised values. 


The additional allowances made by the court to the receiver 
and the attorneys total $4,000, and the receiver is ordered to pay 
them and to pay over the remaining $106,320 to the corporation. 

The payment of this $4,000 to himself and the attorneys must 
now be debited directly to the Willis Grocery Company account 
as the nominal accounts are closed. Any other adjustments 
made necessary by the act of the court after the receiver’s final 
report was filed would be handled in the same way. The entry in 
this instance would be: 
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Willis;Grocery,Company.. ..4.% < 23.05/28 Ss thas eer ae Ae $4,000 
MEG NGASH a patereelc mice Atacde diate hale raacne eu ena vane eee See: $4,000 


For payment of the balance of the cash to the corporation a 
similar entry will be made: 
Willis'Grocery Company: ..2 25.222 en¢.cse02 cee. cue Tees $104,320 
To! Gash seh: syrck Owtee ecee APae is ee eee $104,320 


There is now no balance in any account and the receiver re- 
turns the books to the corporation. 


§ 329. Dissolution Following Bankruptcy 


The insolvency or bankruptcy of a corporation does not nec- 
essarily involve dissolution. Unless formal proceedings are taken 
to dissolve the corporation, it will survive and may be again 
used as a business organization. As there is a possibility of the 
officers and stockholders being involved in penalties and liabili- 
ties by the continuance of an inactive corporation, it is safer to 
go through a formal dissolution when the corporation is not to 
be used again for active business purposes. 

In the present instance there would perhaps be no real neces- 
sity for entering on the books of account the transactions having 
to do with the dissolution, as the entries are merely formal and 
the transactions will be fully shown by the minutes. It is, how- 
ever, preferable to make the entries that the record may be com- 
plete. They will be shown in the following sections. 


§ 330. Entry of Assets on Corporation Books after Receivership 


Since the receiver has permanently closed the books of the 
company, it is necessary for the corporation to reopen them 
in order to make any further entries. The assets of the corpora- 
tion consist solely of the cash turned over by the receiver. 
There are no liabilities except the capital stock of $150,000. The 
difference between the amount of cash and the par value of the 
stock is the deficit of the corporation, and the entry re-establish- 
ing the accounts would be as follows: 
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ape a et non eee kc Sr ara meiiaGr Sone hectic SiG) CAR $104,320 
“SSG es oases cle I cao Lanes lol chan oftve paaininnc Baa eicioanas eon 45,080 


To Capital StOCK: o.pnc enc set cepts ee ges oe $150.000 
Re-establishing on the books the assets and capital of the 
Willis Grocery Company prior to distribution and 
dissolution. 


§ 331. Entries for Distribution and Dissolution 


The stockholders expend $320 in the expenses of dissolution 
and divide the remainder in proportion to the stockholdings. 
The ordinary cash book entries will cover the payment of the 
expenses, Deficit being debited. The distribution will also be 
handled by a cash book entry, Capital Stock being debited with 
$150,000, and Deficit credited by a contra entry with the amount 
needed to close the account, $46,000. The entry will have the 
following effect: 


Repabal StOCK Ibs a- sna enoveacnnes saesewen ss senses $150,000 
TGA Ae Sie pede SORISE Oo ONnins Geran ot aGtk, $104,000 
iD etts on ot add bates Sap Aa Goons premade is 46,000 


For distribution of cash among the stockholders in pro- 
portion to their holdings; and for closing the capital 
accounts. 


All book accounts of the dissolving company are now closed 
and the company’s charter is surrendered by due process, which 
varies in the different states. 


« 


§ 332. When the Corporation Is Not Dissolved 


In the above example it was assumed that the stockholders 
of the corporation wished the receiver to sell all the assets in 
order that the corporation might be dissolved rather than con- 
tinue a losing business with impaired capital. If this had not 
been so, the receiver would only realize on a sufficient amount 
5f the assets to liquidate the liabilities and to pay the expenses 
of receivership. The remainder of the assets would then be re- 
turned to the corporation. Such a case is analogous to a receiver- 
ship followed by reorganization, and the same principles apply. 
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§ 333. Report of the Receiver 


The remaining sections of this chapter are devoted to the pres- 
entation of a more complete illustration of the accounting fea- 
tures of the reports rendered by the receiver to the court. A 
complete copy of the inventory and appraisal made for the re- 
ceiver should accompany the statement of affairs, but as this 
contains nothing of accounting interest it is omitted. 

The following statement of affairs is more complex and its 
style more formal than those which have appeared previously. 
Its form is that which is generally adopted in practice. 


LoNGWorRTH STORE COMPANY 
STATEMENT OF AFFAIRS 
At Date oF FarrurE, May 1, 1921 
Book Estimated 


Assets Value to Realize 
@achtonmHand ore. da ctr yi es Rete Ee aes chal ee $ 5,500 $ 5,500 
[Properly Meee eee Re Ce te te hte Sa ema peta bari me 14,000 9,000 
INotesyReceivable: izood $6 Oe, 251. slo otlamaatetre le eae eee 4,250 4,250 
Customers: 
GOOG Ses wos oc ence pores aa) tgp a ae tie ce oa aol 1,000 1,000 
Doubtlulbere. 22.05 tasters sok thxscrta ate tere -racaet ee ae 600 200 
Bad? EE SIC RSE SE elias Hentob ian. Soe ae ents Sc ae eee T;000ng yas seo: 
Merchandise ..ac recy. yey Stig Paaalet Sok Beira Re a eae 24,650 15,000 
Sécutities crys seshn w enceeres3 -e pices ed 4-2 $28,000 28,000 
Pledged with Partially Secured Creditors, percontra.. 3,000 
$25,000 
Pledged with Fully Secured Creditors for Debts of 
$X7,000%. 3:4. S34 ne eee bree (Oe an Oe ale watt eee 25,000 
Surplus of Securities, per contra... .. PERRIS OSEER ES, ° 8,000 
otal aera. Pay REO Pe SOE ON Bin He SRMB NC REM s « $79,000 $42,950 
Deduct: Amounts Due Preferred Creditors, per contra,................ 700 
PASSetswAVallable LODHI Vvidends \axe, .cferus nnn oc oe ae en SENS 


(Equivalent to a dividend of 92.05% on claims of 45,900, exclusive 
of realization expenses. 
Mehcrency. to Creditors een i aes ecole tae ee ine ee 3,650 


$45,900 
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Gross Expected 


Liabilities Amount to Rank 
Preferred Creditors: 
Wages, Salaries, Taxes, deducted from assets contra....... $ 700 
Fully Secured Creditors: 
Ons BoolkwAccounts mas ot yee ese eels ry ero $17,000 17,000 
Estimated Value of Securities..........-.++++++- 25,000 
Surplus, to contra. ........-.es seers eee etree $ 8,000 


Partially Secured Creditors: 


@n Book Accounts. 0. 2.2... 2 o..0e sree cette es $23,900 23,900 
Estimated Value of Securities........-.----++++> 3,000 $20,900 
Unsecured Creditors: 
On Book Accounts. . .-- -f-seidiles > disisonte ego 25,000 25,000 
TRev lla be gauge ne ooc COO OUI GuD Ceara uornr an uc Udt $66,600 
Liabilities Due to Ranking Creditors. ....--.+-+++++se000: $45,900 
apital StOCK 0G . = nner ene wen nnn ne dose gle ele $25,000 
TigSee I DYSite a See Sn Ee ID UICGOmEie © OC GeO oc 12,600 
Ea nner satan eiielios se ett oo ES ROO 12,400 
Tay iA hoe aie Mige On colibri OCD 0-12 $79,000 


§ 334. Statement of Deficiency 


Another schedule which is usually filed at the same time as 
is the statement of affairs, is variously known as the statement 
of deficiency, deficiency statement, or deficiency account. The 
purpose of this exhibit is to display the items making up the de- 
ficiency to creditors as shown on the statement of affairs. It 
shows to what extent the capital has been impaired if there is 
a nominal net surplus, or how far the company falls short of 
peing solvent if there is an actual deficit. 

The deficiency statement usually begins with the net worth 
of the corporation as shown by its books at the time of the last 
closing, adjusts that net worth for profits made or losses incurred 
since that time, and for dividends declared, and then further ad- 
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justs this net worth according to the book values, by showing 
the effect thereon of the changes in valuation occasioned by the 
receiver’s appraisal. The final figure thus obtained is the de- 
ficiency to creditors as shown on the statement of affairs. 

The following statement of deficiency is prepared in what is 
known as the report form: 


LONGWoORTH STORE COMPANY 
DEFICIENCY ACCOUNT 
At TIME OF FaiLureE, May 1, 1921 


(Being an analysis of the deficiency to creditors as shown in 
the statement of affairs.) 


Capitals tacks Mae ci Ja5 teas ators silo cca 3 goes seuss yet are a Or ae $25,000 
Sunplus mMOeCeMber 30, LO2Ou a ae in ene eee a ee Be isrohs ee eerie 1,050 
Net Worthsby Books, Decembers%,.1920.. «1. ..0scssssae rec: $26,050 
InterimyDividendspRaidato: May 1, .1O20 us aeves sees ase ae $6,250 
MradeWosses: towMayeie 162 tevacin ones oaks 3 ae ees 7,400 
Motalybeductions by, BookeValuess vauesmase dace scarediee a aaa aee 13,650 
Net Worth by Books at Date of Failure. sk Bits 66.5 ake REDED AO 
Shrinkage in Book Values of Assets as Shown ee ae 
Bropertyn Pastis Recuvad € ineitie saeere tice. aks aloowur $5,000 
Merchandise s.2 3.02 acs ve cece 26s + 1 Oe TR Se ee 9,65¢ 
CustomerseAccountss « : hialnhoxfbacsniys op orietoteatuclva ct 1,400 
MOtalSnrin KASCs cic. .15,cio0.4 is cite cea ote me oct CEA 16,050 


Deficit to Creditors as Shown by Statement of Affairs........... $ 3,650 


From the above statement of affairs and deficiency statement 
it will be seen that the capital and surplus, amounting to $26,050, 
have been wiped out, and $3,650 of the assets besides. 


§ 335. Deficiency Statement in Account Form 


The statement of deficiency is sometimes shown in account 
form, in which case the net worth by the books at the date of 
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the last closing and any additions thereto are credits, and losses, 
dividends, and shrinkage are debits. The balance, if it falls on 
the credit side, is the deficiency to creditors as shown by the 
statement of affairs; if it falls on the debit side it is the nominal 
net surplus as shown by that statement. 


§ 336. Receiver’s Cash Account 


The activities of the receiver in realizing upon assets and in 
liquidating liabilities are set forth in the following Cash account. 
Several months are usually required for the settlement of an 
estate in bankruptcy, and during that period two or more divi- 
dends may be paid to creditors. 


First AND FINAL ACCOUNT OF 
ALFRED S. DICKINSON, RECEIVER IN BANKRUPTCY 
FOR THE ESTATE OF LONGWORTH STORE Company, BANKRUPT 


May I, 1922 


THE TRUSTEE CHARGES HIMSELF WITH: 


Bysullakem Ondenit on pe hasbrrith hour eer ey $ 5,500 
Deaceeds of Sale of Property... ose, > os The te on pean pee 9,000* 
Peet am SalewGk Property co c- a ine Melee t deteege ewe e he ete outs 1,000 
Beocevds of Sale of Merchandise... .- + -rnmeseeeret oc ctmet rte ae 15,000* 
Profit-on Sale of Merchandise. ... .. . . -swseains «Peres ree er neee es 1,000 
Amounts Collected from Notes Receivablenc cca Pat eer ares 4,250 
Amounts Collected from Customers. ..----++-s:csr stutter 1,200 
Amounts Collected from Customers in Excess of Estimate .........--- 50 
Proceeds of Sale of Pledged Securities (less claims of Secured Creditors, 
$20,000, per contra). ..---++++++: 5 hao Wethehe ee aera iodiba orbns 28,000 
FotaliDebite. seas eee mene t HE Oey iLae he OUT $65,000 


THe TRUSTEE TAKES CREDIT FOR: 


Payment of Preferred Glaimisehee ay inek ee eeeesn He ee aL: $ 700 

First Dividend to Unsecured Creditors, being 50% on $45,900... ----- 22,950 

Payment to Fully Secured Creditors from Sale of Pledged Securities, 
PeMCoaitan ete en rn ee ee 17,000 


* These are the amounts as per statement of affairs. 
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Payment of Partially Secured Creditors, or Portion Secured from Sale 


of Pledged Securities, per contra .. 2.35.60 + jeer oct bebe fee one ee 3,000 
Expenses of Administration and Commission to Trustee.............- 2,500 
otal’ Credits) AISLE NE WO. SAL he seas te - eee bee $46,150 

Final Dividend of 41.07% by Order of Court...............0.-.--5-> 18,850 
Total Paymentse ve-oue & «sia haeien oieeeueiens tehsil si ivavtieaecer Cate ele $65,000 

Summary 

Total ‘Receipts of-CashlW OQ, AMP SESE Won. Sie ese int ork ses $65,000 
Total Payments to Secured and Preferred Creditors and for Expenses... 23,200 
otal Dividends to Creditors, bene OF.67 ga. cadens ne hoc oe ee $41,800 


RECEIVER’S CASH ACCOUNT 


Receipts Payments 

Amount on Hand........... $.5,c00u) Preferred Clainiss.... a2 cere $ 700 
Salevot Property 2.) ow .h eee 10,000 | First Dividend 50%........ 22,950 
Sale of Merchandise........ 16:000' || Secured=Claims’ =... seaes. 17,000 
Notes Receivable........... 4,250.4) sectrea, Claims ans ae ee 3,000 
Customers’ Accounts........ 1,250 | Expenses and Commissions. . . 2,500 

Sale of Securities........... 28,000 | Dividend, 41.07% Final Settle- 
MEN ty: white: flee ae 18,850 
$65,000 $65,000 


Vouchers for all cash disbursements should be ready for the 
court’s inspection personally or through auditors at all times 
during the receivership. 


§ 337. The Realization and Liquidation Statement 


The realization and liquidation statement, or “account” as it 
was formerly called, is not an account to be used on the books. 
Rather, it is an accounting for the assets turned over to the re- 
ceiver and for liabilities liquidated. This account, or state: 
ment, can be readily understood by reference to the accompany- 
ing illustration. ten 


Ch. 31] RECEIVERSHIP AND SALE 1347 


The realization and liquidation statement may be con- 
sidered as a statement of the company’s account with the 
receiver, in which the receiver is charged with all the assets 
of the company turned over to him, and credited with all the 
liabilities to be liquidated by him. He is in turn credited with 
the amounts which he realizes from the assets, and debited with 
the liabilities which he discharges. He is charged with any 
amount by which he was able to sell the assets for more than 
their appraised value (gain on realization), and credited with 
any amount by which the assets failed to yield him their ap- 
praised value. He is debited with the expenses of conducting 
the receivership, and credited with the payments he makes on 
those expenses. 

The balance, if the credits exceed the debits, is necessarily 
the actual deficiency to creditors after liquidation, or if the 
debits exceed the credits, the balance will be the amount dis- 
tributable among the stockholders. 

The realization and liquidation statement may therefore be 
described as a summary of the receiver’s transactions in selling 
the assets and collecting debts due to the bankrupt, and also 
of the liabilities paid by him. It is used much more frequently 
in Great Britain than in the United States. 

Expressed in tabular form, its debits and credits are as follows: 


REALIZATION AND LIQUIDATION STATEMENT 


Debit: Credit: 
With assets to be realized. . With liabilities to be liquidated. 
With liabilities liquidated. With proceeds of assets realized. 
With expenses of realization and With loss due to liquidation. 
liquidation. With supplementary credits, if any. 


With gain on realization credited to 
Capital account. 
With supplementary charges, if any. 
In the following illustration the assets and liabilities are 
shown separately for greater convenience in illustrating the divi- 
sions and cancellations: 
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REALIZATION AND LIQUIDATION ACCOUNT 
oF LONGWORTH STORE COMPANY 


As oF May 1, 1922 


ACCOUNT OF ASSETS 


To be Realized: Realized: 
Cash (see Cash Account) EROperty:: on aug ent e $10,000 
IRTOPOLEY = evNacars (ncds exsueriniens $ 9,000 Wierchandise +. ......0% «ence 16,000 
Wierctandise + ..02 seme 15,000 Securittes 1), DIV, VG. 2 28,000 
Sécurities 972. Infos 4 (OE 28,000 Notes Receivable......... 4,250 
Notes Receivable......... 4,250 Customers’ Accounts..... 1,250 
Customers’ Accounts...... 1,200 
otal, OF: SILI. $57,450 
Gain on Realization: 
Increase in Value of Prop- 
perty over Appraisement . 1,000 
Increase in Value of Mer- 
chandise over Appraise- 
MILE Oe tonsa scscaus we eftue cee a. ease I,000 
Customers’ Increase....... 50 
$59,500 $59,500 
ACCOUNT OF LIABILITIES 
Liquidated: To be Liquidated: 
Preferreda@ lalinssa neces $ 700 Preferred Claims)... 2... $ 700 
Secureds Creditors gat ues 20,000 Secured! Creditors: toe 20,000 
First Dividend to Creditors. 22,950 Unsecured Creditors...... 25,000 
Second DividendtoCreditors 18,850 Partially Secured Creditors. 20,900 
Potalot gazes. lo shy $62,500 Totaksbiunil eoltilidal $66,600 
Commissions and Expenses... 2,500 | Supplementary Credits: 
Balance—Loss to Creditors, Commission and Expense of 
carried to Capital Account.. 4,100 PriIstee 22 Meer, toy Ane 2,500 
$69,100 $69,100 


Part VII—Corporation Statements 


CHAPTER XXXII 


CLOSING THE BOOKS 


§ 338. The Annual Closing 


At the end of each fiscal year, or oftener, it is customary 
to “close the books,” that is, “close the ledger.’’ Where it 
can be done conveniently, it is usual and advisable to make 
the fiscal year correspond with the calendar year; but in many 
cases it is preferable to have the fiscal year end at a time when 
business is slack, or when the inventory can be taken with the 
least labor. In the dry-goods business, for instance, the fiscal 
year might be made to close just before the fall merchandise 
comes in, when the stock is low, so that the physical inventory 
may be taken with comparative ease. 

At the closing date it is the practice to prepare such state- 
ments, usually profit and loss statement and balance sheet, as 
will clearly exhibit the business operations of the company for 
the year and also show its true financial condition at the end 
of the year. 


§ 339. Monthly Statements 


Financial statements do not, however, in themselves necessi- 
tate a closing of the books. In fact, they are usually made up 
monthly, quarterly, or half-yearly for the purpose of supplying 
information which the officers and directors need before the time 
of the annual closing. This does not mean that the ledger is 
closed, or that changes are made in any of the accounts, but 

1349 


1350 CORPORATE ACCOUNTING (Bk. III- 


simply that the required balances, inventory totals, and accrued 
items-are compiled from the books and records as they stand, 
and are presented in condensed form to the corporation officials. 
A complete profit and loss statement can be made each month 
with but little extra work, if the amount of the inventory is 
available. 

In many companies, however, it is the practice to make 
adjusting entries each month to bring the ledger into harmony 
with the monthly profit and loss statement and balance sheet. 
In that case all prepaid and accrued items, as interest, insurance, 
taxes, must be considered. © The distribution of overhead ex- 
penses is also a feature of great importance in the case of manu- 
facturing establishments, but: as all of these matters are of 
general accounting interest and not distinctively corporate, 
they cannot be discussed at length here. 


§ 340. Procedure in Closing the Books 


The steps to be taken in the annual closing of the books are 
briefly as follows: 


1. Take trial balances of all ledgers and see that the totals 
of the trial balance of each subsidiary ledger are in 
accord with its controlling account in the general 
ledger. 

2. Determine the inventories of merchandise, properties, 
supplies, etc., making adjustments where necessary, 
and enter them in the respective accounts. 

3. Compute the prepaid and accrued items and make 
entries to the proper accounts. 

4. Determine depreciation of properties and make the 
necessary entries. 

5. Enter all proper additions to reserves of every nature. 

6. Close the nominal accounts into Profit and Loss account. 

7. Carry the net profit or loss to Surplus account or to 
Undivided Profits account. 
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8. Balance and rule the nominal accounts and bring down 
the balances where they exist. 

g. Make a second or “after closing” trial balance of the 
ledger, in which the only balances now are those of 
assets and liabilities. 


The same procedure is followed when an actual closing of the 
ledger is made monthly. 


§ 341. Closing the Ledger 


The ledger must be closed systematically with the various 
nominal or profit and loss accounts properly subdivided. For 
example, all accounts directly affecting production costs should 
be closed into the Manufacturing account, in order to determine 
the exact cost of the finished stock; and all selling expenses, 
administrative expenses, etc., should be carefully classified and 
closed in accordance with the degree of information required and 
the plan of the bookkeeping system. The net profit must of 
course be clearly stated, and sometimes the gross profit as well. 
It is not necessary to close the real or asset and liability accounts, 
except when they are balanced by settlement or adjustments, 
or when forwarding them to another page or to another ledger. 

When closing the ledger, transfers of the nominal accounts 
to the summarizing accounts and to the Profit and Loss account 
should be made by journal entry instead of directly onthe face 
of the ledger without supporting journal entries or explanation. 
The journal thus collects all of the items and provides a means 
of showing what makes up each ledger entry and why. The 
journal explanation may be very brief, but should be clear and 
unmistakable for the benefit of others who may have to refer 
thereto. 

The methods of closing the accounts peculiar to corporations 
have already been discussed in connection with the treatment 
of the accounts themselves. While some of the most difficult 
problems in accounting arise in connection with closing the 
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books, yet these are not matters of such exclusive corporate 
interest that they can be gone into here. 


§ 342. Closing the Profit and Loss Account 


The outstanding difference between corporation book- 
closings and those of partnerships and individual proprietorships 
is in the accounting treatment of net profits when their amount 
has been ascertained. In the case of partnerships and individ- 
ually owned businesses, just as in the case of the corporation, 
profits are determined by closing all items of income and expense 
into the Profit and Loss account. In the books of the pro- 
prietorship this account is then closed out by an entry which 
removes its balance to the proprietor’s Capital account. In the 
same way the balance of the Profit and Loss account of a partner- 
ship is closed out by a journal entry into the capital accounts 
of the partners, being divided among these accounts according 
to the profit-sharing ratio of the partners. The net worth of the 
business is thus reflected directly by the capital accounts, which 
are increased by profits earned and reduced by losses sustained. 

In corporations, however, a rigid separation is maintained 
between the capital stock values—which correspond in a general 
way to the original investment of proprietor or partners— 
and profits and losses, the balance in the Profit and Loss account 
being closed into Surplus, Earned Surplus, or Undivided Profits 
account, depending on the accounting scheme of the corporation. 
Profits and losses of corporations are thus kept entirely separate 
from the investment of the stockholders. 


§ 343. Entries for Closing into Surplus 


If a profit has been made during the accounting period, the 
balance in the Profit and Loss account will of course be on the 
credit side. The entry closing such a balance will be: 
Profitvand oss ye eh ii Dele Sie ae eee Ye Seat ae $43,000 

SOLSUEpIUS 4 ham, ayaa eee ee Nona Sets. bene eras 


To close the amount of the year’s profit, as shown by the 
Profit and Loss account, into Surplus. 


— ee 
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If a loss has been sustained the balance will be on the debit 
side of the Profit and Loss account, and the entry will be: 
Surplus. . 2 0ST. Oh. eae es. . orgy tte ne PL 3,000 

TO MPTOM TANG LOSS Mem Ln sieve Sse acim Tennesse $13,000 
To charge the amount of the year’s loss, as shown by the 
Profit and Loss account, against Surplus. 


If the corporation has its surplus classified by the various 
sources from which it arose,! Earned Surplus account would 
receive the profit or loss. If the account is called “Undivided 
Profits” instead of “Surplus,” the entry would be the same 
except for the change in name. 

As has been said, Surplus account is sometimes called 
“Surplus and Deficit” to make the title descriptive of both 
kinds of balances which may appear therein. This is more 
usually true of corporations which sustain a Joss the first year 
and consequently have a deficit at the time when the account 
is first needed, than it is of those which have profits at the time 
of the first closing. 

If the books are actually closed monthly, the income and 
expense accounts being charged or credited into Profit and Loss 
at each trial balance time, it is not the usual practice to transfer 
the month’s profit or loss into Surplus immediately. The plan 
is favored of allowing the profits and losses of an entire fiscal 
period to accumulate in the Profit and Loss account, and at the 
end of that period to close the aggregate net balance into Surplus 
by whichever of the above entries is applicable. 


1 See Ch. IV, “Classification of Surplus.” 


CHAPTER XXXIIlI 


FORMS OF STATEMENTS 


§ 344. Corporate Reports 


There are two types of corporate reports and statements: 
those rendered by the directors and corporate officials to the 
stockholders and governmental authorities, and those rendered 
by the accounting department of the corporation to the execu- 
tives. It is to the latter class that the present discussion will be 
directed. 


§ 345. Necessity for Reports 


To manage the business intelligently it is essential that cor- 
porate officials be constantly informed as to the financial status 
and progress of the concern. In the case of the small corporation 
where the executives are in intimate touch with the daily 
activities of the business, monthly or even quarterly statements 
of income and profit and loss and balance sheets are adequate 
to give them sufficient information to run the business properly. 

In the case of the large corporation, however, where the 
scope of activity and the volume of business is such that it 
is absolutely impossible for the executive to keep in close 
personal touch with the various details of the business, it is 
the duty of the accounting department to provide suitable 
statements and statistical data to keep him thoroughly informed. 
In an organization of this type it may be necessary to have 
daily reports showing in memorandum form the essential facts 
of the business such as the sales, purchases, collections, expendi- 
tures, bank balances, manufacturing or operating details; 
weekly or monthly statements of cash receipts and disburse- 
ments; monthly statements of income and profit and loss, and 
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balance sheets, together with such other statistical information 
as may be needed. 


§ 346. Form of Statements 


There are no generally accepted or standard forms for cor- 
porate statements. Indeed it may be truthfully said that no 
standard form could be designed which would be suitable to 
all—or even a majority—of cases. The best education in the 
preparation of statements is a study of those which are con- 
sidered fairly representative of the best practice. Modifications 
will often prove necessary to meet the needs of particular cases, 
but when making these modifications the accountant must be 
most careful to see that the statements rendered will not be 
misleading, and that they convey their information in as interest- 
ing and clear a manner as possible. 

The expression ‘“‘a good statement” has two meanings. It 
means a statement which shows a sound or good condition, and 
it also means a statement which is well prepared. Very often 
the statement which is “good” by the first meaning will not be 
really effective unless it is “good” by the second meaning also. 

Facts, or results, can be expressed clearly enough in either 
statement or graphic form; but unless the statement is neat and 
attractive it may fail entirely as to result. Why? Because a badly 
arranged and carelessly executed statement is like a poor window 
display—it fails to catch the eye and engage the direct attention 
desired. A well conceived and neatly typed statement attracts 
immediate interest as a stunning window display often stops the 
passer-by in his tracks. .. . 

Make them hit home by dressing them up. You can’t compel 
attention unshaven and unshined, no more can written or graphic 
statements unless they are given the benefit of careful attention to 
every detail that goes to make up the factor of Psychology—atirac- 
tiveness of form. But the moral need not be lost on those who have 
to read and study statements. They can insist on the kind that 
compel attention and achieve results. A lot of the rest represent 
wasted effort, ink and paper.? 


Se * . 6. . 
1“The Psychology of a Good Statement,” by Neill Hutchings, Administration, Feb. 1922, 
pp. 207-208. 


1356 CORPORATE ACCOUNTING [Bk. II- 


§ 347. Balance Sheets 
FEDERAL RESERVE BOARD 


Assets 
Cash: : 
ta. Cash on hand—currency and coin..............- Bile tbe aublehe aid She 
Zhe (Cashin Dank cooccteis,u aeieias ease etieee eects sae oc oo Scare tnt i's alee og oe 
Notes and accounts receivable: 
3. Notes receivable of customers on hand (not past due)... .........- 
5. Notes receivable discounted or sold with indorsement 
OU PUSTANtY). jot Stl. ES do as aaertnss ee oats hee oT SSE SE EEE 
7. Accounts receivable, customers (not past due).......  ....++---- 
9. Notes receivable, customers, past due (cash value, 
11. Accounts receivable, customers, past due (cash value, =§=§=——S™S” 
Less: 2¢ 
TZ TOVISIONS LOL DAG: CEDUS «cates crea ae | st = slaieice 
15. Provisions for discounts, freights, allow- 
ANCES, FEC cee es eee eee eae OO ee erate ee aie® Oe Ghee wi sienere Pe Mele siete ac 
Inventories: : 
De RAW INGLELIAL OM HANG "6 icio:s ote is serena ecclesia ceil sao.) elses Sel" ts a 
TQ, GOOASANIPLOCESS 6.5.0 sow cern eo scat nna On « rok s PU RIAMD Ea a 0ibte stele 
ore Uncompleted: contracts). oy. sa0ssecneale cep = ab rsieunes 
Less payments on account thereof........ ye. 6. . GResaicry 
23. Finished goods onchand Jartiucs.c.aqesylo. Gomiee Tearmretete f-omaen % 
Other quick assets (describe fully): 
Total, quick assets, (excluding all imvestments)ic's oe. 9 e+ wosigeep vaerreoses pees Sed ee 
Securities: 
25. Securities readily marketable and salable without im- 
Pairing be Oe! DUSINGSS ce wagers srr tee eee eee eee eee eee ree 
27. Notes given by officers, stockholders, or employees... .......... 
29. Accounts due from officers, stockholders, omemployees. «Sons sje kee, bia ean ee Oe 
Total currentyassetS: 5. ..cegetos hasse,elean wae whe ers teas Se ed eee 
Fixed assets: 
Sie LANE USEd/OMPlANts cate tate era eee eens tes 
33. Buildings usedifor plant taj pte gave ore, «Sian dep 
Be NTACHINCTY sfe eects see Maks oe 
37. Tools and plant equipment... 
30; Patterns ANGdrawineS.. ss sic. ree Coton arene te ees 
41. Office furniture and fixtures 
43. Other fixed assets, if any (describe fully) 
Less: ; 
453 Resexvesifor GepreciatiOn csc sac cu cipeeisjasinie ays, oleneco I basistanepwns ose 
Rotalutixed: ASsete vt an jcc cree charac telere ere bivis aaerava ccars, Cates SGI ne cha ats j < 


Deferred charges: 
47. Prepaid expenses, interest, insurance, taxes, etc... 
Other assets (49)..... 


Total assets cpeic's see ORS 
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Form OF BALANCE SHEET 


Liabilities 
Bills, notes, and accounts payable. 
Unsecured bills and notes— 
2. Acceptances made for merchandise or raw material 
FREON | and oe OBOE 6 ODS BOONES OOO Spy | OOOO Ea re 
4. Notes given for merchandise or raw material pur- 


6. Notes given to banks for money Dosrowedecmu gen |. tee oes seme 
8. Notes sold through brokers: ......---+esseestne stresses 
to. Notes given for machinery, additions to plant, etc. 
12. Notes due to stockholders, officers, oremployees... +--+ -+ss55 reteset 


Unsecured accounts— 
14. Accounts payable for purchase (not yet ile) esa wterie ee 
16. Accounts payable for purchases (past ive) ie eet va eatin cs 
18. Accounts payable to stockholders, officers, or em- 
LOVECS = Neem se a ee nt hoe AOD Aa NUL ORT NPRM | 


Secured liabilities— : ; 
20a. Notes receivable discounted or sold with indorse- 


ment or guaranty (contra) .......--2--:2222  sereerreee 
20b. Customers’ accounts discounted or assigned 
'GSRUE)  docedian Gone MORES eRe ean mne bccn 0 OS One 
20c. Obligations secured by liens on inventories ..... -se+ssese F 
20d. Obligations secured by securities deposited as 
ANG or pO kd ee ear caoc OD OC a ROONEY. Gms BFPO S een 
22. Accrued liabilities (interest, taxes, wages, eben id «aesieme sont ReMi caste winceee 


Other current liabilities (describe fully): 


Matalicurtent liabilities rises cto ltr meer air acs iailss* Cicites rec os ie : 
Fixed liabilities: 
24. Mortgage on plant (due date.......-. Weoenece duptco.- SotanauedD 
26. Mortgage on other real estate (duerdatec1. ante We aoc aenenaco 
28. Chattel mortgage on machinery or equipment (due 
atic arereuers: +6 he Sete aR OO EDO C ODEON AO san OO an oy 
30. Bonded debt (due date.....--- NBSeeomadonasoune™ pogpocar ots qouocwuss 
32. Other fixed liabilities (describe fully): 
Total liabilities... nce ce cece neces sr ysitieieinens . AM sins ROU OB MOTE aad 
Net worth: : 
34. If a corporation— ; 
a) Preferred stock (less stoek in EreasUlyo-sswvisie (eleier|siepsvos 
b) Common stock (less stock in ATEASULV) cesses ceucseucse 
c) Surplus and undivided profits. ...sseeees sss seen eeenes 
ac > eee a 
d) Book value of good-will. .«.-emet) els eininn 
CRUE ee opted one ee merges) LS 


36. If an individual or partnership— 


A EGapi tall eariey pcieban = ae ceirieiowe oe meanecinn 4 eee ae 
b) Undistributed profits or deficit...++++++ss++ sr st ccoeueeal fremitersh..<9 
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ForM 


C.-C. Caras 


Assets 
CasH: raed 
Casher Offices 2 02 eee eae cae ee tees $ 12,750.00 
‘Cashin Banks rs. so. :cties oOo ot oes eee a ene cts 94,675.91 
Total Casts 5 Sse x Hier alaeiale eee c oletw overees.c aise elreee aaah 
NotTEs AND AccouNTS RECEIVABLE: 
Accounts Receivable, Customers’, Not Due $ 637,982.26 
Accounts Receivable, Customers’, Past Due 51,447.35 
Railroad and Insurance Claims.......... II,I70.17 
‘Potal: Outside Receivables. 4 0. eS wee ees chan $ 700,599.78 
Less: Allowance for Doubtful Receivables............. 44,728.12 
Total Outside Receivables}Good). . He sectareh s .. ode oeeita.« ohana 
INVENTORIES: 
RawsMiaterial €or oceteooee ete cae ere $ 573,742.32 
Goodsun; Process a. unceaueanmcbcoreme toe etn 187,707.84 


Finished Goods 


I,432,772.13 


Total Merchandise Inventories 
U.S. Liperty Loan Bonps 


‘POTAT | OUICK ASSETS? Vides eh ctr ene wee Ee Lee 
OFFICERS AND EMPLOYEES’ ACCOUNTS AND STocK SUBSCRIPTIONS 


ToTAL CURRENT ASSETS 
Frxep AsSsETs: 


IS tetris oe Bien cle ele Sie eae Rae Sree Seer eee $ 249,592.67 
Buildings . vivautiee cue SOO ULOIE 
Less: Allowance for Depreciation Pepa Cutt 156,209.38 
Buildings Net; Valuez.) cio - ents eee eee 424,700.83 
Office Furniture and Fixtures........... $ 19,085.04 
Less: Allowance for Depreciation........ 9,782.15 
Office Furniture and Fixtures, Net Value.......... 9,302.89 
Pactory Bixtares: cs ccc vcs os Sas SEER 197,627.76 
Less: Allowance for Depreciation........ 102,622.07 
Mactoryalixtutes, uNetaValue ix ose cu. - cee eens 95,005.69 
Wiachinery ands Tools). . 2 cami Watuetnmieniae $1,583,754.68 
Less: Allowance for Depreciation........ 538,632.60 
Machinery and Tools, Net Value ff EES Rees tt I,045,122.08 
Automobiles and Trucks. ; $ 55,182.79 
Less: Allowance for Depreciation . Mitek 20,464.21 
Automobiles and Trucks, Net Value.............. 34,718.58 


ToraL FIxED ASSETS 

DEFERRED CHARGES: 
Supplies Inventory 
Prepaid: Insurance vs kai rereterve hoeke nce 
PrepaidvRovaltiést.. . aentcsint scm creo 


Total Deferred Charges 


TOTAL ASSETS an cit arerentchye 


$  47,337-92 
21,004.05 
5,000.00 


St. Louls, 


BALANCE 
DECEMBER 


$ 107,425.91 


655,871.66 


2,194,222.29 
160,400.00 


$3,117,919.86 
114,740.24 


$3,232,660.10 


1,858,442.74 


74,242.87 


$5,165,345.71 


J 
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Liabilities and Capital 


CuRRENT LIABILITIES (UNSECURED): 
Notes to. Banks <..2 dees ce wef a eusten ate oul Re @ oe eg uewon 
Accounts Payable, Trade. ...... 02.00 eee e ener 
Accounts Payabie, Sundry.....-.--.-+eseeeeeetee eres 


Total Current Liabilities (Unsecured).... 


Frxep LIABILITIES: 
First Mortgage Bonds Outstanding, due 1935....------ 
nig Funds in Hands of Trustee: 


PARLE pe aie orn igh arent ciel aegas excee tape dona 2,430.07 
InvestmentS. 6.1.2.2 eect ee eee ee ee 349,600.00 
Total Sinking Funds. .......--2 sees eres seer ees 

Net Fixed Liabilities........ 0 -e ee eee eee eee 


ACCRUED LIABILITIES: 
Interest, Taxes, etc. 


TOTAL LIABILITIES. «005 sce rec cetera sessions 


Net WortTH: 
Preferred Stock, Authorized.......----- 
Less: Unissued 

In Treasury ic: «ss -). . os 


$5,000,000.00 


1,000,000 4,000,000.00 


$1,000,000.00 
100,000.00 


Outstanding. ......--- ee eee eee ress 
Plus: Subscribed... .. 2... eee errr 


Total Preferred Capital Stock......---+ +++ 2 eens: 
Common Stock of No Par Value, 50,000 shares authorized, 
20,000 shares outstanding. .....-++.+ess errr eres 


Total Capital Stock... 260. pees eee geese es eee 
Earned Surplus (available for dividends)... $1,432,150.11 
Reserve for Sinking Fund 352,000.00 


TPG tAGUTplits MA cnienls curser e shee phe ae ae 


NET WORTH. 6.5.0 ore ofe es oe citi ee ritieieiess orsiwervirie 


(including Federal Income PAS) ae ccet 


$ 180,000.00 
178,046.58 
160,689.44 


$ 800,000.00 


352,036.07 


$1,100,000,00 


800,000.00 


$1,900,000.00 


I,784,150.11 


TotTaL LIABILITIES AND CAPITAL, ..++ceesreresesererrrrsree: 
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$ 518,736.02 


447,963.93 


514,495.65 


$1,481,195.60 


3,684,150.11 


—_—__——_—- 


$5,165,345.71 


——— 
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The balance sheet is usually considered the most important 
financial statement. While there is and can be no standard 
form of balance sheet, yet many accountants are endeavoring, 
so far as is practicable, to standardize on that shown in Form 
A (see pages 1356-57). 

This form was first suggested in the Federal Reserve Bulletin 
as ‘‘a tentative proposal submitted by the Federal Reserve 
Board” for the consideration of bankers, merchants, manu- 
facturers, and accountants. In designing the form and in 
drawing up the excellent suggestions for the preparation of bal- 
ance sheet statements which accompany it,? the Board had the 
co-operation of some of the leading accountants of the country, 
and it is therefore probable that this form more nearly meets 
general authoritative approval than any other. Form B shows 
a corporate balance sheet prepared along the lines of these in- 
structions. 


§ 348. Capital Stock on the Balance Sheet 


The instructions for the preparation of the approved Federal 
Reserve form of balance sheet, which accompany the form, 
provide that “‘on the balance sheet each class, if more than one, 
of stock must be stated, giving the amount authorized, issued, 
and in treasury, if any.” This is the usual practice, as follows: 


Capital £cock: 


Gommon—Authorized ss. eansseertse cheered oe $10,000,000, 
McesoneUNISSUCG =) sa 3 cunts ssa ee 5,000,000 
(Common*Stock Outstandincen.- epee Ente $5,000,000 
Prefemed—Anthonized &. sa teRer dee eee eee $10,000,000 
essa Wnissued yy. metraccis cccaen et $5,000,000 
In Dreasuryaan cee a te ee 2,000,000  =+7,000,000 
Preterredestock/ Outstanding an mene enn nicer ee eee 3,000,000 


WMotalCapital Stockias. an meeyveaceeey dee eens soe ee a ae $8,000,000 


* Approved Methods for the Preparation of Balance Sheet Statements, Washington, Gov- 
ernment Printing Office, 1918, , 


ae 
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§ 349. Subscriptions to Capital Stock on the Balance Sheet 


The amounts receivable on subscriptions to capital stock are 
an asset and should be shown on the asset side of the balance 
sheet, with possibly the setting up of a deduction similar to 
an allowance for bad debts in case the payments are not being 
made as due, or look doubtful for other reasons. Such an asset 
as this would be placed under item 29 on the Federal Reserve 
form. . 

The amount of capital stock which is reserved to be issued - 
to the subscribers upon payment in full of their subscriptions, 
should be shown under the capital stock grouping on the balance 
sheet. Assuming $100,000 of preferred stock so reserved, the 
preferred stock referred to in the preceding section would appear 
as follows: 


Preferred AUtHOLIZEG « «ae cc ero e ees eee eames seins oe $10,000,000 
WBE ss MU ISSUCC sali es ctas © elasoloiel Sno ost esas slnceoner epee $5,000,000 

PTMMDLCASUTY . ils sets chiens « eteletstore cleiorevenein ctens 2,000,000 7,000,000 

Preferred Stock Outstanding.........----eee sees cere eee $ 3,000,000 

Piss Subscribed! oviie «ba pera hee Uae) its eles + PER Giele Jes Ooo e 100,000 

Preferred Capital Stock. .........:.sseeeer erect receceres $3,100,000 


§ 350. No-Par Stock on the Balance Sheet 


Stock of no par value is carried on the balance sheet at the 
value at which it appears in the Capital Stock account. . The 
balance sheet should also show (either in the body thereof or as a 
footnote thereto) the number of shares outstanding, thus 
enabling the book value of each unit of interest to be readily 
found. If the common stock in the foregoing illustration were 
of no par value, it would be shown on the balance sheet as 
follows: 


Capital Stock: 
Common, of no par value, 50,000 shares outstanding...........-- $5,000,000 


Another method would be as follows: 
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Capital Stock: 


Gommon;-of NO par. values saree oe se Ae pe eee eee cateten ero $5,000,000 


* 50,000 shares outstanding. 


§ 351. No-Par Stock of a Stated Value 


When no-par stock is carried at a stated value, that value is 
used in the balance sheet, and any difference between the stated 
value and the amount for which the stock was actually sold is 
treated as discussed in a preceding chapter.3 

Form C shows the balance sheet as at December 31, 1920, of 
the Pierce-Arrow Motor Car Company, which was reincorporated 
on October 1, 1916, with 100,000 shares of 8% cumulative pre- 
ferred stock, value $100 each, and 250,000 shares of common 
stock without par value. The preferred stock is preferred as to 
assets as well as to dividends, is redeemable in whole or in part 
at 125 and accrued dividends, and is convertible at the option 
of the holder into common stock, share for share. 

The two kinds of stock have equal voting privileges. By 
reference to the balance sheet it will be seen that the company’s 
common stock had a stated value of $5 per share and a book 
value of $39.49 per share, including capital surplus and earned 
surplus, so that the conversion privilege does not seem very 
attractive to the holders of .the preferred. 

This company states its common stock at $5 per share 
(the minimum required under New York statutes) in addition 
to which it has a capital surplus of $4,081,411.90, which must be 
considered as part of the capital, but the report does not show 
how much, if any, of it belongs to the preferred. The earned 
surplus of the company stood at $4,541,546.58 on December 31, 
1920. This of course must be added to the capital values in 
arriving at the net worth of the company. The true book values 
of the common and preferred shares can be determined only after 
learning the status of the preferred stock as to accumulated 
earnings. 


Ch, XI, “Capital Stock Without Par Value.” 


—————— ee 
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It will be seen that this company lists its capital surplus and 
its earned surplus separately, a plan which should always be 
followed by corporations carrying unvalued shares of stock 
at a stated value. This shows the value of assets turned over 
to the company in excess of the stated value per share of common 
stock, while the earned surplus represents undivided profits, 


§ 352. Surplus on the Balance Sheet 


The showing of surplus on the balance sheet presents a 
number of interesting features. In the first place it must be 
remembered that the Surplus and Capital Stock accounts 
together make up the net worth of the corporation. The most 
popular form of balance sheet is one which groups these net 
worth items in such a way as to show a total of the net worth 
items. To accomplish this result the capital stock and surplus 
amounts must be added together to form a total which, added to 
the total of the liabilities, will give the grand total of the credit 
side, ‘Liabilities and Capital.”’ This is illustrated on the balance 
sheets shown on pages 1358-59. Conversely, if there is a 
deficit, it will be subtracted from the amount of capital stock to 
show the net worth, as shown in item 34 of the Federal Reserve 
balance sheet. 

There is another theory which is used in the preparation of 
balance sheets. On the Federal Reserve balance sheet the 
assets are arranged as nearly as practicable in the order of their 
availability, and the liabilities in the order in which they are 
payable, with the net worth accounts last. Under the other 
plan, exemplified in the balance sheet shown in Form D, the 
permanent or fixed assets are shown first, and opposite them the 
sources of capital (usually capital stock and funded debt); 
the order of the other assets and liabilities being very much as 
in the first arrangement, with the surplus as the last item on the 
credit side. 
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While this method is well established in practice, especially 
for the balance sheets of utility corporations, it would seem that 
its disadvantages outweigh its advantages. It is argued that 
_ it is more logical to present first the capital assets, with which the 
business is carried on, in juxtaposition to the sources of capital, 
but the method fails in entirely accomplishing this because the 
surplus, which is shown last, is usually tied up also in the capital 
assets. It has the added disadvantage of not showing readily 
the net worth of the corporation. 

While the second method may have some advantages, 


. it is perhaps safe to assert that in the majority of cases the 
former is preferable. It is almost always used in the case of finan- 
cial institutions. If the balance sheet is primarily intended to be 
submitted to a prospective lender, prominence should be given to 
the comparison of current assets with current liabilities by placing 
them at the top. If the balance sheet is intended for a prospective 
purchaser, the net worth of the business may well be stated in one 
amount, thereby conforming to the first arrangement. In the 
opinion of many accountants, the growing practice of issuing 
capital stock without par value furnishes an additional reason for 
showing in the balance sheet the total of the capital stock and 
surplus.‘ 

_ . . There is an increasing tendency on the part of accountants 
to make a marked differentiation in the display of liabilities as dis- 
tinct from proprietorship interest. The old-fashioned balance- 
sheet in which all credit amounts were tabulated one after the other 
upon the right hand side without marked grouping or classification 
has given way to the modern balance-sheet wherein the attempt is 
made to display definitely all those totals of classification which are 
of interest to the business world. Liabilities are subdivided so as 
to show the total of those of a current nature as distinct from those 
which are of a more permanent nature. The inclusion of capitat 
stock obligations with the permanent liabilities is giving place to 
the method wherein all proprietorship measurements are grouped 
together, cumulating in a total which displays in one amount the 
net excess of all assets over liabilities.® 
4 Accountants’ Reports, by W. H. Bell, p. 22. 


5 “Classification of Surplus,” by C. B. Couchman, Journal of Accountancy, Oct. 1921, pp 
268, 269. 
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ForRM 
THE BLANK 
BALANCE SHEET, 


Assets 
Property, Less DEPRECIATION—Schedule 1.............0005 $ 462,834.47 
Goop-WILL, PATENTS, AND TRADE-MARKS.........-.----++0+> 250,000.00 
INVESTMENT IN SUBSIDIARY CoMPANY: * 
Capital Stock—1,o00 Shares of $100 each....... $136,237-73 
PNCVATICES We taro er cuc tec ee teaeete otras ee ees Po 50,000.00 
Total Investment in Subsidiary Company..........1.. 186,237.73 
SINKING FUND FOR REDEMPTION OF BoNDS—CasH AND ACCRUED 
InTEREST (Bonds Deducted from Liability, per contra)........ 4,962.94 
CuRRENT ASSETS: 
Cash—-Current Humds'y. sa -fecrtcee tee res ee $ 97,526.06 
Cash on Deposit to Pay Interest and Dividends. . 12,324.97 
Salesmenjs, Working, bunds, yhervasss aaj eee 3,422.95 
Trade Notes and Acceptances Receivable....... 143,212.57 
Accounts -Receivable: 
Trade;Debtorsss.cxsd.itig 0). 2s dee $261,404.06 
Less: Reserves: 
Discounts ers oom rae $13,380.31 
Doubtful Accounts.. 10,326.42 23,712.73 237,691.33 
Accounts Receivable—Officers and Employees. . . 34,778.67 
Marketable Securities—Schedule 2.............. 556,183.00 
Accrued Interest Receivable.................. 7,981.07 
Inventories: 
inishedsGoodsse rs s-e eee ene $205,042.36 
Wiorkdin’Processse aves ee bees 102,193.14 
Materials and Supplies.......... 180,269.80 487,505.30 
Advances on Materials Purchased.............. 24,967.04 
‘Fotal, Current. Assetsps 5 e-lserrianed teehee bases 1,605,592.96 
DEFERRED CHARGES: 
Unamortized Discount on Bonds............... $ 24,516.29 
Prepaid Insurance, Interest, and Taxes......... 8,235.24 
Experimentalubxpensesis.qstieter.t. . eee has 16,294.08 
otaluDeterred-Gharvesanc 4 te eiecrteck © criccto nena 49,045.61 


MAS PELs PEK SL AMG SBIR SAREE RB ERR: Be mR, SEL | Pe rea gs $2,558,673.71 


* Should be named. 


6 By permission from Accountants Reports by W. H. Bell. p. 97. 
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D 
Company ° 
DECEMBER 31, 1919 


Liabilities 
PREFERRED CaApitaL Stock, 8% Cumulative—Authorized, 3,000 
shares of $100 each; Outstanding, 2,500 shares............... $ 250,000.98 
Common Caprtat Stock—Authorized and Outstanding, 10,000 
SHATESOL OOO CAC mei Atlan sepa tet rent tle ag ut castes chy tat 1,000,000.00 
First MortcGaGE 6% Bonps, Due 1934: 
ected hee Sere deride At EE EA. et a $500,000.00 ' 
Tess: 
Mmesmking. FUNG ee atic tet $ 50,000.00 
In Treasury—Pledged to Secure 
INoftessPayablean aoe yest yas ok 175,000.00 225,000.0 
Outstandineye seers tae = fies - op eeeriagy > ¢ 275,000.00 
CURRENT LIABILITIES: 
INOtesmbayaDle= COONS oer ater nem 2 ee create imeiiens $100,000.00 
Trade Acceptances Payable..........-...+-05. 190,776.64 
PNCCOUMTES HEY IGM Cree et ie olelcisiel=(a(aenrreres 248,720.57 
Interest and Dividends Payable................ 12,324.07 
Accrued Accounts: 
Income and Excess Profits Taxes (estimated). . 40,000.00 
Wages ekrerianaeyscre eer fie Stahis)- cele ek abies 13,069.17 
i ahh oso eed Ate eee ER TO oS OMe coe oe c 3,702.43 
Totalu@urnentulsabilities: wy sia d eyes ees siel sor ohe ys oer 608,662.78 
DEFERRED CREDIT—FIRE INSURANCE SUSPENSE......--+-+++-- 5,491.64 
RESERVES: 
Injuries and Damages. .......----+++eeee reese $ 8,250.27 
Contingencies. ..... 2... sce r eee cs ee tee enaeees 25,000.00 
Re talResenveser age srcrds op cide! =a pa rae naioEe sae 33,250.27 
SurpLUS FROM REVALUATION OF GoopD-WILL, PATENTS, AND 
AS96055) VN 3 RIOI CICSD OISOINI CIC COICO ONO Osi COI 200,000.00 
ProFir AND Loss SURPLUS: 
Balance, January 1, 1919... .-++etereeeee ences $ 85,743.68 
Surplus for the year. .....- e+ seeeeeee reese: 220,525.34 
TOCA MEN see TAA cd ad Se tem wie sinimenet $306,269.02 
TeesscuDividendsies +jileeiaaen hs usbiekate “Lele tee 120,000.00 
Balance, December 31, 19019... ++ +-+eeeeteeeee tress rere teee ; 186,269.02 


THOS WNC jc. mecia’d papi ELE BOOED IO CRON (Op Opsieee UO Clio Oe $2,558,073.71 


Note: The Company has contingent liabilities of $109,326.73 on account of notes 
and acceptances receivable discounted. 
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§ 353. Reserves on the Balance Sheet 


We have seen’ that reserves are of two kinds—operating and 
non-operating reserves—and always show credit balances. Of 
these the operating reserves are not limited in use to corporate 
accounting, and cannot be discussed here except to say that 
they should be shown on the balance sheet as deductions from 
asset values, as in the case of reserves for depreciation and 
reserves for bad debts; or else shown as accrued liabilities, as 
in the case of reserves for taxes. It may be repeated that there 
is a growing objection to giving the name “reserves” to these 
operating reserves, on account of the confusion that has resulted 
therefrom. Those which are deductions from asset values are 
better styled “allowances,” as “Allowance for Depreciation” 
and “Allowance for Bad Debts,” and those which represent 
true liabilities are preferably spoken of simply as accruals, as 
“Accrued Taxes.” 

In regard to the non-operating reserves, one need remember 
only that they are nothing more than appropriations of surplus, 
in order to see that they belong to the net worth group. They 
represent surplus which has been set aside for some specific 
purposes and is therefore not available for dividends. The 
balance sheet on pages 1358-59 shows such an appropriation of 
surplus. 


It is also desirable that in the balance-sheet the accountant 
should display surplus in such manner that the amount available 
for dividends may be readily ascertainable. All surplus which has 
been paid in or earned or has resulted from the sale of capital assets 
is presumably available for distribution as dividends unless it has 
been definitely appropriated for some other purposes. That which 
is not available would include any balance of surplus resulting from 
appreciation of assets and all items of surplus which had been im- 
pounded by action of the board of directors.’ 


The balance sheet on pages 1366-67 shows a surplus from ap- 


7§ 14. 
Pe “Classification of Surplus,’ by C. B. Couchman, Journal of Accountancy, Oct. 1921, 
Pp. 209. 
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preciation in such a way as to indicate clearly that it is not 
available for dividends. 


§ 354. Analysis of Surplus 


It is also desirable that the balance sheet shall show the 
changes in surplus during the last fiscal period, so that a person 
having the balance sheets as of both the beginning and the end 
of the year and seeing the difference between the amounts of 
surplus at those two dates may be able to determine the reasons 
for the change. Such an analysis would make the surplus 
section of the balance sheet show in the following form: 


Surplus, January 1, 1921... .. 6. ees eee e ee patente serene tenes $50,247.23 
Less: Dividend declared March 1, 1921. ....- es esses seers eee etree 20,000.00 
$30,247.23 

Plus: Profit of year 1921... 1. ce ece cece neste teen cette nee e tees 12,962.38 
Surplus, December 31, 1921... .--eeeererete sere eee e ects $43,209.61 


If this analysis of surplus were, however, of any greater length 
than this, it would be better to make a separate schedule of it 
in some such form as that which follows: 


ANALYSIS OF SURPLUS 


Balance of Surplus, December 31, 1921... +++ e+eeeeeeeeeeeeeerenes $100,000 
Adjustments applicable to prior periods: 
Addition: 
Refund of Income Tax Overpaid. .......+++eeeeeeees $ 1,000 
Deductions: 
Accounts Payable Not Entered. .....-+--+++++++ $200 
Items Wrongly Capitalized. .......-..+++eeeeees 400 


Total Deductions. ......2+.cccseeeresccseseserees 600 


PNG CMICLCASE Site centers chal ote > = foratala,ctaravolonarelanevacstel ois vicyoxe.loi seri 400 


True Surplus, December 31, 1921...-+-+-eecrsssererese eters sees $100,400 


Extraordinary Profits this period. ..... +++ sess erereeeeees $17,000 
Net Operating Profit this PETIOd a5 cree ne peer ien heen 43,000 60,000 


Amount available for appropriation. ... 6+ + +rererrere seer e ene reese $160,400 
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Appropriations of Surplus: 


Resenve tor sinking Pundisnpsaece sisyesietent leila le aekerretas $10,000 

DIG ACAETAGS Nets, terttek laid ar thometevotaretNetorsre teeters Sake wale e's wares 20,000 
Total Appropriations. . 6 0.6. «<0\1s «7 eteee = 9-192 Pil oben 30,000 
Surplus, June 30, 1922, ...-.-. se cee cece cerns ccc ee sec esetecesees $130,400 


§ 355. Bonded Liabilities on the Balance Sheet 


Bonds outstanding, of course, appear among the liabilities 
on the balance sheet. Unsold bonds should not appear as an 
asset, but should be deducted from the amount authorized. 
In erder that the sold and unsold bonds may be clearly dis- 
tinguished, they should appear in the balance sheet about as 
follows: 


First Mortgage 5% Gold Bonds: 


Total AmountrAwthorized.eoe oe 223s aris ceecctn s Bee ebiee «eet eee $1,000,000 
esse WnsoldsBOMdS eK. < sic e558 heye s+ cuerels sie ieve Trea eis 6 aye sete eevee 500,000 
Bonds, Issued and! Outstanding.) . on «os. ssp s «eo Sot ct aes $ 500,000 


Bonds repurchased by the company and held alive in the 
treasury should be clearly indicated in the balance sheet, either 
as a subdivision of “Investments,” or as “Treasury Bonds,” 
with a suitable explanation of what is meant thereby, or under 
such other caption as will clearly indicate the nature of the 
asset without possibility of misunderstanding. Bonds of the 
company purchased by the trustees of the sinking fund, insurance 
fund, reserve fund, beneficial fund, or by any subsidiary or 
affliated organization, board, or society, should, however, 
be listed in the assets of such funds, and not necessarily as 
treasury bonds. While bonds so purchased are sometimes 
hidden among the general investments of the company, this 
should not be done. 


§ 356. The Sinking Fund on the Balance Sheet 


The sinking fund, consisting as it does of cash and securities, 
would naturally be placed among the assets in the balance 


== 
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sheet; but since the sinking fund assets are not free for use as 
working capital but have been handed over to the trustee 
practically as part payment on the bonded debt, there is some 
question as to the expediency of including them among the 
_balance sheet assets. Many companies list sinking fund assets 
among the corporate assets, while others show them as deductions 
from the bonded debt. The plan adopted depends largely on 
the ideas of the accounting officer or of the corporation officials. 
The following methods of listing are in common use: 

r. Sinking Fund in Hands of Trustee. ......-.-.-. seers ener reece $157,130 


2. Trustee of Sinking Fund, being amount of cash and securities held by 
the Trustee for redemption of $1,000,000 5% First Mortgage Bonds 


LOGE TRO ee eae ST ST 157,130 
3. Sinking Fund Assets, being amount in hands of Trustee, as follows: 

Invested in Securities. . 2.0... Se ee eel Caen $100,000 

Cash in Savings Bank.........----2. see settee cee 57,130 157,130 


4. Sinking Fund Assets. (Cash and securities amounting to $157,130 in 
hands of Trustee, deducted from outstanding bonds, per contra.) 


Under the last plan (4) the sinking fund assets appear only 
as a memorandum among the assets, while the amount of the 
funds is deducted from the bonds themselves on the opposite 
side. 


§ 357. Good-Will on the Federal Reserve Balance Sheet 


Attention must be called to the rather unusual manner 
in which good-will is shown on the approved Federal Reserve 
balance sheet. All intangible items such as this are ordinarily 
shown at the bottom of the asset side. It is true that the 
banker, in examining the balance sheet as a basis for loans, 
appraises the various assets in his own mind; and that the loan 
value which he places on good-will is nothing. 

The banker’s viewpoint is emphasized in the handling of this 
item on the Federal Reserve balance sheet, for it is entirely 
omitted from the assets. Since with this omission the debits 
and credits of the statement would not balance, the book value 
of the good-will is inserted on the liability side as a deduction 
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from the net worth before that is added to the liabilities. The 
two sides will thus balance in that the book value of the good-will 
is deducted from both, being omitted on the debit side, where 
it would normally be found, and being subtracted from the total 
of the credits. 


§ 358. Other Statements 


Other statements will necessarily be prepared. These may 
include a profit and loss statement, schedules of accounts re- 
ceivable and accounts payable, and any other accounting and 
statistical data which may be desired. Their preparation, 
however, involves nothing of purely corporate interest, as they 
will be in practically the same form for corporations as for 
partnerships and individual proprietorships. 


| 
: 
’ 
. 
. 


CHAPTER XXXIV 
CONSOLIDATED STATEMENTS 


§ 359. Purposes of Consolidated Balance Sheet 


A consolidated balance sheet is one that combines the 
balance sheets of several different concerns. The plan of 
including in one statement the items of a main company and 
its various subsidiaries is now in general use, having grown 
up with the holding company. The first important consolidated 
balance sheet published was probably that issued by the United 
States Steel Corporation in 1902. This company’s consolidated 
statements still constitute excellent examples, combining as 
they do the statements of a considerable number of subsidiary 
companies. 

The holding company and each of its subsidiaries will have 
its own statement, but it is frequently necessary or desirable to 
present all the financial details in one balance sheet, in order 
to reflect the financial position of the whole group of affiliated 
companies as one undertaking. The assets and liabilities of the 
constituent companies are therefore included with those of the 
controlling company, after eliminating therefrom the inter- 
company stocks, bonds, and accounts which indicate the relation 
of one company to another. 


§ 360. Need of Consolidated Statements 


The income of a holding company consists, besides whatever 
profits may result from its own operations if it is also an operating 
company, of dividends paid by the companies whose stock it 
owns. The earnings of these companies may be far greater or 
less than the amount of dividends paid; in the latter case a 
‘surplus will be accumulated by the subsidiaries; in the former 
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case their respective capitals may be impaired. Under such 
conditions the cost of the stock of the subsidiaries, as shown 
on the books of the holding company, will give no idea as to the 
real worth of the subsidiaries and consequently of the holding 
company. It should be readily apparent that the cost of 
stocks owned by a holding company, so often purchased (for 
book purposes) at figures which may represent anything but 
their real cash value at the time of purchase, will constitute an 
entirely inadequate statement of the assets of the holding 
company. 

The audit of the books of a holding company, therefore, neces- 
sarily involves the audit of the books of the subsidiary, so that 


eS ee 


a comparison may be made between the cost of the stock as 


shown on the books and the balance sheet of the holding com- — 


pany, with the net worth of the subsidiaries as shown by their 


balance sheets. The simplest form of presenting the results of 
this comparison is by a consolidated balance sheet. 


As an example of the erroneous figures which might result — 


from a failure to examine the books of the subsidiaries in order 
to show the true value of their stock in the hands of the holding 
company, Ernest Reckitt, Certified Public Accountant, relates 
the following experience: 


I have in mind a case where I was called in to make, as I sup- 
posed, an audit of the books not only of the “Holding Company,” 
but also of the subsidiary companies, and was amazed to find that 
it was proposed to have me audit only the “Holding Company’s”’ 
books. Upon explaining that I could give no certificate on such 
audit, the most specious arguments were advanced and the pres- 
ident of the company attempted to use the full force of his strong 
personality to persuade me to defer to his wishes, which naturally 
only made me suspect still more the motives which actuated him. 
Finally, and with great reluctance, they handed me the books of -: 
the subsidiary companies, and I found out that two of the com- 
panies had made losses aggregating over $200,000, no part of which 
losses had been taken care of on the books of the “Holding Com- 
pany,”’ though they had been careful to bring on to the books of the 
“Holding Company” the profits made by other subsidiary com- 
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panies. One year later, the “Holding Company” and most of the 
subsidiary companies were in bankruptcy, as they deserved to be.! 


§ 361. Effect of Statement Consolidation on Inventories 


Perhaps the most obvious example of the need of consolidated 
statements is found in the case of companies one of which sells its 
products to the other. Assume the case of a candy factory 
owning a subsidiary which manufactures paper boxes, selling 
90% of its output to the parent company. If just before the 
time for making a statement the subsidiary “sells” its entire 
finished goods inventory to the candy factory at its usual margin 
of profit or at an unusual price, the transaction will be represented 
on the books of the one company by an account receivable, and 
on the books of the other by an equal account payable. As will 
be seen later, these will both be eliminated in the consolidated 
balance sheet. But these same goods will appear on the inventory 
of the candy factory at a greater book cost than the real cost to 
the combined interests, because the profit charged by the 
subsidiary has been included in the inventory. This profit 
must be eliminated if we are to get down to accepted principles 
in the valuation of inventories, and in these days of income taxes 
only a corporation which is very careless or is in desperate 
straits financially will be willing to pay a tax on such an un- 
realized profit, 


§ 362. Contents of Consolidated Balance Sheet 


The contents of a consolidated balance sheet are practically 
the same as of that of a single company. There are, however, 
certain points peculiar to such statements which require special 
attention. They are as follows: 


1. Intercompany obligations —existing debts among the 
constitutent companies for goods sold, for advances made 
to one another, and for bond interest accrued, or declared 


1 Quoted in Auditing Theory and Practice, by R. H. Montgomery (2d Ed.). 
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dividends—being offsetting assets and liabilities, should be 
eliminated from the combined statement. 


2. The excess above cost to the combined interests of any | 


valuation of inventories based on prices at which merchandise 
is sold by one company to another is eliminated. 

3. Intercompany holdings of capital stock are eliminated. 

4. Guaranties, leases, and other contracts existing between 
the parent company and subsidiaries, are shown in the balance 
sheet among the assets and liabilities or as footnotes. 

5. The extent of ownership in the subsidiary companies’ 
stock—whether the parent company owns all, a controlling 


interest, or only a portion thereof—and the extent of ownership ~ 


by the underlying companies in the stock of the parent company — 


or of the other companies, should be clearly stated, either in the — 


balance sheet or in a supporting schedule. The minority interest 
in surplus profits should also be indicated. 

6. The parent company’s ownership of bonds of the sub- 
_ Sidiary companies, and vice versa, should be shown. 


The effect of these steps will be to furnish a statement 
which will show the financial standing of the group as an entity, 
and at the same time the relation of the members of the group 
to each other. 


§ 363. Preparation of Consolidated Balance Sheets 


The preparation of a consolidated balance sheet requires 
first the preparation of a fully satisfactory balance sheet of each 
company. All corrections and other adjustments of the individ- 
ual statements should be made before work is begun on the 
consolidation, and the classification of similar items and the 
terminology used should be the same on all the statements. 

It will be found that the easiest method of combining the 
several balance sheets is by entering the various items of each 
on analysis paper. The names of the companies may be entered 
in the left-hand margin if they are extremely numerous, the 
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money columns being headed up for the various asset and 
liability items; but generally the reverse method will be more 
satisfactory, i.e., entering the names of the companies at the 
heads of the money columns (using one column for each com- 
pany), and assigning one line to each of the asset and liability 
items. 

The next column (or line) after the enumeration of assets 
and also after the liabilities, should then be headed ‘‘Total,” and 
‘the totals of each account for all companies should be carried 
over and balanced, the grand total of assets equaling the grand 
total of liabilities. | 

Two columns (or lines) may then be provided for adjustments. 
As these are, however, usually in the nature of eliminations 
(credits to assets and debits to liabilities) rather than increases, 
some accountants provide just one column for “‘Fliminations,” 
entering in red ink any adjustments which are in the nature of 
increases. 


§ 364. Elimination of Intercompany Items 


Before commencing to eliminate intercompany accounts, 
these should be reconciled between the various sets of books 
to make certain that the same amount is shown as a receivable 
on the part of one company as is shown as a payable on the 
part of another. Differences may exist in the current account 
between two of the companies because merchandise shipped and 
charged by one company has not yet been received and entered 
by another, or for other reasons. In the case just mentioned 
the adjusting entry on the work sheet would debit the Inventory 
of the receiving company and credit its Intercompany Accounts 
Payable, as the merchandise should of course be included in the 
inventory of the group. 

When all such differences have been adjusted the inter- 
company accounts receivable will equal the intercompany 
accounts payable, and all should be eliminated by the proper 
entries on the work sheet. These items to be eliminated will 
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include, in addition to debts payable by the holding company 
or one of the subsidiaries, to another of the subsidiaries or to the 
holding company for merchandise sold or services rendered, 
advances of money from one to another, or deposits of money by 
one of the companies with another, bonds of one of the com- 
panies held by another, accrued items, and declared dividends. 
The consolidated balance sheet will therefore show no receiv- 
ables or payables except those due from and to outsiders. 


§ 365. Example of Work Sheet 


The manner of assembling and combining the items of 


several component companies into a consolidated balance sheet — 
is shown in the following example. Three companies, X, Y, © 


and Z, are used in the illustration, the first being purely a 
holding company, and the other two, subsidiary operating com- 
panies. Intercompany stockholdings and current obligations 
that require careful handling are included. 

Form A, on the following page, shows how the accountant 
or corporation official gathers details and makes deductions on 
his ‘‘working papers,” ‘working sheets,” or “analysis sheets,” 
preparatory to his final exhibit. The assets and liabilities are 
shown separately and combined. The eliminations of inter- 
company items in arriving at the net results are also shown. 
In the preparation of consolidated balance sheets, the state- 
ments of the several companies are prepared separately and 
then brought together, as shown in this form. 

Of the adjustments shown, those already referred to are 
the elimination of $15,000 owing by Company Y to Company Z, 
and of $12,000 owing by Company Z to Company Y (both of 
which are deducted from ‘Cash and Sundry Assets’? on the 
asset side); the removal of $60,000 of advances by Company X 
to the other two companies; and the elimination of the $30,000 
of bonds of Company Y, held by Company X. 
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§ 366. Intercompany Holdings of Capital Stock 


The other eliminations shown are those of intercompany 
holdings of capital stocks. In the present simple case these 
are all carried on the books of the holding companies at par, 
but frequently this will be found not to be the case. This” 
condition results from the purchase of the stock at a figure other . 
than par, and necessarily means that the holding company has_ 
paid a premium for its share of the accumulated surplus of the 
subsidiary or for the good-will not on the books, or has perhaps 
received the stock at a discount on account of the existence of a 
deficit or the lack of that earning power which constitutes the 
value of good-will. . 

Let us suppose that the par value of a subsidiary’s stock is 
$100,000, all of which has been purchased by the holding com- 
pany for $175,000. This purchase price bought, as has been said, 
the surplus of the subsidiary including the value of any good-will 
not on the books. If the surplus by the book values of assets 
‘other than good-will at the time of the acquisition of the stock 
was $25,000, the sum of $50,000 must have been paid for the 
good-will. The following adjustment will therefore be necessary : 


Capital! Stockiob Subsidiaryet.. ce mente nena $100,000.00 
Surplus sieeycem ee: J6% 0 CERO Seen ei oe oue 25,000.00 
Goode Wa ie ie Bac. eo ace tc eee ea 50,000.00 
To Investment in Stock of Subsidiary.......... $175,000.00 


The rule is admirably expressed as follows: 


Where the book value of the subsidiary company in a balance- 
sheet of the company holding that stock is in excess of the par 
value of the stock plus the surplus of the subsidiary company at the 
date of acquisition the excess should be charged to goodwill. Where 
the book value of the stock of a subsidiary company in a balance- 
sheet of the company holding that stock is less than the capital 
stock plus the surplus of the subsidiary company at date of acquisi- 
tion, the difference should be credited to capital surplus, unless 
there is goodwill of a greater amount either on the accounts of the 
holding company or of the subsidiary company, or if there is good- 
will of a greater amount arising from purchases of stocks of other 
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subsidiary companies. This treatment is based on the assumption 
that goodwill is shown separately, but many companies in their 
published accounts do not show goodwill separately and simply 
have an account called “‘cost of properties.” In this case the debits 
and credits would be made to this account instead of to goodwill or 
capital surplus.? 


§ 367. Reason for Adjustment of Surplus 


The reason for eliminating in the consolidated balance sheet 
the surplus of the subsidiary at the date of the acquisition of its 
stock by the holding company, instead of including it as a part 
of the consolidated surplus, is that the surplus of the subsidiary 
at that time is of the same nature as its capital stock. What 
the purchaser buys is all or a proportionate part of the net worth 
or capital, which is arbitrarily divided on the books between the 
two accounts, Capital Stock and Surplus. 

A business cannot accumulate a surplus before its inception, 
neither can it purchase a surplus except through the purchase — 
of the capital stock, but in purchasing all of the capital stock it 
necessarily purchases all of the surplus. For this reason divi- 
dends received by the holding company out of surplus accumu- 
lated by the subsidiary prior to the date of the purchase of its 
stock, should be credited to the cost of the investment on the 
books of the holding company rather than to income, since the 
undivided surplus constitutes part of what the holding company 
paid for, and the receipt of the dividends is a return of capital 
invested rather than a profit earned. The Profit and Loss 
account of a holding company should therefore reflect only the 
profits earned by the holding company after its organization 
plus the profits of subsidiaries after the acquisition of their 
stock by the holding company. 


§ 368. Adjustment of Inventories 


If any one of a group of companies for which a consolidated 
balance sheet is being prepared has in its inventory merchandise 


2 “Consolidated Accounts,"’ by G. R. Webster, Journal of Accountancy, Oct. 1919, p. 263. 
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which it has purchased from another company of the same group, 
the profit made by the vendor company in the sale of the mer- 
chandise must be eliminated from the inventory valuation, and 
the merchandise carried in the consolidated balance sheet at. 
its cost to the group. Careful investigation is sometimes 
required to determine the amount of this profit, which will be 
eliminated by an adjustment debiting Surplus and crediting 
Inventories. Failure to make this adjustment would result i in 
the combination’s showing current assets at an improper figure 
and would be equivalent to the carrying of inventories by any; 
single company at an inflated valuation. 

In order to obviate the difficulty of securing the necessary 
figures for this adjustment, a method of accounting has been 
developed in consolidated companies by which the intercompany 
profit is shown on the books at all times. This profit is carried 
through the accounts as a separate item from the original cost 
until the finished product is eventually sold outside the con- 
solidation. While accomplishing this result the method permits 
each subsidiary to take up its own profits, to which it is legally 
entitled. The following example outlines the method in brief: 


Company A produces a raw material and sells it to Company B 
at a profit of, say, ro per cent; Company B converts this raw 
material into a partly finished product and ships it over a Railroad 
C, owned by the consolidation, to Company D, by whom it is fur- 
ther manufactured and finally sold to outside parties. Company 
A produces material to the cost value of $100,000, and sells $20,000 
of this to outside parties, $60,000 to Company B, and has the 

. Temaining $20,000 in stock. Company B buys material from 
Company A, costing $60,000, for $66,000; spends $34,000 in further 
manufacture; ships $70,000 of the manufactured product over 
Railroad C to Company D; sells $20,000 to outsiders, and has 
$10,000 in stock. Company D purchases products from Company 
B, costing $70,000, for $77,000; pays $5,000 freight to Railroad C— 
which costs the latter $3,500; expends $18,000 in completing its 
manufacture; sells $80,000 of the finished product to outsiders, and 
has the remaining $20,000 in stock. 

The books of Company A require no special entries. 
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In Company B’s books its Manufacturing account will stand as 


follows: 

PCs ist 

Profit Cost Total 
Cost Ginmaterial. ac ater es ater. +s $ 6,000 $60,000 $ 66,000 


IManutacturing COSt. 21s 2 fee ot <r cs 34,000 34,000 


$ 6,000 $94,000 $100,000 


Cost of sales: 


Toroutside parties i). 1.8. nav ata. ssi $ 1,200 $18,800 $ 20,000 
They Chyrney mee yaya Re aes Poilers soo 4,200 65,800 70,000 
Palance in StOCK sik ears. siceios crs eierhoaee $ 600 $9,400 $ 10,000 


In company D’s books the Manufacturing account will be dealt 
with similarly, as follows: 


bigKG;; Ist 
Profit Cost Total 
Cost of material per Company B....... $11,200 $65,800 $ 77,000 
1) Galle ths 3) Oe See) ect ici a io Oric 1,500 3,500 5,000 
Manufacturing cost. 1.6.2 9... ce ed Saletees 18,000 18,000 


$12,700 $87,300 $100,000 
Cost of sales: 
To outside parties......-.-+++++-005 10,160 69,840 80,000 


IBalanceuiil SUOCK 4 serie sll ees ole ewiyer eer $ 2,540 $17,460» $ 20,000 


The subsidiary companies will take up in their Income accounts 
the whole of their profits on their sales, and will declare dividends 
in the usual way. Out of the dividends it receives, the holding 
company will set up $600 in respect of B’s profits, and $2,540 in 
respect of D’s profits, or a total of $3,140, which will be credited to 
an inventory reserve. In this way, all stocks on hand of all com- 
panies are, on the consolidated balance sheet, carried at net cost 
within the consolidation, and the consolidated income takes up no 
profit except on sales made to outside parties. If any of the pro- 
duct is used for construction work within the organization, the net 
cost only is used, so that no profit of subsidiary companies enters 
into capital expenditures.’ 


3By permission from Accounting Practice and Procedure, by A. Lowes Dickinson, 
pp. 180-182, 


CHAPTER XXXV 
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CONSOLIDATED STATEMENTS (ConrtinveEp) 


§ 369. When to Use Consolidated Statements 


When the holding company owns all of the stock of a sub- 
sidiary there is no question regarding the need of a consolidated © 
balance sheet. If it owns 51% there is seldom doubt as to the 
advisability of the consolidated statement. But what if it owns 
a minority? If that minority holding is yet sufficient for 
effective control, few perhaps would question the wisdom of 
joining the statements. | 

If the holding company, however, is not able to exercise 
control there is a question as to whether the statement should 
be joined. The rule might be laid down that if the stock of 
the other company forms an important percentage of such a 
holding company’s assets, no balance sheet except a consolidated 
one would satisfactorily present the holding company’s condition, 
but that a statement for the other company would be adequate 
without consideration of the holding company. The stock- 
holders of the subsidiary have no interest in the holding 
company in the way in which those of the latter have in the 
subsidiary because of its ownership of stock in the subsidiary. 

No definite rule can be promulgated. This fact has been 
recognized by the Bureau of Internal Revenue, which requires 
the disclosure of affiliations when the intercompany stock 
ownership is in excess gf 50%. The question of whether or not 
accounts of affiliated companies should be consolidated is to be 
decided on the merits of each particular case, basing that decision 
on the answer to the question as to which form of statement 
will more fully show the true financial condition of the com- 
panies. This alone can be the final test in doubtful cases. 
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§ 370. Basis of Consolidation 


There are two methods of preparing the consolidated balance 
sheet when the holding company does not own all of the stock 
of the subsidiary, under which the consolidated statement 
shows: (1) Either the holding company’s proportionate share 
only of each asset and liability of the subsidiaries; or (2) all 
the assets and liabilities of the subsidiaries, bringing over on the 
liability side of the consolidated balance sheet the outside 
interest in the capital stock and surplus of the subsidiaries. 

The second is the customary method, and it should be readily 
apparent that it is the better method of showing the financial 
position of the consolidated companies. The inclusion in the 
consolidated balance sheet of 80% of the assets and 80% of the 
liabilities of a subsidiary company does not present the true 
condition. It seems far more reasonable to show all the assets 
and all the liabilities as belonging to the group, which as a group 
hds a capital liability to outsiders for the par value of their 
stock and for the share of the surplus represented by that stock. 

Further, if a holding company has an account receivable of 
$1,000 due from the subsidiary, and if there is shown in the 
consolidated balance sheet that percentage of the assets and 
liabilities of the subsidiary company which the holding company 
owns of the subsidiary’s stock, there would be an intercompany 
item of only $800 (80% of the stock being owned by the holding 
company), and it would be necessary to treat the additional $200 
receivable as an account due from outsiders. 

A consolidated balance sheet prepared in this way shows the 
holding company’s own assets, liabilities, capital stock and 
surplus, and its proportion of the assets, liabilities, and surplus 
of the subsidiaries, but it does not contain all the information 
necessary to a satisfactory statement, in that it understates the 
assets controlled by the consolidation and ignores certain 
liabilities which, although applicable to the minority interest, 
may yet have to be financed by the holding company in order 
to maintain its own standing and organization. 
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§ 371. Showing Minority Interest as a Liability 


These disadvantages do not apply to the second method of 
preparing the consolidated balance sheet when the holding — 
company does not own all of the stock of the subsidiary, under | 
which all the assets and liabilities of the affiliated companies 
are shown (with intercompany items eliminated), the outside 
interest in the capital stock and surplus of the subsidiaries being — 
shown as a liability. 

Taking the example given in the preceding chapter in which — 
the intercompany items have already been eliminated,! a form of - 
balance sheet made out according to the second method is shown 
in Form B which follows. A comparison of the two forms will 
show exactly how the latter balance sheet has been prepared. — 
The source of the various figures having to do with capital 
stock will be readily apparent. The manner of dividing the 
surplus is shown in the following table. The figures can easily 
be traced back to the balance sheet and adjustments in 
Form A. | 


Company X (the holding company) has a surplus of............... $ 81,200.00 — 
Company X owns $175,000 of the $300,000 stock of Company Y and is 
therefore entitled to 175,000 /300,000 of its surplus of $74,100...... 43,225.00 . 
Company X owns all of the capital stock of Company Z and is therefore : 
entitled: totallof its.surplusjof . 6.0, «mitten None Co col ter eee 34,400.00 


The surplus owned by the affiliated companies is therefore... . . $158,825.00 


The surplus of the outside interests is only that proportion 
of the surplus of Company Y which the outside interests own 
of the capital stock of Company Y, or 125,000/300,000 of 
$74,100, or $30,875. 

The outside interests have an interest also in the surplus of 
Company X which might be shown. If one-twentieth of Com- 
pany X’s surplus, or $4,060, belongs to Company Y, then the 
minority interests of the latter company own five-twelfths of 
this surplus, or $1,691.67. 


1See Form A, page 1379. 
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§ 372. Combined Balance Sheet 


Form C, which follows, might be called a combined balance 
sheet. It is a combination of the assets and liabilities of several 
closely affiliated companies without any cancellation of inter- 
company debits and credits. The items are arranged very | 
much as in the fourth column of Form A; in fact, where only two > 
or three companies are concerned, the combined information 
might be presented in a columnar exhibit comprising the first | 
four columns of Form A as they stand. | 

Among the assets are included $60,000 of advances to sub-— 
sidiary companies and $27,000 of intercompany debts, the 
latter included with the sundry assets. These are likewise. 
shown as offsetting liabilities. Taking the entire matter as one 
concern, it will be seen that the company owes $87,000 to itself. 

Such a statement as this is not favored because it does not 
show readily the true worth of the group or its quick assets and 
current liabilities. It is a makeshift at the best, and cannot 
truly be called a consolidated balance sheet. The word “com- 
bined” seems to describe it best. 

Accountants sometimes consolidate only the accounts of the 
subsidiary companies, the balance sheet of the holding company 
being presented separately in the ordinary or unconsolidated 
form, but what advantage there is in such a practice is hard to 
see; its disadvantages are obvious. 


Form C 


CONSOLIDATED GENERAL BALANCE SHEET 
OF COMPANY X AND SUBSIDIARIES Y AND Z 
DECEMBER 31, 1921 


(Presenting all accounts and intercompany details without 


cancellations) 
Assets 
Plant and{Capital Assets... cacy. cee ero ee ee eee : $$ 429,800 
@ash' and! Sundry*Assets7 ¢. 5.4... te eee eee 290, 100 
Material, Supplies, and Goods in Process. s.9..+....-t)-++-..ss6-0e 510,000 


Prepaidvands) eferred!Gharces nn eee etree oe eee ee 77,908 
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Advances to Subsidiarys Companies... 408.2 ..cse sedis cab d ea qe eae 60,000 
Investments in Stocks and Bonds of Affiliated Companies*......... 430,000 
MOtal PASSE tSaep ry ene os Cee casas Sees POON ote ec niet Fane’ $1,797,800 
Liahihities 
Capital Stock Outstanding: 
WMC OMpPany, Demers oF Ae aed sone BRS Aenea eae aa $500,000 
OPCOMPANTA VR shee csele rec. Hie Se ote: cat Reese Ane ae ates 300,000 
ti Company Zr Fs 25 bc his oes  gekre> Sa ep come ere 6 200,000 $1,000,001 
. = 
BONGSOl COM PARV AN tere) ome eo... «ea eR aie 3 tat ps vere ore ees. 50,000 
MOrirrent: Wa biietesren. fee. caer. cic vos Mee ec pte. lee aloe esate a ane. ones 471,100 
Advances and Intercompany Obligations. ...............000e00e0% 87,000 
AEG PINCUOOUTPLUSpest., duo AAEM res Mek SE ae Ohce tale os, o Beers BRU 0.0 189,700 


otal Tnabibtiesest warts 6 axe teeth tees sareith aes ctttars Mle Oo $1,797,800 


* The investments may be stated separately if desired. 


§ 373. Additional Illustrations of Consolidated Balance Sheets 


The balance sheet of the Vulcan Machine Works and its 
subsidiaries (Form D), which follows, is that of a manufacturing 
company, and shows an arrangement of details slightly different 
from those of Forms B and C. It will be noticed that the 
company’s bonds to the value of $ 50,000 are included in the assets 
and also in the liabilities, this amount being owned by a sub- 
sidiary. The stockholdings are indicated as a memorandum on 
each side, while the stock premium is included in the assets, 
thus indicating that the stock owned is worth more than par. 
This premium might be charged against Surplus. If stock is 
purchased below par, the discount may be credited to Surplus, 
provided the stock is really worth face value. A deficit of an 
underlying company should be shown in the consolidated 
balance sheet as a deduction from Surplus. 
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The division of surplus profits between the holding company 
and outside interests must obviously depend on the status of 
the preferred stock. The holders of that stock may or may not 
have an interest in excess profits over and above the dividend 
payments; therefore no division is attempted in this exhibit. 

Another consolidated balance sheet, shown in Form E, is that 
of the Minnesota Lumber Company which owns and operates 
ten retail yards and four subsidiary companies. In connection 
with this statement underlying details having to do with the 
separate yards of subsidiary companies are contained in support- 
ing schedules not reproduced here. Each schedule assembles 
all of the items of a similar nature on hand at the various yards 
and companies. For example, Schedule 1 would show the 


a ee Se 


cash and book balances, or overdrafts, at the various yards and ~ 
companies as well as at the home office. Schedule 4 would © 
in like manner show the location of all merchandise inventories — 
and supplies of the various yards and companies. Otherwise 


the balance sheet differs but slightly from the other forms pre- 
sented in this chapter. By placing the capital and surplus 
profits after the liabilities instead of before, it is possible to show 
the “net worth” of the combined companies. 

As a further illustration there is presented on pages 
1396-97 a consolidated balance sheet of the United Equipment 
Company and the Nelson Car Wheel Company, the combination 
of which was used as an example in the study of holding com- 
panies.2 It will be seen that this consolidated balance sheet 
includes only the two stated companies, the United Equipment 
Company’s holdings of stock in other companies being shown in 
the Investments account. It is obvious, however, that this 
account would not include the stock of companies whose state- 
ments are included in the consolidated balance sheet. The 
investment of the United Equipment Company in the bonds 
of the subsidiary is deducted from the Investments account and 


2 See § 263. 
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added to the amount of bonds in the treasuries, being thus 
deducted from the liabilities. 


§ 374. Consolidated Income Statement 


The profit and loss accounts of the parent company and its 
various subsidiaries may, like the balance sheets, be combined 
in one comprehensive income statement or statement of profit 
and loss. This is a simpler process, however, than the prepar- 
ation of a consolidated balance sheet, since there is no minority 
interest to work out. 

A columnar work sheet is generally used in combining the 
various items of income and expense, as already illustrated 
under the balance sheet. 

In principle the consolidated profit and loss statement 
simply groups and totals similar items of income and expense. 
There are, however, certain eliminations to be made which are 
related directly to the asset and liability accounts (other than 
the consolidated surplus) and some which do not affect the 
surplus. Among the former will be found the adjustment 
previously discussed whereby any profit made by one company 
in the group, on merchandise sold to and still in the possession 
of another, must be eliminated from the valuation of the in- 
ventory, which is to be carried at cost to the group as a whole and 
not at the selling price of the company which transferred it 
(which is its cost to the company which holds it). 


§ 375. Elimination of Intercompany Income and Expense Items 


This brings us to the fact that, for purposes of the con- 
solidated statement, sales, whether of products or of services, 
from one company in a consolidated group to another are not 
to be considered as sales any more than are shipments of mer- 
chandise from one branch house of a corporation to another, 
or transfers of merchandise or material from one department to 
another. In the consolidated statement such sales should be re- 


3 See § 361. 
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moved from the aggregate sales of the consolidation and from the 
aggregate cost of sales of the consolidation. It will be evident 
that there will be no change on account of this adjustment 
in the profit of the group in connection with merchandise which 
has been sold out of the group, because when the sale was made 
from one company within the group to another the selling price 
of the former became a part of the debits to income of the latter. 
On merchandise which has not been sold out of the group there 
will of course be that adjustment of profits on account of the 
changed inventory valuation which has already been discussed 
in relation to its effect on the balance sheet. 

Payments of interest, royalties, and other expenses from one 
company in the group to another should similarly be shown 
separately in the consolidated operating statement in such a way 
that they will offset each other instead of being included in both 
the income and expense of the consolidation. This adjustment 
will not, of course, affect the profit of the group as a whole, 
but will reduce its income and its expenses in equal amounts 
since any such amounts paid and received entirely within the 
group must have been equal. It is sometimes necessary to 
adjust the operating statements of the individual companies so 
that accruals and prepayments treated differently on the 
books of the several corporations may be handled alike in order 
exactly to offset each other. 

These suggestions will at least indicate the manner in which 
all intercompany transactions should be handled, the fact being 
kept in mind that the object of the consolidated statement is to 
show the operations of the entire group on the one hand with 
outside interests on the other. All transactions occurring 
purely within the group are to be taken out, so that the sales 
accounts, for example, are to show only sales to outsiders. 


ee a 


CHAPTER XXXVI 


PREPARATION OF FEDERAL INCOME TAX RETURNS 


§ 376. Scope of This Chapter 


The income tax law at present in force is known as the 
Revenue Act of 1921. Under it there is provided a tax on all 
net “gains, profits, and income” resulting from every source. 
This law is generally believed to be only an interim act which, 
while it carried out the pledge of the party in power to remove 
the excess profits taxes on corporations, has not evolved a fully 
satisfactory substitute. 

The questions of what income is taxable, how its amount 
is determined, and what rates of tax apply thereto, open up a 
wide field to which many volumes have been devoted, and which 
cannot be touched upon here. Any brief rules which might be 
laid down would be subject to so many exceptions that they 
would be misleading rather than informative. This chapter 
will therefore discuss only the details of filling out the form 
on which corporations report the amount of their income. 
This report form is called the “return.” 


§ 377. Excess Profits Taxes and Invested Capital 


For all fiscal years beginning in 1921 the excess profits 
taxes apply to corporate profits so far as those profits were 
earned in 1921, and do not apply to any profits earned in 1922 
or thereafter. As a consequence of this fact there will be few 
original returns filed hereafter in which the excess profits taxes 
need be considered. Therefore, in a work of this kind, which is 
not intended to be a study of income taxation, there is no 
need of a discussion of those schedules of the income tax return 
which have to do with invested capital, on which the excess 
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profits taxes were based. These schedules are the ones which 
have given taxpayers the most trouble, and the preparation of 
corporate returns will be greatly simplified by their elimination. 
It must be admitted, however, that other features which have 
been introduced in the Revenue Act of 1921 largely offset this 
benefit. 


§ 378. Services of Public Accountants — 


The preparation of returns under the 1921 Act is so simplified 
that more corporations will be able to prepare returns satisfactory 
to the Bureau of Internal Revenue without calling in outside 
help. While this is true, it does not seem that the demand for 
the services of public accountants versed in income tax matters 
can be greatly decreased without disadvantage to the taxpayers. 
Over 90% of the problems in taxation worked out by public 
accountants have been in the determination of what constitutes 
net taxable income rather than what constitutes invested capital, 
and these problems still remain. Corporations generally will 
therefore continue to find advantageous the employment of 
competent accountants to assist them in showing their correct 
net taxable incomes, as they will thereby avoid overpayment of 
tax on the one hand, or underpayment with consequent future 

_assessment of penalties and interest on the other, 


§ 379. Form of the Return 


The return is filed on Form 1120 of the Bureau of Internal 
Revenue. ‘The forms to be used for taxable years beginning in 
1922 have not yet been issued by the Bureau, so that for the 
present purpose it will be necessary to deal with the form in 
use, omitting, however, the calculation of the invested capital 
and of the excess profits tax. It is probable that the form 
adopted for returns of years subsequent to 1921 will not differ 
materially from the present Form 1120, except in the omission of 
these obsolete features and the necessary changes in the method 
of calculating the tax, 


Form 1120 


—tszmmuusies | CORPORATION INCOME AND PROFITS TAK RETURN | mtateccteo 


(DO NOT WRITE IN THESE SPACES) 
FOR CALEND paeeinse 
THIS RETURN SHOULD : DORR YEAR Ie SS 
4 ‘ST PAYMENT 
: BE FILED NOT LATER | Or for Period begun ..._.. ore sanwsne-en-o-s-------y 1920, and ended sw nnsseonevveeewvnes e nocseeessy 1921 | 9... 
THAN THE 1sTH DAY 


PRINT PLAINLY CO! 


eet ne nsennos——swespene en 
yTION'S NAME AND BUSINESS ADDRESS (Cashler’s Stomp) 
OF THE THIRD MonTH | ugar — ie Comp 


FOLLOWING THE CLOSE CF pea 
OF THE TAXABLE | 
PERIOD 


Z itary \soowevewesssonsventasbnesersevesoce, 


CASH CHECK M.O. CERY.OF IND, 
=== 


-_IS THIS A CONSOLIDATED RETURN? ld. 


Naren a 


Dermenreneeet aac etter Mh 


__ KIND OF BUSINESS 


SCHEDULE A—TAXABLE NET INCOME. 
q 
——— 5 


=———— 
GROSS INCOME, 


, exclusive of items called for separately below! 
$. Gross income from operations other than trading or manufacturing, 
4. Taxablo interest on Liberty Bonds, ete, (from Schedule A4)_ 
_ %. Taxablo interest, from all other Sources 
REL SS ee ee ear eres 
7. Royalties 
_ 8. Share of net income earned by personal service corporation (whether rec: 
_ 9. Dividends on stock of foreign and domestic corporations... 
10. Gross income from all other sources (not including any amount 
‘ih. Toray ov Trem 1 10 10. sexneest 
DEDUCTIONS, 
‘12. Expenses (except amounts reported in Item 2 above, or called for separately below) (from Schedule Al2)_... 
_ 13. Compensation of officers (in whatever form paid) (from Schedule A13). 
‘M. Repairs (including labor, supplies, ete.) (from Schedule AY) 
15. Interest (see page 2 of Instructions, paragraph 9)__. 
_ 16. Taxes (from Schedule Al6).. 
7. Bad debts (from Schedule Al7).. 
18. Exhaustion, wear and tear (including obsolescen 
Depletion (from Schedule A19). 
Amortization of war facilities (from Schedule A29). 
Torau or Irems 12 To 20. 
22,0 Trew 11 .0Nvs Irex 21 once rennannnenncnnsa nnpconcosne' 
23. Yrofit or loss on sales of capital assets and miscellan 
‘Losses by fire, storm, etc. (From Schedule A24, 
Netincome exclusive of deductions for dividends 
26, Dividends deductible under Section 234(a) 6 of 


‘eived or no! 


reported in Item 2: 


ce) (from Schedule BIS) crtcccnscecs: 


sonerensntneeanstnnnenepsnnvntettnenereepeniorssnenevecsenaitap ice 


Waar wnm-vwnnvwonsnstnosanomneereneveesnseseseresesenensiiceee-c 


cous investments (from Schedule ‘A28) 2 eee 
) (Extend difference between or sum of Items 23 and 24). 
(Item 22 minus 24, extended) —., 


the Revenue Act of 1921, (from Schedule A26) .. 
a Net Income (Item 25 minus Item 26 (If return is for a 


‘ Seeesodbersensonsdac 
period less than twelve months, see page 1 of Instructions, Paragraph 10) ................... IS... 


SCHEDULE B—INVESTED CAPITAL. 


a 
_ 1. Capital, surplus, and undivided Profits at beginning of taxable period (from Schedule E, Item 1)).. 
2. Plus adjustments by way of additions (from Schedule F, Item 4). 
3. Qe ES ee en nn een Dar kiln 


4. Less adjustments by way of deductions (from Schedule G, Item 7) 
5 


; 


PRRUAIND ER Presses Ee 


ia Tora (on Remwarmpen). 
_ 8. Less deduction on account of inadmissible asseta (from Schedule J). 
| ¥. Invested capital for taxable period. 


SCHEDULE C—EXCESS PROFITS CREDIT. 


SS ae 


i“ ——— 
Light per cent of inveeted capital for taxable period (Item 9 of Schedule B) -< 


Exemption ($3,000) (except for a foreign corporation or a corporation satisfying the conditions provided in Section 202 of the Act) 
xceas Profits Credit (Item 1 plus Item 2)... 


SCHEDULE D—COMPUTATION OF TAXES, 


Ses 
6. Amount or Tax, 


t INCOME 


2, Ni 
1, Baackers, (reiki 27, ScmebuLe A), 


3. Ixcess Prorirs Oreprr 
(Item 3, Scout C), 


Net income, not in excess of 20% of invested capital. 
2. Balance of net incomo..... 


‘Totals computed under Section 301(a)........ {6 i. 18 
4, Excess Profits Tax, it computed under Sections 302, 303, 304(c) or 337 of the Revenue Act of 1 
6. Net iticome (Item 27, Schedule A) eA Fl csoanaesitalasiretens fs wadec:| 


11. Income tax (10% of Item 10) 

12, If net income does not exe 

6, Less: Taxable interest on obligations of in excees of $25,000... irevwereeinecsee!Pnoseonana|stecweaee-[eccvecvass|cous x 
United States ({tem 4, Schedule A) -.. t3 

7. Exerss profits tex (Item 3 or 4 whichever 


fssmalier fa, Colum eoneane Bier f 13, Total tax (Item 3 or 4 the lesser, or 8, plus Items 11 and 12). 
8 Profits taxes, {f Incomo from Governmont 14, Less: Income and profits taxes patd to 
"contracts exceeds $10,000 (Item 16, Form. forelzn countries or possessions of the 
_ _ 11208) iste ark . Jnited States. (Attach Form 111 
15, Tox paid at tho source. (Seo 
of the Reveauo Act of 1). 


Page 4 of Roturn. 


SCHEDULE L.—RECONCILIATION OF NET INCOME AND ANALYSIS OF CHANGES IN SURPLUS. 4 


= 


ee 


1, Net income fonetetce A, Item 27 ----0; 
2, Nontaxdoiorest on obligations of tho United States and tts possessions 
exempt 


©) TeltMislons thereat os s 
(@ Ijsrest on Farm Loai Boads issued under Federal Foria Loan 


Soa rena 8 be 


tock of po 
ings upon which a Federal incom 


Ds eeternnecteceeneeesereeesesecenenenes: 


Ononreseresneeesennosenecenneaneneeasnees 


O)eeeeeeenneecereerneeneeeeeneneceneneneneenenete 


3 Charere against reserves for bad debts, If Item 17, Schedalo A, is not on 
‘addition toa reservo ---.----. 


4. Charges tgainst resorvos for contingencies, ote, (to bo detafled): 
[Oye 


 ) aes 
© 
6. Total of Items 1 to 4, inclustvo. 


6. Total from Item 14.-...-.-. 
7, Not profit for year os shown by books, boforo any sdjustments are 
ronde therein (Item § minus Item 6) 
&. Surplus and undivided profits os shor 
Preceding taxable perlod ..... 


9. Othor credits to surplus (to bo detailed): 
(0) --2-nneeerennne. 
Q)---2-n-n-enes 
Q)nevesesocerweeceoetoreceseveperersosuneerevers-asesenernsonrosreme= 

10, Total of Items 7 to 9, inclusive 
11, Total from Item 17 


12. Surplus and undivided pi 
taxable period (Item 10 mlous Item 11). 


@} income 
(2 Special Iniprovement taxes 
assessed -..-. 
@ Furshure, 
oxpenses 


and fixtures, editions, or betterments treated ss | 
‘oa the books 


O) env anenrrer nnn 


14, Tots! of Ttemm 13__. 
Dividends paid dari pei 
stock of this company, of other propert} 


7): 
(@) Dato pola MOK, (421 character 
@) Date pald 


(€) Date paid 


Date paid 
16. one debtts ost 


| 17, Total of Items 15 and 15. ale Ss tet gem Ser 


SCHEDULES TO BE FURNISHED IN SUPPORT OF ITEMS IN SCHEDULE x 


Tho following schedules must be furnished, and those prepared on separate sheets should 
— 


be firmly attached to this return. Enter name and address of corporation .on each sheet, 


SCHEDULE A2; COST OF GOODS SOLD, EXCLUSIVE OF ITEMS CALLED FOR SEPARATELY. 


U1 ongagod in 0 trade or business In which the production, purchase, or ealo of merchandise of any Kind 
{s-an [ncome-producing factor, (a) secure trom tho Collector of Internal Revonus and file ag a part of this 
Toturn, Certicate of Inventory, Form 1426,and (b) Milla tho folowing schedule.entering on lines 3 and &,immedi- 
ately Before tho amount column, the letters “C,” or “‘C or M,” to {ndleato that {nventories are valued at either 
cost, or cost or market, whichever is lower. 
1) Morchandica bonght for sale... 
2) Cost of manufacturing or othorw 
sowing principal items of cost, the 


© Dotan naan are 
(5) Less{nvestory ot end of year, .....-------------------. 


(8) Cost of g00ds $01d.-.-.--.e.e-neee-e-aeweeneeenneneneees 


SCHEDULE. AS: GROSS INCOME FROM OPERATIONS OTHER THAN TRADING OR MANU- 
Submit a schedulo showing the nature ond amount of che prinetpal ftems included herels, the ralnor {tems 
Noing grouped in one amount. (Tor insurance companies see pago 2 of Instructions, paragraphs 2 aad 7.) 


SCHEDULE A‘: TAXABLE INTEREST ON LIBERTY BONDS, ETC. 


‘The interest on tho obligations listed in column 1 of the following table Is wholly exempt from corporaticn 
income tax, and is exempt from excess-profits tax only to the extent that the aggregate principal amounts do 
Bot oxceod the exemptions specified In columns 2, 3, and 4. 

Ia caso the obligations held exceed theso exemptions, tho principal araounts In excess thereof should be 
‘entered in coluron 5, and tho taxable interest thereon in column 6. If these securities were bought and sold 
during the taxable lod, attach a statement showing the holdings by periods. 

Tfthis fs a cor fated roturn, each corporation composing to a@ilated group ts entitled to the full amount 
ofthese exemptions. 


Exomptlons. 


oN fa Priteivel Axx), 5. Principalamount | 6. Interest on 


An excess ofexemp- | principal am’s 
1, Obligations. Hous specified In] ineacessof 
exemptions. 


4, $5,000 | columns 2, 3, and 4. 
hae 


(a) First Liberty Loan Second Con- 
vorted 417% Bonds ..-.. anal 
(bv) First and Second 4's, and First, 
Second, ‘Third, and Fourth 


4's 
{© Other obligations 
September 1, 1917 (except Viow 
tory and Treasury Notes).. 
(a) Victory Liberty “Loan “4 
Notes, and Treasury Notes 


TOTAL TAXANLY, INTEREST ..-.--- 


SCHEDULE Al0: GROSS INCOME FROM ALL. OTHER SOURCES (not Including any amonnt with 
respect to sale of capital assets or miscellaneous investments), 


Submit a schedule showing tho source, nature, and amount of the penta {toms Included herein, the minor | 


Noms being groupedin ono amount. Tho total of the schedule should be entered as Item 10, Schedule A. 


SCBEDULE Ai2: EXPENSES (eicept amounts called for separately In Schedule A). 
Submit a statement showing charactor and amount of tho principal {tems {ncladed heretn, the minor {tems 
belng grouped in one amgunt. (For shedales to be submitted Dy losurauce companies vee page 2 of Lnstrue= 
ions, parogea| 1 


SCHEDULE An3: COMPENSATION OF OFFICERS. 
Submit a schedule shoring for each officer (1) name, © ue (3) thme devoted to sich dutles, (4) shares of 


stock owned or controlled: (a) preferred, (b) common; 8] compensation for the taxable period, and (6) 
emount of, and reason for increase, itany, over preceding period. Vaan neh) 


SCHEDULE Als: REPAIRS (lactuding labor, supplies, overhead, and other Items properly chargeable to 


repairs). 


Submit a schedulo showing tho nature and arnount of the principe! {tems Included herofn, the minor fi 
Detnz grouped in ono amount,” (For elaseeotion of ropalrs so Pen OL DR ructioGs; PRE Ei ee 


SCBEDULE Aié: TAXES, 


Submit o schedulo showing soparately for each class of taxes deducted, (a) character, and (b) amount. 

Fodernt fncomo and profits taxos, taxes which are a credit under Section 238, taxes ‘assessed against local 
enoflts of n kind tending to increase’ the valuo of the property assessed are Dot allowable deductions. (Sco 
Svotion 234(a) 3 of the Revenue Act of 1921.) 


SCHEDULE Al7; BAD DEBTS, 


Snbenit a schedule showing debts or portions thereof, arising from sales or professioanl services that have 
‘been reported as income, which have been deMnitely ascertained to be worthless and charged off within the year, 
or sich reasonable amount as bas been added to a reservo for bad debts within the year. 

ithe aniount entered as Item 17, Schedule A, is an addition to a reserve, furnish proof of tho reasonableness 
ofthe amount, (See Section 234(a) $ ofthe Revenue Act of 1921,) 


—a 


SCHEDULE Als: EXHAUSTION, WEAR AND TEAR (including obsolescence). “ 


If a deduction ts made on account of depreciation, the following schedole must be filled {n, and the ¢e 

‘amount clalmed therein should correspond with the ficures reflected in the balance sheet. Land values m 

ane lnthisschedule. (Seo page 2 of Instructions, oarszrapr 10, and Section 234(a) 7 of the Revar 
ct of 1921. 


Kind of property. : Probable], Cost.or 4 -| Amount of depreciation charged off 
Cr buiainperstata| Dato | ASS {ite after |, Se1sited price 
the material of | sequired.| seruired.| SaNike | Pir markce valve 


‘which constructed.)| 


Youur | 50 4s, 140,000 in ..2,800__| 
Tew! toys 00 Hb 


Deus. | 333 ype, 


12, 600 
A BES 
£422 


‘Total ...----. 


= 
NotE.—If obsolescence {3 4 factor In determininz your deduction attach a stacement showing the emo 
claimed for the taxable period and the basis on which computed. we ee 


SCHEDULE Al9: DEPLETION. 

Ifa deduction|s claimed on account of deplotion, secure from the collector Form D (minerals), Form E (¢o 
Torm F (miscellaneous nonmetals), Form O (oll and pas), or Form ‘T (timber), fillin and filo with return, 
complete valuation data has been filed with questionnaire in previous years, then file with this return infor 
tion necessary to bring your depletion schedulo up to date, setting forth In fuil statement of all transactions b 
ing on deductions or addltions to value of physical axecs with explanation ef how dapletion deduction fort 
able period has been determined. In case of timber this should be doue by Ailing in Form T (daber). 


SCHEDULE A20: AMORTIZATION OF WAR FACILITIES, 


In cose a deduction is claimed on account of amortization, o schedule should be submitted cont f 
Information called for in Guide Form 107M, which oxplains in detail the manner in which n elaim of | 
(Seo Section 


nature should be presonted. A copy of this form may be obtained from the er. 
(@) 9 of the Revenuo Act of 1921). 


SCHEDULE A23: PROFIT OR LOSS ON SALES OF CAPITAL ASSETS AND MISCELLANEC 
INVESTMENTS. 


{n a profit or loss, s scheduie in tho following form must be! 
‘Bee Sections 292, 234(a) 4and 234(a) 14 of the Revenue Act of 1? 


In caso of disposal of pro resat 
‘iio aunignauparata thse forassh same 


2. Dato 
seq 


1. Elnd of proparty. 3 Salo | 4. cost, 


te | 52! 6,000 !, =| 
|.35,680 | 36,000! = | 


State what amount, {f sny, included in column 5, represents good will. $_....---.-...-.-sss0-e--eeee 
Ifans of tho ossets were acquired prior to March 1, 1913, state how the fair market value on that date 
Getormined -. 


In caso of exchange of property, sabialt evidence substantiating the basis used in orciving wt the ma 
‘value of property rocelvod... mono ocrosensvecus i ancien aa 


SCHEDULE A2t: LOSSES BY FIRE, STORM, ETC. 

A schedule similar to the one requested above should bs submitted with rospect to losses of property | 
{ng trom fires, storms, shipwreck, or other casualty, or {rom theft, and not compensated for by inscrane 
otherwise, except that 3 should show “Insuranes and solvage” instead of “Sale price,’ 


SCHEDULE A2%: DIVIDENDS (deductible under Sectlon 234(a) 6 of the Revenue Act of 1921). 

Submit » schedule showing the amonnt recelved as dividends (a) from each domestic corporstion 0 
{Buss corporation entitled to the baneits of Section 252 of the Act, or (b) Crom each forelgn corporation 
St is shown to the satisfaction of the Commissioner that more than’§0 per centum of the gross income of: 
ere epee, ie Luseuivesr peste ane ye Xe close of [ iscaral yoar peat oe Cee 
of sucl ividends (or for stack of such period as 1) corport ias been in existence) Wi 
from sourees within the United States as Jatertmined under Section 217 of tho Ack, 


DISCOUNT AND PREMIUM ON BONDS SOLD. 
‘There must be attached to the return a schedule showing In detail exch Isme and sale of bonds of 
report corporation riving the following information: (a) Class; (b) date of sale; (¢) maturity; (d) amount: 


amoulit realized; (/) premium of discount per annum, 

‘hat proportion of the promium or discount applicable to the return perlod mnst he reported elther 04 1 
10 or 15, Schedule A, page 1, unless {he amount of premiums or discount lias Leen reported as income ot all 
bs a deduction in pricr years, 


We, the eee nee roan and treasurer of the corporation for which this return is made, Being severally eae sworn, each for himself deposes and says that this rett 
eit 


including the accompan; 
taxablo period as stated, pursuant to the Revenue Act of 1921 and the Re; 


Sworn to and subscribed before mo this 


pcteeee ORY, OF iscsacatentny 


Seal of oMficer 


making offdavit, 


* Red Ink 


‘(Otticial eapasiiy) 


g schedules and statements, has been examined by him and is, to the best of his 
tions issued under authority thereof. 


owledge and belief, a true and complete return made in good faith, for 


—+) 1922, 
Sone: "Prasidh 
ee re tn ene 
e087 


TAODD 
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§ 380. Preparing the Return 


The easiest way to prepare the corporation income tax 
return is to work from the Profit and Loss account to the return 
and not to attempt to fill out the return in the order in which the 
items appear on the form. The various items of income and 
expenses will be shown in Schedule A on page 1 and Schedule L 
on page 4 of the return. Both these pages are shown in the 
following section. If the book closing has been made through a 
work sheet in the form ordinarily used by an accountant, the 
items in the “Loss” and “Gain” columns of that work sheet 
may be taken as they come, otherwise the various amounts closed 
into Profit and Loss will be taken from the journal entries. 

Let us consider the before-closing trial balance and work 
sheet which follow. It is assumed that all necessary adjustments 
have been made before the trial balance has been taken off. 


§ 381. Showing Items of Income 


It is usually easiest to enter first the items of income, which 
will be found as credits to the Profit and Loss account or in the 
“Gain” column of the work-sheet. The first of these is Net 
Sales, $390,000. It is to be entered on line 1 of Schedule A, as 
shown on the filled-in form which follows. Sub-Rental Income 
of $450 is similarly entered on line 6 of Schedule A. 


§ 382. The Supporting Schedules 


The next item, Profit on Sale of Vacant Lots, $1,2 50, belongs 
on line 23 of Schedule A, where it will be noted that a supporting 
schedule known as Schedule A23, is called for. A form for this 
supporting schedule will be found on page 4 of the return. 
This must be properly filled out so as to show that the net 
profit on the sale has been computed according to correct prin- 
ciples. Because we shall have another item which belongs 
in this supporting schedule,! we do not now enter the profit on 
line 23 of Schedule A. 


1 See deduction for loss on sale of Liberty bonds, discussed in § 393. 
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Other supporting schedules and the method of filling them 
out will be discussed as the items in the operating statement 
are reached. 


§ 383. Interest Income 


The next item, Interest Income—Taxable, $3,200, will be 
entered directly on line 5 of Schedule A. If any income from 
investments of the sinking fund had been credited to a reserve 
account, that income would have to be added to this amount 
because it is taxable. Since, however, it would not have gone 
through the Profit and Loss account, it would have to be entered 
as item 13 (i-1) of Schedule L on page 4 of the return, where the 
amount of taxable income as shown by Schedule A is reconciled 
with the Profit and Loss account. 

The corporation has received during the year $720 of interest 
on United States Liberty bonds, which is wholly exempt from 
income tax, but might, in part at least, be subject to excess 
profits tax. As the excess profits tax will not apply hereafter, 
this possibility will not be considered. The corporation enters 
the amount of the income from this source on line 2 (a) of 
Schedule L on page 4 of the return. 


§ 384. Schedule Aro—Gross Income from All Other Sources 


Proceeding in the “Gain” column we find that the next 
item is Discount on Purchases, $1,990. This is of course 
taxable, and is entered on line 10 of Schedule A. A supporting 
schedule is required if any amount is entered on this line, but as 
we shall have only this one item it is as well to write the words 
“Discounts on Purchases” on the line instead of preparing a 
schedule for the single item. 


§ 385. Unallowable Deductions 


Starting with the entries in the ‘Loss’ column of the work- 
sheet, which are the debits to Profit and Loss, we find first two 


ENS Oe 
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items of amounts of amortization, of Organization Expense, 
$2,100, and Good-will, $20,000. Neither of these is deductible 
in determining the amount of net taxable income. They are 
entered on lines 13 (j-1) and 13 (j-2) of Schedule L, opposite 
the non-taxable income. 


§ 386. Schedule A2—Cost of Sales 


The next three items in the “Loss” column will be considered 
as a group. Line 2 of Schedule A calls for the deduction of the 
cost of goods sold from the amount of sales, carrying only the 
gross profit into the income column, and refers to Schedule A2 
on page 4, where the cost of goods sold is worked up. Using the 
figures in the example presented, the opening inventory of 
$86,000 is entered on line (3) of this schedule, and the purchases 
of $210,000 are shown on line (1). Freight Inbound is usually 
considered as a part of the cost of sales, and in such case would 
be entered on line (2) with the notation “F reight Inbound” 
instead of supplying a separate schedule for this one item. 

These three items are then totaled on line (4) of the schedule, 
the closing inventory of $80,420 is entered on line (5), and the 
difference between the amounts shown on lines (4) and (5) is 
entered on line (6). 

Before leaving Schedule Az, the method of pricing the 
inventories should be entered on lines (3) and (s). It will be 
noted in the instructions printed at the top of Schedule A2 
that only two bases for inventory valuation are permitted by 
the regulations promulgated by the Commissioner under a 
section of the law authorizing inventories “upon such basis as 
the Commissioner, with the approval of the Secretary, may 
prescribe as conforming as nearly as may be to the best account- 
ing practice in the trade or business and as most clearly reflecting 
the income.” 2 


2 Sec. 203, Revenue Act of ro21r. For an excellent discussion of the propriety of the regu- 
lations see Auditing Theory and Practice, by R. H. Montgomery (1922), ‘Chs. VUl and IX. 
Another point of view is presented in an interesting article by W. A. Paton on “Inventory 
Valuation,”’ appearing in Administration, Mar. 1922, pp. 291-302. 
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When Schedule Az has been completed, the amount on line 
(6), which is the cost of goods sold, is carried to line 2 of Schedule 
A on page 1, and is subtracted from the amount of sales already 
entered on line 1, the difference or gross profit being carried into 
the next column. 


§ 387. Cost of Sales of Manufacturing Corporations 


The cost of goods sold by a manufacturing corporation 
includes, of course, materials, labor, supplies, and all the items 
of factory burden. The total of all expenses which are allocated 
to the cost of manufacture should be entered on line (2) of 
Schedule Az, and a separate typewritten schedule showing the 
various items which make up the total should be submitted with 
the return. This supporting schedule might bear the title: 
“Schedule Az (2)—Cost of Manufacture.’? Care should be 
taken to see that its total agrees with the amount entered on 
line (2) of Schedule Az. 


§ 388. Form 1126—Certificate of Inventory 


There is required to be filled out, sworn to, and filed with the 
return, another form, known as Form 1126, on which some 
one official makes affidavit as to the persons who were responsible 
for the taking of the various parts of the inventory and each 
of them swears to the accuracy of his respective part. This 
form is shown below. 

The form itself shows on its reverse side the regulations 
in regard to the taking of inventories. The signer of the principal 
certificate swears that he has read these, and that the inventory 
in respect to which the certificate was filed was taken in accord- 
ance with those regulations. He shows on this form as well as on 
the income tax return, the basis on which the inventory was 
priced. The signers of the subsidiary certificates, who are the 
persons directly responsible for the taking of the inventory swear 
that they also have read the instructions and that the inventory 
was taken in accordance therewith. In the case of small cor- 


U.8 Gnzauaa Hevayoe CERTIFICATE OF IN VENTORY 
(To be filed with Collector of Internal Revenue with Income Tax Return) 
FOR CALENDAR YEAR 1921 
Or for period begun rr rn ne eens 19.5 and ended ns - 


a ee | Se 


Name. 


Peeecerwocwerascesereewerwewnnecscncensveeciin nen: mercese iwece 
Petecrrsesewetwrewenmsenceerswsweverscccetasoreesecncocessense 


So teecnrersew rowan veeme are enwnesenncesscesesneturrerecenséacee 


Sworn to and subscrived before me this secesvenccmnass GAY Of 


Pete neem enwrnrennn new nen. 


“(Bignature of officer adrninistering oath.) 
"Stato “cost” or “cost or market, whichever is lower.” Tf any other basis was used, describe fully, 
d with stock, 


(Title. 


lertdnnoaaenvoresnsscrencesv yl Dassece 


Part of inventory taken. 


wet eereeeeereeeene: jenee meinem one eee cone 


Number of sheots 
submitted herewith... 


» Was taken under my 
od of pricing the raw 


r) 


en in accordance therewith; 
hereto are the officers and 


Amount. 


{Beto a talealirered 


f SUS cate aie tio 


p E Ee Batt hornets 


qwerwownescweieennaeisnncnasrnescanecaensosecsecrenses\ cone 


(Signature.) 


—— =a 
(Title.) 
state why used and dato on which inventory was last 


SUBSIDIARY CERTIFICATE 


I (or we), the undersigned employees of the taxpayer named above swear (or affirm) that I (or we) personally directed and observed 


the taking of the parts of the inventory sot opposite my (or our) names, 
and complete in every respect; that I (or we) have carefully read the ins 
the inventory for which I am (or we are) responsible was taken in accord 


Signature. 


Title or position. 


and, to the best of my (or our) knowledge and belief, is true 
tructions on the reverse side of this form and that the parts of 
lance therewith, 


Part of inventory taken, 


tt ecenenecrenwecewwemecnennewreenewecsececen se. 


Sworn to and subscribed before me this ___ 
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This certificate of inv must be submitted by all taxpayors engaged ina 
trade or business in which the production, purchase, or sale of merchandise of 
any kind is an income-producing factor. 

‘he principal certificate will be signed by the taxpayor or an executive officer 
and the subsidiary certificate by officers and employees (such as department 
heads, superintendents, etc.) designated by the taxpayer or executivo officer. 
Ifthe taxpayer who fills in the principal certificate actually directs 2nd observes 
the taking of the perenne the su alery certificate need not be filled in. 

Tn caso there is not sufficient space on this form to enter the names of those 
directed to take the inventory, or it is not convenient for them to take the oath 
jointly, additional copies of this form should be used, but the oath of the principal 
cheer need only be made on the first sheet, stating thereon the number of sheets 

submitted. 
4 Ifthe return has already been filed, the certificate should be sent to the collector 
of the district in which the retum was filed. 


SECTION 203 OF THE REVENUE Act oF 1921. 

That whenever in the opinion of the Commissioner the use of Inventories is 
necessary in order clearly to d ine the income of any taxpayer, inventories 
shall be taken by such taxpayer upon such basis as the Commussioner, with the 
approval of the porn may prescribe as conforming as neeny, as Tey be to 
the best accounting practice in the trade or business and as most clearly reflecting 


the income. 
Extracts From REGULATIONS 62. 


Art. 1581. Need of inventories.—In order to reflect the net income correctly, 
inventories at the beginning and end of each year are necessary in every case 
which the production, pu e, or sale of merchandise is an income-producing. 
factor. ‘The inventory should include raw materials and supplies on id that 
haye been Berane forsale, consumptien or usein productive processes, together 
with all finis! or partly finish goods. Only merchandise title to which is 
yested in the taxpayer should be included in the inventory. Accordingly the 
seller should include in his inventory goods under contract for sale but not yet 
segregated and applied to the contract and i ages out upon consignment, but 
should exclude from pene, ‘oods sold, title to which passed to the pur-. 
chaser. A purchaser should include in inventory merchandise purchased, title 
to which has passed to him, although such merchandise is in transit or for other 
reasons has not been reduced to physical possession, but should not include goods: 
ordered for future delivery transfer of title to which hes not yet been effected. 

AR?. 1582, Valuation of Inventories.—The act provides two tests to which 
each inventory must conform: (1) It must conform as nearly 2s may be to the 
best accounting practice in the trade or business, and (2) it must clearly reflect 
tho income. Follows, therefor, that inventory rules can not be uniform but 
must give effebt to trade customs which come within the scope of the best 
accounting practice in the particular trade or business. In order to clearly 
reflect income, the inventory recees of a taxpayer should be consistent from 
year to year, and greater weig) 
ticular method ofinventorying or basis of valuation so long as the method or basis 
used is substantially in accord with these regulations. An inventory that can 
‘be used under the best accounting practice in a balance sheet showing the finan- 
ce position of the taxpayer Can, as a general rule, be regarded as clearly reflecting 

income. ° 

‘The basis of valuation most commonly used by business concerns and which 
meets the requirements of the Revenue Act is (a) cost or (b) cost or market, 
whichever is lower. (For inyentories by dealers in securities, seo article 1585.) 
Any goods in an inventory which are unsalable at normal prices or unusable in 
the normal way because of damage, imperfections, shop wear, changes of style, 
odd or broken ots, or other similar causes, including secondhand goods taken in 
exchange, should be valued at bona fide selling prices less cost of selling whether 
basis (a) or (b) is used, or if such goods consist of raw materials or partly finished 
goods held for use or consumption, they should be valued upon a reasonable basis, 


taking into consideration the usability and the condition of the goods, but in no 


case shall such value be less than the scrap value. 

Bona fide selling price means actual offerings of goods during a period ending 
not later than 30 days after inventory date. . 

Tho burden of proot wil rest upon the taxpayer to show that such exceptional 
goods as are valued upon such selling basis come within tho classifications indi- 
cated above, and heshall maintain such records of the disposition of the goods 
as Will enable a verification of the inventory to be made. 

In respect to normal goods whichever basis, (a) or (b) is adopted must be 
applied withreasonableconsistency totheentireinventory. Taxpayers were given 
an option to adopt the basis of eithor (a) cost or (d) cast or- market, whichever is 
lower, for their 1920 inventories, and the basis adopted for that year fs controlling, 
and @ change can now be made only after permission is secured from the Com- 
missioner. Goods taken in tho inventory which have been so intermingled that 
they can not be identified with specific invoices will be deemed to be either (2) 
the goods most recently purchased or produced, and the cost thereof will be tha 
actual cost of the g purchased or produced during the period in which the 
quantity of goods in the inventory has been ieee or(6) where the taxpayer 
maintains book inventories in accordance with a sound accounting system in 
which the respective inventory accounts are charged with the actu: 
[oe purchased or produced and credited with the value of goods used, trans- 

ferred, or sold, calculated upon the basis of the actual cost of the goods acquired 

during the taxable year (including the inventory at the beginning of the year) 
the net value as shown by such inventory accounts will be deemed to be tha 
cost of the goods on hand. ° The balances shown by such book inventories should 
be verified by SES inventories at reasonable intervals and adjusted to 
oOfrvautorias should ‘be recorded kag leet 

Invontories shot @ TeCO’ @ legible manner, properly computed and 
summarized, and should be preserved as a part of the SEccanne rected of the 
taxpayer. ‘The inventories of taxpayers on whatever basis taken will be subject 
toinvestigation by the Commissioner, and the taxpayer must satisfy the Com- 
missioner of the correctness of the Pace adopted. 

The following methods, among others, are sometimes used in taking or valuing 
inventories, but are not in accord with these regulations, viz: 

(a) Deducting from the inventory a reserve for price changes, or an estimated 

depreciation in the value thereof. 

(0) Taking work in process, or other parts of the inventory, at a nominal 

price or at less than its proper value. _ 

8 Cares pons ie se papal sacs f alled normal 

sing a constant price or no: ue for a so-c: no uantity of 

(0) mee arson pores a ie either shipped fro: : . 

¢ luding sto Tansit, er shipped to or from the taxpayer, th 
title of which is not vestod in the taxpayer. eth cand 

ArT. 1583. Inventories at cost.—Cost means: - 

() In the case of morchandiso on hand at the beginning of the taxable year, 
the inventory prico of such goods. 

(2) In the case of merchandise purchased since the beginning of the taxable 
year, the invoice price less trade or other discounts, except strictly cash dis- 
counts, ap Bex manag & fair intorest rate, which may be deducted or not at the 
option of the ane et, provided a consistent course is followed. To this net 
invoice price should be added transportation or other necessary charges incurred 
or ists feof teohane produc by tho taxpayer snc the began 

case of merchan produ 18. nee thé 
of the taxable year, (a) the cost oj raw materials an rapgilea entering into : 


it is to be given to consistency than to any par-- 


cost of ther 


* compute and use in valuing 
“tive departments or classes of goads. Se 17218 


consumed in connection with the peat (b) ay for direct labor, 
(c) indirect expenses incident to and necessary for the production of the 
ular article, including in such indirect expens¢s a reasonable proportion of man- 
agement expenses, but not including any cost of selling or return on capital, 
whether by way ofinterest or profit. 

(4) In any industry in which the usual rules for computation of cost of prox 
duction are inapplicable, costs oases Es od upon such basis as may be | 
reasonable and in conformity with est: 


1586), (b) miners and manufacturers who Gee single process or uniform series 
of processes derive a product of two or more , sizes, or grades, the unit cost 
of which is substantially alike (sea article 1587), and retail merchants who use 
eee as Fares as the “retail method” in ascertaining approximate cost, (See 
18 2 

Ant. 18h) Inventories at market.—Under ordinary circumstances, and for 
normal goods in an inventory, “‘market” means the current bid price prevailin 
atthe date oftheinventory for the particular merchandise in the volume in Ww! 


ja and on hand, and (b) of 


arden) in goods in process of manufacture and in finished goods on band; exe 


hed trade practice in the particular — 
nie Among such cases 2re (a) farmers and raisers of live stock (see article — 


. 

j 

usually purchased by the taxpayer, and is applicable in the cases (a) of goods 
eae ue of basis elenionts of cost (raaterials, Tobor, and 


clusive, however, of goods on hand or in process of manufacture for delivery 
upon firm seles contracts (i. Cee not legally subject to cancellation by either 


to before the date of the inventory, which goods. 
must be inventoried at cost. Where no open market exists or where quotations 
are nominal, due to stagnant market conditions, the taxpayer must use such 
evidenca of a fair gaapkeh price at the date or dates nearest the inventory as may 
be available, such as specific purchases or sales by the taxpayer or others in rea- 
sonzble volume and made in good faith, or com: for cancellation of 
contracts for purchase commitments. Where t. 
of business has offered for sale such merchandise at prices lower than the current 
price as above defined, the invent 
allowance for selling expense, and the correctness of such prices will bo 
mined by reference to the actual sales of the taxparer for a reasonable period 
before and after the date of the inventory. Prices which very materially from 
tho actual prices so ascertained will not be accepted as reflecting the market. 
Art. 1585. Inventories by dealers {n securities.—A dealer in securitles 
who in his books of account regularly inventories unsold securities on hand 


party) at fixed prices entered 


nsation pal 


may be valued at such prices less proper — 
: Paro Me 


~ 


taxpayer in the regular course 


either (2) at cost or (b) et cost or market, whichever is lower, or (¢) at market — 


value, may make his return upon the basis upon which his accounts are kept; 
provided that a description of the method employed shall be included in or 
attached to the return, that all the securities must be inventoried by the same 
method, and that such method must be adhered to in subsequent years, unless 
another be authorized by the Commissioner. For the purpose of this rule a 
ee in securities is a aperere securities, wea an nee Laie 
ship, or corporation, with an establishe of business, regularly enga; 

the} warchase of securities and their resale to customers; that is, ono who as a 
merchant buys securities end sells them to customers with a view to the gains 
and profits that may be derived therefrom. If such business is simply a branch 
of the atlivities carried on by such person, the securities inventoried as here 
provided may include only those held for purposes of resale and not for invest- 
ment. Taxpayers who buy and sell or hold securities for investment or specu- 
lation, and not in the course of an established business, and officers of corpora- 
tions and members of ea who in their individual capacities buy and 
sell securities, are not dealers in securities within the meaning of this rule. A 
dealer in securities is not entitled to the benefits of section 206 with reierence to 
the gain from the sale of securities. 

ART. 1586. Inventories of liveestock rafsers and other farmers.—(1) 
Tarmers may charge the basis of theirreturns{rom that ofreceipts and disburse- 
ments to that of aninventory basis, which necessitates the use of opening and 
closing inventories for the yearin which the changeismade. There should be 
included in the opening inventory all farm acdc: (including live stock), pur- 
chased or raised, which were on hand atthe i 
must not include real estate, buildings, permanent improvements, or any other 
assets subject todepreciaticn. 

(2) Because of the difficulty of ascertaining actual cost of live stock and other 
farm products, farmers who render their returns upon an inventory basismayat 
their option value their inventories for the current taxable year according to the 
“‘farm-price method” which provides for the valuation of inventories at market 
pucs less cost of marketing. If the use of the “farm-price method” of valuing 

ventorics forany taxable year involves a changein method of pricing inventories 
from that papers in prior years, the opening inventory for the taxable year 
in which the changeis madeshould ‘be broughtinatthesame value asthe closing: 
inventory forthe preceding taxable year. Ifsuch valuation of the opening inven 
tory for taxable year in which the change is made results in an abnormall 
large income for that year, there may be submitted with the return for si 


.taxable year an adjustment statement for the preceding year based on tho “farm- 


price method ” of valuing inventories; upon the amount of which adjustments 
See See eyerae be assessed and paid at therate of tax in eflect for such 
ig year. i 
Pr) Where returns have been made in which the taxable net income has beém 
computed upon incomplete inventories, the abnormality should be corrected by 
submitting with the return for the current taxable year a statement for the pre= 
ceding ycar in which such adjustments shall be made as are necessary to bring 
the closing inventory for the preceding into agreement with the opening 
complete inventory for the current taxable year. necessary to reflect the in« 
come, similaradjustments may be madeasat the beginning ofthe preceding year, 
and the tax, ifany bedue, be assessed at thorate of taxineflect forsuch year. 

Ant. 1587. Inventories of miners and manutacturers.—A taxpayer 
engaged in mining or manufacturing who by a 
processes derives 3 product of two or more kinds, s, or grades, the unit cost of 
which is substantially alike, and whoin conformity toa recognized trade practies 
allocates an amount of cost to each kind, size, or grade of product which in the 
aggregate will absorb the total cost of production, may use such allocated cost- 
as 8 basis for pricing inventories, peor such allocation bears a reasonable 
relation to the respective selling values of the different kinds of product. 

Akt. 1588. Inventories of retall merchants.—Retail merchants who em-+ 
Ploy what is known as the “retail method ” of pri inventories may make their 
returns upon that basis, provided that the use ofsuch method is designated upon 
the return, that accurate accounts are kept, and that such method is consis 
adhered to unless a change is authorized by the Commissioner. Under 
method the goods in the inventory are ordinarily priced at the selling prices and 
the total retail value of the goodsin each department or of each class of goods is 
Teduced to approximate cost by deducting the percentage which represents the 
difference between the retail selling value and the purchase price. This percent- 
age is determined by departments of a store or by classes of goods, aud should 
represent as accurately as may be the amounts added to the cost prices of tha 
goods to cover selling and other expenses of doing business and for the margin of 
pects Incomputing the percentage above mentioned, properadjustment should 

ae for all ees s and Ee Se " it 

xXpayer mainta’ More than one department in his store or dealing 
classes of goods carrying different percentages of gross profit should not use & 
percentage of profit based ee an average of his entire business, but should 
inventory the proper percentages for the respee 


process or uniform series of 
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porations the officer who signs the principal certificate is, of 
course, often the man who is also responsible for the taking 
of the inventory, in which case the subsidiary certificate need 
not be filled in. The instructions on the reverse of the form are 
probably clear. 


§ 389. Schedule A1z2—Expenses 


The next item in the “Loss” column of the work-sheet is 
Wages, $26,600. This and all items of expense for which 
specific spaces are not provided in the lower half of Schedule A 
will be included in the total to be entered on line 12 of that 
schedule. In accumulating this total the method least likely to 
result in errors necessitating a checking back, is to head up a 
sheet of work-paper with the title “Schedule A12— Expenses,” 
record the item Wages, $26,600, and then not try to finish the 
schedule at once but proceed down the “Loss” column of the 
work-sheet or the journal entry debiting Profit and Loss, placing 
the various amounts where they belong as they are reached. 
The items of Delivery Expenses, Warehouse Rent, and Ware- 
house Expense, which come next, will all be entered on 
Schedule Azz. 


BrYANT-CHASE COMPANY 
Indianapolis, Indiana 


1921 
SCHEDULE A12—EXPENSES 
Wages mucin dh). ee iineihie ecioeies [oaergese $26,600 
Delivery, WEpPENSes| 5 achaye ce ici- si ays clays cress arriaiee suet 2,300 
\ WARE OTRO Gil dem A sorentorcn Coon aace 2,500 
NVAreHOUSeMEEXPENSC etic ce ke nos treaictele sate he aerate 460 
Discount onvsalestin aon Asis. LG Pas Shea 3,630 
reve lines EX PENSEs gages serch cheeryeeyrer seins bie eee sie lop 8,890 
OHICeSE DE TSC oe me chiens ye tenehe oo foes. ied 4,600 
ANGIE REI a » atncuhicu naneraetenc Onna tel ih tow ateAiracsiernniao error 16,000 
Miscellaneous Expense........-..0+seeceeees essere 3,400 
Taight andubleatienys fry, yaayeisreie to epie eisele sy epee yale 540 
A SUILATICE are teicrseitdis.o @iete ies one + Shake Bje,s 0)? a a 'elelsl spo unue’>s 600 
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§ 390. Schedule A18—Depreciation 


The next item is Depreciation, $12,610. The amount is 
entered on line 18 of Schedule A, and the facts from which the 
depreciation was calculated are recorded on Schedule A18, 
page 4 of the return. It should be noted that the cost of each 
asset, divided by the probable life, is expected to be the amount of 
depreciation taken on that asset during the year. If increases 
have been made in the asset account during the year, as for 
example by the purchase of additional machinery, it is expected 
that depreciation will be taken on the average between the cost 
at the beginning of the year and the cost at the end, unless depre- 
ciation can be readily calculated on the additions for the period 
for which each was in service. There is nothing in the law 
or the regulations to prevent depreciation at proper rates 
being separately calculated on each individual unit of equipment, 
as is often done when a property record is kept. 

The cost total on Schedule A18 is expected to equal the bal- 
ance sheet asset valuation, and the total of the depreciation taken 
in the current year and in previous years will normally equal the 
amount of the balance in the Allowance for Depreciation account. 
There are, however, many things which may disturb this recon- 
ciliation. 


§ 391. Entry of Other Expenses 


The next item in the “Loss” column, Discount on Sales, 
$3,630, will be entered on the schedule of expenses (A12) which 
we have started. 

Officers’ Salaries, $18,400, will be entered on line 13 of SOK 
ule A, and a schedule of these salaries will be typed with the 
heading ‘“‘Schedule A13—-Compensation of Officers.” This sched- 
ule will show for each officer the information asked for on page 4 
of the return. 

Traveling Expense. Office Expense, Advertising, Miscellane- 
ous Expense, and Light and Heat, will all be listed on Schedule 
Artz. The Miscellaneous Expense account has been used too 
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freely by the corporation whose return we are preparing. When 
the office audit of this return is made, it is likely that the com- 
pany will be asked to furnish an analysis of the items making up 
this total. As this request may not come until some years later, 
difficulty may then be experienced in furnishing the details. 
Generally speaking, the Miscellaneous Expense account should 
be used so sparingly that its total for a year will not reach $1,000, 
more specific accounts being opened to take care of items which 
would otherwise run it above that figure. 

Repairs, $1,120, will be entered on line 14 of Schedule A, and 
a separate schedule entitled ‘‘Schedule A14—Repairs” should be 
prepared showing the nature and amount of the principal items 
included in the total. Repairs is another account which should 
not be allowed to become a burying ground, because if it appears 
too large it is probable that the Department will ask to have it 
analyzed in order to make sure that additions to capital assets 
have not been charged off. It is better to open enough accounts 
to avoid these analyses at later dates. 

Deductible interest will be entered on line 15 of Schedule A. 
Insurance expense goes on the supporting Schedule Azz. 


§ 392. Entry of Taxes, Donations, and Bad Debts 


Taxes which are deductible? are entered on line 16 of Sched- 
ule A, and a supporting schedule entitled “Schedule A16— 
Taxes” should be prepared showing the kind and amount of the 
various taxes claimed as a deduction. Federal income and 
profits taxes charged against Profit and Loss of the year should 
be entered as item 13 (b) of Schedule L on page 4; if, however, 
such taxes are charged to Surplus, their amount should be en- 
tered as item 16 of that schedule. 

Donations are entered as item 13 (a) of Schedule L, donations 
by a corporation not being deductible. 

The deduction for bad debts charged as a loss during the year 


3See Sec. 234 (a-3) of the Revenue Act of 1921. 
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is entered on line 17 of Schedule A, and the information asked 
for in that connection on page 4 of the return should be furnished 
in a separate schedule to be prepared and entitled ‘Schedule A17 
—Bad Debts.” If the amounts charged off represent specific 
losses, the taxpayer must be prepared to show that the claim of 
loss is justified; if the deduction is on account of an addition to 
a reserve for bad debts he must show that its amount is reason- 
able. 


§ 393. Completion of Supporting Schedules 


The last item in the “Loss” column of the work-sheet is the 
amount of a loss sustained on the sale of Liberty bonds. This 
must be entered on Schedule A23 as was the profit on the sale of 
vacant lots. The loss will be entered in red ink. The net gain 
on the sale of capital assets will then be obtained by subtracting 
the loss from the profit previously entered, and will be carried 
over to line 23 of Schedule A, and also (since there is no amount 
on line 24) to the last column on line 24. The forms to be 
used for 1922 and subsequent years may handle differently 
the gain or loss on sales of capital assets. 

Schedule Ar2 will then be added and its total entered on line 
12 of Schedule A. 

Every supporting schedule should bear the name and the 
address of the taxpayer, at least to the extent of showing the 
city and state. It should also show the year to which it applies, 
as the schedules sometimes become detached from the return. 
If the taxpayer has a fiscal year other than the calendar year, the 
schedule should show just when such fiscal year ends. 

When the return is finally finished, all the supporting sched- 
ules, including Form 1126 (the Certificate of Inventory) should 
be firmly stapled to it on some page other than the first. As long 
as the four-page returns are in use, page 2 is probably the best 
place. If, as is expected, the returns for 1922 and subsequent 
years are two-page returns, the schedules should be bee to 
the back of the return. 
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§ 394. Completing Schedule A 


To complete Schedule A, the total of items 1 to ro inclusive 
should be placed on line 11, and the total of items 12 to 20 inclu- 
sive on line 21. The difference between these two totals should 
then be entcred on line 22. To it should be added the amount 
previously entered on line 24, and the sum placed on line 25 and 
again on line 27. 


§ 395. Reconciliation of Income and Analysis of Surplus 


The net taxable income as shown on line 27 of Schedule A is 
then entered as item 1 of Schedule L, and the total of items 1 to 
4 inclusive of Schedule L is recorded on line 5. The total of item 
13 is recorded on line 14 and also on line 6, and is then subtracted 
from the amount shown on line 5, the difference being entered on 
jine 7. If the work has been done correctly, this difference will 
be the amount which has been credited to the Profit and Loss 
account during the year. In the present instance the amount 
on line 6 is larger than the amount on line 5 and the difference. 
as a loss, should be entered on line 7 in red ink. 

As a proof that the increase or decrease in the net worth of 
the corporation has all been accounted for, Schedule L is con- 
tinued as an analysis of the changes in the Surplus account dur- 
ing the year. The Surplus at the close of the preceding year, as 
shown by the balance sheet submitted with the income tax re- 
turn, is entered as item 8 of Schedule L, and is added to the 
profit (or diminished by the loss) shown on line 7, the sum (or 
difference) being entered-as item 10. If any credits of non- 
taxable income to Surplus on account of the return of amounts 
of surplus previously appropriated, or from other sources, have 
been made during the year, these would be entered as item 9 and 
included in the total on line ro. 

Debits to the Surplus account during the year on account of 
dividends, additions to reserves which as non-operating reserves® 
4 See Ch. III, “Reserve Accounts.” 


5 See § 17. For handling of income credited directly to such reserves instead of passing 
through the Profit and Loss account, see § 383. 
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are not deductible, etc., are entered as items 15 and 16 of Sched- 
ule L. Their total is entered as item 17 and also as item 11. 
The difference between this item and item ro is entered on line 
12, and must be the amount of surplus as shown by the balance 
sheet as of the closing date of the taxable year which is being 
reported. 


§ 396. Completion of the Return 


.To complete the return a schedule entitled “Schedule K— 
Balance Sheets” explained on page 3 of the return (not shown 
among the forms of this chapter) should be prepared showing in 
parallel form the balance sheets of the corporation at the begin- 
ning and end of the taxable year. The balance sheet at the be- 
ginning should agree with that which was filed as the balance 
sheet at the end of the preceding taxable year. 

All the information specifically called for under the heading 
“Questions” on page 3 of the return (not shown) should be fur- 
nished, the copy for filing should be prepared, the schedules 
should be attached, and when the return has been subscribed 
and sworn to by the two proper officers it is ready to be filed, 
accompanied by a check for at least one-fourth of the tax shown 
to be due. 


§ 397. Consolidated Returns 


The preparation of consolidated returns is not different from 
that of other corporate returns, but attention is called to the 
fact that Form 1122, shown below, must be filed for each of the 
subsidiary companies whose income is included in the income 
reported by the holding company. 


Form 1122—UNITED STATES INTERNAL REVENUE SERVICE 


INFORMATION RETURN OF SUBSIDIARY OR AFFILIATED CORPORATION 


WHOSE NET INCOME AND INVESTED CAPITAL ARE INCLUDED IN RETURN OF A PARENT OR PRINCIPAL 
REPORTING CORPORATION FOR PURPOSES OF INCOME AND PROFITS TAXES 


FOR CALENDAR YEAR 1921 
Uf return is for calendar 


year 1921, file it on or be- (Date Received) 

fore March 15, 1922, with 

the Caller ot isn | Or for period begun ~—_..__....... 1920, and ended ——-.-—--—-----» 1921 

which the Subsidiary or : 

Affiliated Corporation has 

its principal office. oa irae serea coencsasecasconsnaccaswandtsuersnte-cewecsecocecqunsn seuewwewrecenvna=raes 
If for a period other than (Neme) 

a calendar year, the return 

Sbcold befiledenorbefore. || a, «*~* eC, AB bteet and Shumber orrural route) 

the 15th day of the third 

Raped Sallcing (lve. chase daa carmnrs gnome eer nnr nanan naan ar a eeu 

Bienchipetied! (Post Office and State) 


————————————————————————— = —= 


1, Date incorporated.......---------------------------er---enenenenteee Under laws of what State ?.........-..------------—- a 

©, Kind of business. -<ccc-e--wec--——-- meen naennnnn anne een nenc anno nnn n cerca nen AR 

3. Par value of capital stock outstanding at beginning of taxable period: 
(a) Common, $-.--...----.------------+-------} (b) preferred, $--------------«- 


4. Name of parent corporation 


an ewccnccccwen news erence nn nn cc wen nosnoener ne censocceconeworsnccnssscewen 


5, Address of parent corporation ........---------+---2---+----o-sseseerisneecenennanenscamencencntenentase te ene 


§. Internal revenue district in which consolidated return has been filed 
(Give district, or city and State) 
7. The department prefers that the entire tax shown on @ consolidated return be paid by the parent or principal 


reporting corporation, instead of being apportioned among the corporations composing the affiliated group. 


If apportionment is made, state the amount of income and profits taxes for the taxable period to be assessed 


against the subsidiary or affiliated corporation making this. return -.-.-......--------- Cad aerate eyaba trast 


‘We, the undersigned, president and treasurer of the above-named subsidiary or affiliated corporation, being 
severally duly sworn, each for himself deposes and says that the foregoing return, including the accompanying 
list (if any), has been examined by him and is to the best of his knowledge and belief a true and complete return 
of information made in good faith pursuant to the Revenue Act of 1921 and the Regulations issued thereunder. 


Sworn to and subscribed before me this 


EE 0) eee ee een Ca =o ee ee ae rit Sees 
President. 
oe al 
(Signature of officer administering oath) 
ee eceeeeete acorn ne re nee 
contre ine Treasure’. 
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§ 398. Information at the Source 


Attention should be called also to the two forms given below. 
These must be sent directly to the Commissioner of Internal 
Revenue so as to be in his hands not later than March fifteenth 
of each year. These forms cover the transactions of the calendar 
year, irrespective of when the taxable year of the person or cor- 
poration filing them ends. 

They are known as Forms 1096 and 1099, and their purpose 
is to inform the Commissioner of amounts of income paid to and 
in consequence ordinarily returnable by other taxpayers. Form 
1099 is a small form on which the payer reports any amounts of 
“salaries, wages, rent, interest, or other fixed or determinable 
gains, profits, and income” in excess of $1,000 to any individual, 
partnership, corporation, etc., during the preceding calendar 
year, using one blank for each person to whom such payments 
were made. The method of filling out the form should be clear 
from the form itself. 

Form 1099 Is in substance a letter of transmittal to accom- 
pany the smaller report forms. It is to be headed up with the 
name of the taxpayer making the statement and is to be filled 
out only to the extent of showing in Block B the number of re- 
port forms 1099 which are. attached. It must be subscribed and 
sworn to by a proper person before forwarding to the Commis- 
sioner. Any officer of a corporation may make the affidavit. 

For purposes of collecting the information required for the 
proper filling out of these forms, a card such as that reproduced 
below has been found very useful. Such a card is also of service 
in the matter of adjustment of workmen’s compensation, etc. 
The reverse side of this form contains a similar “record of 
payments” for two additional years, so that each card serves 
for three years. 
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Corsa renter 1022) UNITED STATES INTERNAL REVENUE SERVICE 


ANNUAL INFORMATION RETURN 


OF PAYMENTS OF INCOME, ETC., REQUIRED TO BE REPORTED UNDER REVENUE ACT 
OF 1921 


FOR CALENDAR YEAR 1921 


(Return for Fiscal Year Can Not Be Accepted) 


FOR INSTRUCTIONS SEE REVERSE SIDE 


ESE TUR (Date received in 
ACCOMPANIED BY Sorting Section) 
REPORTS ON 
FORM 1099, MUST BE | | ---—--~------------7 BesaS ai aN BE a ee ees et 


FORWARDED SO AS 
TO REACH THE 
COMMISSIONER OF ]|4'/\.00F lo) GU eee oe ee 

INTERNAL REVENUE, | {9 7 | (Street and number or rural route.) 
SORTING SECTION, 
WASHINGTON, D. C., 
ON OR BEFORE 


MARCH 15, 1922. (City.) (Btate.) 
A B 
REPORT 
CHARACTER OF INCOME PAID. FORMS 1009 
ATTACHED. 
Interest, rent, salaries, wages, premiums, annuities, compensation, remuneration, emoluments, or other 
fixed or determinable Gains, profits, ‘and iricome of'$1,000 or more = Se eee 


(DO NOT WRITE IN THIS SPACE.) 


eS 


IMPORTANT NOTICE 


Returns of information are required to be rendered: on the basis of the calendar year. Returns for any other perio 
of time will not be accepted. 


If list showing names and addresses of payees is compiled or an adding machine tape used in executing Forms 1099. it should b 
submitted with forms. 

The name of the individual, corporation, partnership, etc., using Form 1099 may be printed or stamped on each form, if so desired 

_ Returns of individuals on this form muat be signed and ‘sworn, to by the individual or bis duly authorized agent. Returns o 

corporations, partnerships, etc., must be signed and sworn to by an officer‘of the gorporation or member of firm. 
_—————————————————————————————————————— ——————_____ ___________ 

I swear (or affirm) that to the best of my knowledge and belief the foregoing return and the accompanying reports constitute a tra 
and complete statement of payments of the above-described classes of income made by the person or organization named at the hea 
of this return during the calendar year 1921. 


Sworn to and subscribed before me this ______. day ee a ee aE 
(Signature.) 
OF esa snennyscenecenssncns-snseecscoce— ory LOGE any Ge Gl fe We ANTE Were eke ee ee 
7 Btake penetuee individual owner, member of firm, or disbursing officer 
ent bureau or office, or if officer of corporation give title.) 
i ee ee Cocos) fae 
Tle-iwe. 6 chOte «iM GG. ~(Gtate address of pereon signing if different from thst given at bead ofreturn) 


(THIS RETURN MUST BR SIGNED AND SWORN TO) 
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BOOK IV 
CORPORATE FORMS 


VI AOR 


eMAOL ATAHOTAOD 


Part I—Forms Relating to Organization 


Abid Gg soe Ae 


CHARTER FORMS 


The following charter application, i.e., a complete charter 
form which upon due allowance by the state officials becomes the 
actual charter of the company, is that of a corporation organized 
under the laws of New York.1 

It is in the ordinary form. It provides for preferred stock 
and for cumulative voting. 


yp ee wn wenn an nnn nnn nen oo en noe en enn te ee eee ee ee 


CERTIFICATE OF INCORPORATION 
of the 
MIDVALE REALTY CORPORATION 


We, the undersigned, all being of full age and two-thirds being citizens of the 
United States aud one of us a resident of the State of New York, for the purpose 
of forming a corporation under the Business Corporations Law of the State of 
New York, do hereby certify and set forth: 


First—The name of said corporation is 
“MrpvALE REALTY CORPORATION” 


Second—The purposes for which said corporation is to be formed are as follows: 

(a) To take, lease, purchase or otherwise acquire, and to own, use, hold, 

sell, convey, exchange, lease, mortgage, work, improve, develop, cultivate, 

and otherwise handle, deal in, and dispose of real estate, real property, and 
any interest or right therein. 

(b) To take, purchase, or otherwise acquire, and to own, hold, sell, 

convey, exchange, hire, lease, pledge, mortgage, and otherwise deal in and 


1 For cost of incorporation, see Book I, Ch. VIII,"‘Cost of Incorporation”’; for general dis- 
cussion of charters, see Book I, Part V, ‘‘The Charter.” 


1425 


1426 CORPORATE FORMS [Bk. IV- 


dispose of all kinds of personal property, chattels, chattels real, choses in 
action, notes, bonds, mortgages, and securities. ; 

(c) To convert and appropriate any land that may be acquired or be law- 
fully controlled by this corporation, into and for ways, roads, paths, streets, 
controlled by this corporation, into and for ways, roads, paths, streets, 
alleys, sidewalks, parks, gardens, boulevards, and pleasure grounds; and 
generally to deal with, manage, improve, and administer the lands owned 
and controlled by the corporation or entrusted to its care. 

(d) To erect or to have erected, to construct or to have constructed, 
houses, works, buildings, storerooms, factories, tenements, edifices and 
structures of every description; and to rebuild, enlarge, improve, and alter 
existing houses, works, buildings, storerooms, tenements, edifices, and 
structures of every description; and to buy, sell, own, use, manage, and lease 
the same or similar structures. 

(e) To warrant the title to lands or to any estate or interests in lands 
sold by said corporation; to issue notes, bonds, and debentures secured by 
mortgage or deed of trust upon the property of said corporation or other- 
wise; and to sell and dispose of the same for the benefit of the corporation 
or for any lawful purpose. 

(f) To make, enter into, perform, and carry out, contracts for construct- 
ing, building, altering, improving, repairing, decorating, maintaining, 
furnishing, and fitting up buildings, tenements, and structures of every 
description; and to advance money to, and to enter into agreements of all 
kinds, with builders, contractors, property owners, and others, for said 
purposes. 

(g) To collect rents, and to make repairs, and to transact, on commission 
or otherwise, the general business of a real estate agent, and, generally, the 
sale, leasing, control and management of lands, buildings, and property of 
all kinds. 

(h) To purchase, acquire, hold, and dispose of, stocks, bonds, and other 
evidences of indebtedness of corporations wheresoever organized, and to pay 
for the same in cash or in property or by the issuance of its own stock, bonds, 
or other obligations, to exercise in respect thereto all of the rights, powers, 
and privileges, of individual owners or holders thereof, and to exercise all 
voting powers thereon. 

(i) To purchase or otherwise acquire shares of its own capital stock, and 
to hold or to dispose of the same or to retire the same, subject, however, to 
all provisions of the law of the State of New York. 

é) To transact any or all of its business outside of the State of New 
York, and at any place or at one or more places within the United States 
of America, or the Dominion of Canada, and in any other part of the world, 
and the corporation shall have all the power to accomplish any and all of its 
objects and purposes which a natural person would have. 


Third—The amount of capital stock of said corporation is One Million Dol- 
lars ($1,000,000). 

The amount of capital with which said corporation will begin business is One 
Thousand Dollars ($1,000). 


Fourth—The total number of shares which may be issued by the corporation 
is sig Thousand (10,000) Shares, of the par value of One Hundred Dollars ($100) 
each. 

Of said capital stock Five Thousand (5,000) Shares, of the par value of Five 
Hundred Thousand Dollars ($500,000) shall be cumulative preferred stock, en- 
titled to an annual dividend of six per cent (6%) from the profits of the corpora- 
tion, payable semiannually, on the tenth days of January and July in each year, 
before any dividends are paid upon the common stock, and to share equally with 
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the common stock in any excess paid in any year above six per cent (6%) to all 
the stock, and in the event of liquidation or dissolution from any cause said pre- 
ferred stock shall be entitled to be paid in full from the assets of the corporation 
before anything is paid to the common stock. The holders of such preferred stock 
shall not be entitled to vote in any meeting of the stockholders or election of direc- 
tors, unless the accumulated dividends due and unpaid such preferred stock at the 
time shall equal or exceed fifteen per cent (15%) of the par value of said stock. 

Of said capital stock Five Thousand (5,000) Shares, of the par value of Five 
Hundred Thousand Dollars ($500,000), shall be common stock of the corporation. 


Fifth—The principal business office of said corporation is to be located in the 
Borough of Manhattan and in the City, County, and State of New York. 


Sixth—The duration of said corporation is to be perpetual. 
Seventh—The number of directors of said corporation shall be five. 


Eighth—The names and the post-office addresses of the directors of said 
corporation for the first year are as follows: 


(Names and addresses of directors omitted.) 


Ninth—The names and the addresses of the subscribers to this certificate, 
and the number of shares which each agrees to take in said corporation are as 
follows: 


NAMES ADDRESSES SHARES 
John B. Clark 203 Broadway, New York City I 
Charles F. Holbrook Mount Vernon, N. Y. . I 
Douglas Raymond 212 Madison Ave., New York City I 


Tenth—At all elections of directors of this corporation each stockholder shall 
be entitled to as many votes as shall equal the number of his shares of stock, 
multiplied by the number of directors to be elected, and he may cast all of such 
votes for a single director or may distribute them among the number to be voted 
for, or any two or more of them, as he may see fit. 

In Witness WHEREOF, we have made and signed this certificate in 
duplicate this 13th day of January, one thousand, nine hundred and 
twenty-two. 

Joun B. Crark 
CHARLES F. HOLBROOK 
Doucias RAYMOND 


Strate oF NEw York \ 


$5u5 
County oF NEw YorKJ 


Personally appeared before me this 13th day of January, 1922, John B. Clark, 

Charles F. Holbrook, and Douglas Raymond, to me personally known to be the 

ersons described in and who executed the foregoing certificate and severally 
acknowledged that they executed the same for the purposes therein set forth. 


Henry F. SHERWOOD, 
Notary Public for 
NOTARIAL\ New York County 
{ SEAL 
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The United States Steel Corporation was first organized with 
a capital stock of $3,000. This very modest capitalization 
endured for less than six weeks, when the affairs of the company 
having reached the proper point for a permanent organization, 
the capitalization was raised to over one billion dollars—at that 
time the largest industrial capitalization in the world. The 
charter which follows is the amended charter of the United 
States Steel Corporation. 


Form 2. New Jersey Charter 


AMENDED CERTIFICATE OF INCORPORATION 
of 
UNITED STATES STEEL CORPORATION 


We, the undersigned, in order to form a corporation for the purposes herein- 
after stated, under and pursuant to the provisions of the Act of the Legislature 
of the State of New Jersey, entitled “An Act Concerning Corporations (Revision 
of 1896),”’ and the acts amendatory thereof and supplementary thereto, do hereby 
certify as follows: 


I—The name of the corporation is 
“UNITED STATES STEEL CORPORATION”’ 


II—The location of its principal office in the State of New Jersey is at No. 51 
Newark street, in the City of Hoboken, County of Hudson. The name of the 
agent therein and in charge thereof; upon whom process against the corporation 
may be served, is Hudson Trust Company. Said office is to be the registered 
office of said corporation. 


J1J—The objects for which the corporation is formed are: 


To manufacture iron, steel, manganese, coke, copper, lumber, and other 
materials, and all or any articles consisting or partly consisting of iron, 
steel, copper, wood, or other materials, and all or any products thereof. 

To acquire, own, lease, occupy, use or develop any lands containing coal 
or iron, manganese, stone or other ores, or oil, and any woodlands, or 
other lands, for any purpose of the company. 

To mine or otherwise to extract or remove coal, ores, stone and other 
minerals and timber from any lands owned, acquired, leased or occupied 
by the company, or from any other lands. 

To buy and sell, or otherwise to deal or to traffic in iron, steel, manganese, 
copper, stone, ores, coal, coke, wood, lumber and other materials and any 
“ eae at thereof, and any articles consisting or partly consisting 
thereof. 

To construct bridges, buildings, machinery, ships, boats, engines, cars and 
other equipment, railroads, docks, slips, elevators, water works, gas 
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works and electric works, viaducts, aqueducts, canals, and other water- 
ways, and any other means of transportation, and to sell the same, or 
otherwise dispose thereof, or to maintain and operate the same, except 
that the company shall not maintain or operate any railroad or canal in 
the State of New Jersey. 

To apply for, obtain, register, purchase, lease or otherwise to acquire, and 
to hold, use, own, operate and introduce, and to sell, assign, or otherwise 
to dispose of, any trademarks, trade names, patents, inventions, improve- 
ments and processes used in connection with or secured under letters 
patent of the United States, or elsewhere, or otherwise; and to use, 
exercise, develop, grant licenses in respect of, or otherwise turn to account 
any such trademarks, patents, licenses, processes and the like, or any 
property or rights. 

To engage in any other manufacturing, mining, construction or transpor- 
tation business of any kind or character whatsoever, and to that end to 
acquire, hold, own and dispose of any and all property, assets, stocks, 
bonds and rights of any and every kind, but not to engage in any business 
hereunder which shall require the exercise of the right of eminent domain 
within the State of New Jersey. 

To acquire by purchase, subscription or otherwise, and to hold or to dispose 
of stocks, bonds, or any other obligations of any corporation formed for, 
or then or theretofore engaged in or pursuing any one or more of the kinds 
of business, purposes, objects or operations above indicated, or owning or 
holding any property of any kind herein mentioned, or of any corporation 
owning or holding the stocks or the obligations of any such corporation. 

To hold for investment, or otherwise to use, sell or dispose of, any stock, 
bonds or other obligations of any such other corporation; to aid in any 
manner any corporation whose stock, bonds or other obligations are held 
or are in any manner guaranteed by the company, and to do any other 
acts or things for the preservation, protection, improvement or enhance- 
ment of the value of any such stock, bonds or other obligations, or to do 
any acts or things designed for any such purpose; and, while owner of 
any such stock, bonds or other obligations, to exercise all the rights, powers 
and privileges of ownership thereof, and to exercise any and all voting 
power thereon. 

The business or purpose of the company is from time to time to do any one 
or more of the acts and things herein set forth; and it may conduct its 
business in other States and in the Territories and in foreign countries, 
and may have one office or more than one office, and keep the books of the 
company outside of the State of New Jersey, except as otherwise may be 
provided by law; and may hold, purchase, mortgage and convey real and 
personal property either in or out of the State of New Jersey. 

Without in any particular limiting any of the objects and powers of the 
corporation, it is hereby expressly declared and provided that the cor- 
poration shall have power to issue bonds and other obligations in payment 
for property purchased or acquired by it, or for any other object in or 
about its business; to mortgage or pledge any stock, bonds or other 
obligations, or any property which may be acquired by it, to secure any 
bonds or other obligations by it issued or incurred; to guarantee any 
dividends or bonds or contracts or other obligations; to make and per- 
form contracts of any kind and description; and in carrying on its busi- 
ness, or for the purpose of attaining or furthering any of its objects, to do 
any and all other acts and things, and to exercise any and all other powers 
which a copartnership or natural person could do and exercise, and which 
now or hereafter may be authorized by law. 


IV—The total authorized capital stock of the corporation is eleven hundred 
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million dollars ($1,100,000,000), divided into eleven million shares of the par value 
of one hundred dollars each. Of such total authorized capital stock five million 
five hundred thousand shares, amounting to five hundred and fifty million dollars, 
shall be preferred stock, and five million five hundred thousand shares, amounting 
to five hundred and fifty million dollars, shall be common stock. 

From time to time the preferred stock and the common stock may be increased 
according to law, and may be issued in such amounts and proportions as shall be 
determined by the Board of Directors and as may be permitted by law. 

The holders of the preferred stock shall be entitled to receive, when and as 
declared, from the surplus or net profits of the corporation, yearly dividends at the 
rate of seven per centum per annum and no more, payable quarterly on dates 
to be fixed by the by-laws. The dividends on the preferred stock shall be cumu- 
lative, and shall be payable before any dividends on the common stock shall be 
paid or set apart; so that, if in any year dividends amounting to seven per cent 
shall not have been paid thereon, the deficiency shall be payable before any divi- 
dends shall be paid upon or set apart for the common stock. 

Whenever all cumulative dividends on the preferred stock for all previous years 
shall have been declared and shall have become payable, and the accrued quarterly 
installments for the current year shall have been declared, and the company shall 
have paid such cumulative dividends for previous years and such accrued quarterly 
installments, or shall have set aside from its surplus or net profits a sum sufficient 
for the payment thereof, the Board of Directors may declare dividends on the 
common stock, payable then or thereafter, out of amy remaining surplus or net 

rofits. 
: In the event of any liquidation or dissolution or winding up (whether volun- 
tary or involuntary) of the corporation, the holders of the preferred stock shall be 
entitled to be paid in full both the par amount of their shares and the unpaid divi- 
dends accrued thereon before any amount shall be paid to the holders of the common 
stock and, after the payment to the holders of the preferred stock of its par value 
and the unpaid accrued dividends thereon, the remaining assets and funds shall 
be divided and paid to the holders of the common stock according to their respective 
shares. 


V—tThe names and post-office addresses of the incorporators, and the number 
of shares of stock for which severally and respectively we do hereby subscribe (the 
aggregate of our said subscriptions, being three thousand dollars, is the amount of 
capital stock with which the corporation will commence business), are as follows: 


NUMBER OF SHARES 
PREFERRED COMMON 


NAME POST-OFFICE ADDRESS STOCK STOCK 
Charles C. Cluff 51 Newark St., Hoboken, N J. 5 5 
William J. Curtis 51 Newark St., Hoboken, N. J. S 5 
Charles MacVeagh 51 Newark St., Hoboken, N. J. 5 5 


ViI—The duration of the corporation shall be perpetual. 


VII—The number of Directors of the company shall be fixed from time to time 
by the by-laws; but the number, if fixed at more than three, shall be some multiple 
of three. The Directors shall be classified with respect to the time for which they 
shall severally hold office by dividing them into three classes, each consisting of 
one-third of the whole number of the Board of Directors. The Directors of the 
first class shall be elected for a term of one year; the Directors of the second class 
for a term of two years, and the Directors of the third class for a term of three 
years; and at each annual election the successors of the class of Directors whose 
terms shall expire in that year shall be elected to hold office for the term of three 
years, so that the term of office of one class of Directors shall expire in each year. 
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The number of Directors may be increased as may be provided in the by-laws. 
In case of any increase of the number of the Directors the additional Directors 
shall be elected as may be provided in the by-laws, by the Directors or by the 
stockholders at an annual or special meeting; and one-third of their number shall 
be elected for the then unexpired portion of the term of the Directors of the first 
class, one-third of their number for the unexpired portion of the term of the Direc- 
tors of the second class, and one-third of their number for the unexpired portion 
of the term of Directors of the third class, so that each class of Directors shall be 
increased equally 

In case of any vacancy in any class of Directors through death, resignation, 
disqualification or other cause, the remaining Directors, by affirmative vote of a 
majority of the Board of Directors, may elect a successor to hold office for the unex- 
pired portion of the term of the Director whose place shall be vacant, and until the 
election of a successor. 

The Board of Directors shall have power to hold their meetings outside of the 
State of New Jersey, at such places as from time to time may be designated by the 
by-laws or by resolution of the Board. The by-laws may prescribe the number 
of Directors necessary to constitute a quorum of the Board of Directors, which 
number may be less than a majority of the whole number of the Directors. 

Unless authorized by votes given in person or by proxy by stockholders holding 
at least two-thirds of the capital stock of the corporation, which is represented and 
voted upon in person or by proxy at a meeting specially called for that purpose or 
at an annual meeting, the Board of Directors shall not mortgage or pledge any of 
its real property, or any shares of the capital stock of any other corporation; but 
this prohibition shall not be construed to apply to the execution of any purchase- 
money mortgage or any other purchase-money lien. As authorized by the Act of 
the Legislature of the State of New Jersey, passed March 22, 1901, amending the 
t7th section of the Act Concerning Corporations (Revision of 1896), any action 
which theretofore required the consent of the holders of two-thirds of the stock at 
any meeting after notice to them given, or required their consent in writing to be 
filed, may be taken upon the consent of, and the consent given and filed by the 
holders of two-thirds of the stock of each class represented at such meeting in person 
or by proxy. 2 

Any officers elected or appointed by the Board of Directors may be removed at 
any time by the affirmative vote of a majority of the whole Board of Directors. 
Any other officer or employee of the company may be removed at any time by vote 
of the Board of Directors, or by any committee or superior officer upon whom such 
power of removal may be conferred by the by-laws or by vote of the Board of 
Directors. dts 

The Board of Directors, by the affirmative vote of a majority of the whole 
Board, may appoint from the Directors an executive committee, of which a ma- 
jority shall constitute a quorum; and to such extent as shall be provided in the 
by-laws, such committee shall have and may exercise all or any of the powers of 
the Board of Directors, including power to cause the seal of the corporation to be 
affixed to all papers that may require it. ae 

The Board of Directors, by the affirmative vote of a majority of the whole 
Board, may appoint any other standing committees, and such standing committees 
shall have and may exercise such powers as shall be conferred or authorized by the 
by-laws. 

The Board of Directors may appoint not only other officers of the com- 
pany, but also one or more Vice-Presidents, one or more Assistant Treasurers, 
and one or more Assistant Secretaries; and to the extent provided in the by-laws 
the persons so appointed respectively shall have and may exercise all the powers 
of the President, of the Treasurer and of the Secretary, respectively. ' 

The Board of Directors shall have power from time to time to fix and to 
determine and to vary the amount of the working capital of the company; and to 
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direct and determine the use and disposition of any surplus or net profits over and 
above the capital stock paid in; and in its discretion the Board of Directors may 
use and apply any such surplus or accumulated profits in purchasing or acquiring 
its bonds or other obligations, or shares of its own capital stock, to such extent and 
in such manner and upon such terms as the Board of Directors shall deem ex- 
pedient; but shares of such capital stock so purchased or acquired may be resold, 
unless such shares shall have been retired for the purpose of decreasing the 
company’s capital stock, as provided by law. 

The Board of Directors from time to time shall determine whether and to 
what extent, and at what times and places, and under what conditions and regula- 
tions, the accounts and books of the Corporation, or any of them, shall be open to 
the inspection of the stockholders, and no stockholder shall have any right to inspect 
any account or book or document of the Corporation, except as conferred by 
statute or authorized by the Board of Directors, or by resolution of the stock- 
holders. 

Subject always to by-laws made by the stockholders, the Board of Directors 
may make by-laws, and from time to time may alter, amend or repeal any by-laws, 
but any by-laws made by the Board of Directors may be altered or repealed by the 
stockholders at any annual meeting, or at any special meeting, provided notice 
of such proposed alteration or repeal be included in the notice of the meeting. 

In Witness WHEREOF, we have hereunto set our hands and seals the 
23rd day of February, tgot. 


CHARLES C. CLUFF (pues 
Wri11am J. Curtis {L. s.] 
CHARLES MAcVEAGH [L. S.] 


Signed, sealed and delivered in 
the presence of 


Francis LyNDE STETSON 
VICTOR MORAWETZ 


STATE OF NEW JERSEY se 
County or Hupson - 


Be It Remembered, that on this 23rd day of February, 1001, before the 
undersigned, personally appeared Charles C. Cluff, William J. Curtis, and Charles 
MacVeagh, who, I am satisfied, are the persons named in and who executed the 
foregoing certificate; and I having first made known to them, and to each of 
them, the contents thereof, they did each acknowledge that they signed, sealed 
and delivered the same as their voluntary act and deed. 


Gero. HormeEs, 
Master in Chancery of New Jersey 


The following charter form is that of a corporation to be 
organized under the laws of Delaware, but intending to carry on 
its business and to have its offices and plant elsewhere. It is 
incorporated in Delaware to escape the high cost of incorporation 
in the state in which it expects to conduct its business. Some- 
times such outside organization is resorted to in order to secure 
powers not obtainable in the state of operation. 
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Form 3. Delaware Charter 


CERTIFICATE OF INCORPORATION 
of the 
HOLLIS BAKERY 


First—The name of this corporation is 
“Horus BAKERY” 


Second—The location of its principal office in the State of Delaware is to be in 
the City of Wilmington, County of New Castle. The agent in charge thereof is 
James L. MacPherson. 


Third—The objects and purposes for which this corporation is formed are to 
do any and all of the things herein set forth, as fully and to the same extent as 
natural persons might or could do, and in any part of the world, viz.: 


(a) To manufacture, buy, sell, pack, prepare, and generally to deal in 
and with breads, biscuits, crackers, cakes, Italian paste, confectionery, 
cereals, coffees, teas, dried fruits, and foods and food products, and ma- 
terials of all kinds, either raw or manufactured, that may be used in foods 
and food products, or for the packing, adapting, preparing, or preserving 
of:such foods, or food products; and generally to mix, adapt, refine, pre- 
pare, preserve, manufacture, and dispose of all such goods, wares, mer- 
chandise, and materials, either in original packages or in such cans, jars, 
boxes, cartons, or other containing packages as may be found necessary or 
desirable. 

(b) To purchase, lease, or otherwise acquire lands, buildings, tenements, 
and factories, in Delaware or elsewhere, for the plants, offices, workshops, 
warehouses, laboratories, and manufactories of the Company, and to pur- 
chase, lease, or otherwise acquire tools, implements, engines, machinery, 
apparatus, fixtures, and conveniences of all kinds, for the manufacture, 
manipulation, preparation, preservation, packing, and handling of the ma- 
terials and products of the Company. 

(c) To apply for, obtain, purchase, lease, or otherwise acquire, and to 
register, hold, own, and use any and all trade-marks, trade secrets, processes, 
formulae, inventions, and improvements capable of being used in con- 
nection with the work of the Company, whether secured under letters patent 
in the United States or elsewhere or otherwise; and to use, operate, and 
manufacture under the same, and to sell, assign, grant licenses in respect 
of or otherwise dispose of and turn the same to the account and profit of 
the Company. 

(d) To do any and all things set forth in this certificate as objects, pur- 
poses, powers, or otherwise to the same extent and as fully as natural persons 
might do, and in any part of the world, as principals, agents, contractors, 
trustees, or otherwise, and either alone or in company with others. 

(e) To have offices, conduct its business, and promote its objects within 
and without the State of Delaware, in other States, the District of Columbia, 
the territories and colonial dependencies of the United States, and in 
foreign countries, without restriction as to place or amount. 


Fourth—The amount of the total authorized capital stock of this corporation 
is Five Hundred Thousand Dollars ($500,000), divided into Five Thousand (5,00 ) 
Shares of the par value of One Hundred Dollars ($100) each. 
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The amount of capital stock with which this corporation will commence 
business is the sum of One Thousand Dollars ($1,000). 


Fifth—The names and places of residence of each of the original subscribers 
to the capital stock, and the number of shares subscribed for by each, are as follows: 


NO. OF 

NAMES RESIDENCES SHARES 
Henry A. Hottis Cincinnati, Ohio 3 
Joun H. Mason ki % 3 
FRANK MENCKEN vs vb 4 


Sixth—The existence of this corporation is to be perpetual. 


Seventh—The private property of the stockholders shall not be subject to the 
payment of corporate debts to any extent whatever. 


Eighth—In furtherance, and not in limitation of the powers conferred by 
statute, the Board of Directors are expressly authorized: 


To make, alter, amend, and repeal the by-laws; to fix the amount to 
be reserved for working capital, and to authorize and cause to be executed 
mortgages and liens, without limit as to amount, upon the property and 
franchises of this corporation. 

With the consent in writing, and pursuant to a vote of the holders of a 
majority of the capital stock issued and outstanding, to dispose in any 
manner of the whole property of this corporation. 

To determine from time to time whether and to what extent the accounts 
and books of this corporation, or any of them, shall be open to the inspection 
of the stockholders; and no stockholder shall have any right of inspecting 
any account, or book, or document of this corporation, except as conferred 
by law, or the by-laws, or by resolution of the stockholders. 


The stockholders and directors shall have power to hold their meetings and 
keep the books, documents, and papers of the corporation outside of the State 
of Delaware, at such places as may be from time to time designated by the by-laws 
or by resolution of the stockholders or directors, except as otherwise required by the 
laws of Delaware. 

It is the intention that the objects, purposes, and powers specified in the third 
paragraph hereof shall, except where otherwise specified in said paragraph, be 
nowise limited or restricted by reference to or inference from the terms of any 
other clause or paragraph in this certificate of incorporation, but that the objects, 
purposes, and powers specified in the third paragraph and in each of the clauses or 
paragraphs of this charter sha!l be regarded as independent objects, purposes 
and powers. : 


We, the undersigned, being all the original subscribers to the capital stock 
hereinbefore named, for the purpose of forming a corporation under the laws of the 
State of Delaware, do make, file, and record this certificate, and do hereby certify 
that the facts herein stated are true; and we have accordingly hereunto set our 
respective hands and seals, this sixteenth day of January, A. D. 1922. 


Henry A. Ho.iis [SEAL] 
Joun H. Mason [SEAL] 
FRANK MENCKEN [SEAL] 


In presence of 


JAMES BEHRENS 
SAMUEL S. MILLER 
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STaTE OF DELAWARE... 
County or New Castres *"' 

Be It Remembered, that on this sixteenth day of January, A. D. 1922, person- 
ally came before me, Howard Franklin, a Notary Public in and for the county and 
state aforesaid, Henry A. Hollis, John H. Mason, and Frank Mencken, parties to 
the foregoing certificate of incorporation, known to me personally to be such, and 
severally acknowledged the said certificate to be the act and deed of the signers 
respectively, and that the facts therein stated are truly set forth. 

Given under my hand and seal of office the day and year aforesaid. 

HowAarp FRANKLIN, 
Notary Public 
echen \ 

SEAL 


The following charter of the General Motors Corporation is 
unusual in its very brief, direct purposes and its extended state- 
ment of connected, collateral, or general purposes. 


Form 4. Delaware Charter—No-Par-Value Shares 


GENER AL MOTORS CORPORATION 
CERTIFICATE OF INCORPORATION 


We, the undersigned, in order to form a corporation for the purposes herein- 
after stated, under and pursuant to the provisions of an Act of the Legislature of 
the State of Delaware, entitled “An Act Providing a General Corporation Law”’ 
(approved March to, 1899), and the acts amendatory thereof and supplemental 
thereto, do hereby certify as follows: 


First: The name of the corporation is 
GENERAL Motors CoRPORATION 


Seconp: The principal office of the corporation is to be located at No. 7 
West Tenth Street, in the City of Wilmington, County of New Castle, State of 
Delaware. The name of its resident agent in charge thereof is the Corporation 
Trust Company of America, whose address is No. 7 West Tenth Street, in the 
City of Wilmington, County of New Castle, State of Delaware. 


Tuirp: The nature of the business of the corporation and the objects and 
purposes proposed to be transacted, promoted, or carried on by it, are as follows, 
to-wit: 

(a) To manufacture, buy, sell and deal in automobiles, trucks, cars, boats, 
flying machines and other vehicles, their parts and accessories, and kindred articles, 
and generally to conduct an automobile business In all its branches. 

(b) To purchase or otherwise acquire, lease, assign, mortgage, pledge or other- 
wise dispose of any trade names, trade marks, concessions, inventions, formulae, 
improvements, processes of any nature whatsoever, copyrights, and letters patent 
of the United States and of foreign countries, and to accept and grant licenses 
thereunder. 
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(c) To subscribe or cause to be subscribed for, and to purchase or otherwise 
acquire, hold for investment, sell, assign, transfer, mortgage, pledge, exchange, 
distribute or otherwise dispose of the whole or any part of the shares of the capital 
stock, bonds, coupons, mortgages, deeds of trust, debentures, securities, obligations, 
notes and other evidences of indebtedness of any corporation, stock company or 
association, now or hereafter existing, and whether created by or under the laws 
of the State of Delaware, or otherwise; and while owners of any of said shares of 
capital stock or bonds or other property to exercise all the rights, powers and 
privileges of ownership of every kind and description, including the right to vote 
thereon, with power to designate some person for that purpose from time to time 
to the same extent as natural persons might or could do. 

(d) To purchase, hold, sell and reissue the shares of its own capital stock. 

(e) To buy, lease, or otherwise acquire, so far as may be permitted by law, 
the whole or any part of the business, good-will, and assets of any person, firm, 
association or corporation (either foreign or domestic) engaged in a business of the 
same general character as that for which this corporation is organized. 

(f) To endorse, guarantee and secure the payment and satisfaction of bonds, 
coupons, mortgages, deeds of trust, debentures, securities, obligations and evi- 
dences of indebtedness, and also to guarantee and secure the payment or satis- 
faction of interest on obligations and of dividends on shares of the capital stock of 
other corporations; also to assume the whole or any part of the liabilities, existing 
or prospective, of any person, corporation, firm or association; and to aid in any 
manner any other person or corporation with which it has business dealings, or 
whose stocks, bonds, or other obligations.are held or are in any manner guaranteed 
by the corporation, and to do any other acts and things for the preservation, pro- 
tection, improvement, or enhancement of the value of such stocks, bonds, or other 
obligations. 

(g) To engage in any other manufacturing or mercantile business of any kind 
or character whatsoever, and to that end to acquire, hold, own and dispose of any 
and all property, assets, stocks, bonds and rights of any and every kind. 

(h) Without in any particular limiting any of the objects and powers of the 
corporation, it is hereby expressly declared and provided that the corporation shall 
have power to do all things hereinbefore enumerated, and also to issue or exchange 
stocks, bonds and other obligations in payment for property purchased or acquired 
by it, or for any other object in or about its business; to borrow money without 
limit; to mortgage or pledge its franchises, real or personal property, income and 
profits accruing to it, any stocks, bonds or other obligations, or any property which 
may be acquired by it, and to secure any bonds or other obligations by it issued or 
incurred. 

(i) To carry on any business whatsoever which the corporation may deem 
proper or convenient in connection with any of the foregoing purposes or otherwise, 
or which may be calculated, directly or indirectly, to promote the interests of the 
corporation or to enhance the value of its property; to conduct its business in this 
State, in other States, in the District of Columbia, in the Territories and Colonies 
of the United States, and in foreign countries; and to hold, purchase, mortgage 
and convey real and personal property, either in or out of the State of Delaware, 
and to have and to exercise all the powers conferred by the laws of Delaware upon 
Se eS formed under the act pursuant to and under which this corporation is 
ormed. 


Fourtu: The total authorized capital stock of the Corporation is as follows: 


The number of shares of stock that may be issued shall be Fifty Six Million 
One Hundred Thousand (56,100,000) shares, of which Two Hundred Thousand 
(200,000) shares shall be preferred stock, having a par value of One Hundred 
Dollars ($100) each, Nine Hundred Thousand (900,000) shares shall be debenture 
stock, having a par value of One Hundred Dollars ($100) each, Five Million (5,000,- 


Ch. x] CHARTER FORMS 1437 


ooo) shares shall be seven per cent. (7%) debenture stock, having a par value 
of One Hundred Dollars ($100) each, and Fifty Million (50,000,000) shares shall 
be,common stock, without any nominal or par value. 

From time to time the seven per cent. (7%) debenture stock, the debenture 
stock, the preferred stock and the common stock may be increased or decreased 
according to law, and may be issued in such amounts and proportions as shall be 
determined by the Board of Directors and as may be permitted by law, except that 
no seven per cent. (7%) debenture stock or debenture stock shall be issued unless 
the net assets of the corporation above all direct liabilities, as shown by the books 
of the corporation, except capital stock liability, shall amount, after the issue of 
said seven per cent. (7%) debenture stock and debenture stock, to at least one and 
one-half times the par value of all seven per cent. (7%) debenture stock and de- 
benture stock issued and outstanding. 

The holders of the seven per cent. (7%) debenture stock, the debenture stock, 
and the preferred stock shall be entitled pari passu to receive, when and as declared, 
from the surplus or net profits of the corporation, yearly dividends at the rate of 
six per centum (6%) per annum on the debenture stock and preferred stock, and 
seven per centum (7%) per annum on the seven per cent. (7%) debenture stock, 
and no more, payable quarterly on dates to be fixed by the By-Laws, which divi- 
dends shall run from the date of the issue of said preferred stock, said seven per 
cent. (7%) debenture stock and said debenture stock. 

The dividends on the preferred stock, the seven per cent. (7%) debenture 
stock and the debenture stock shall be cumulative and shall be payable before any 
dividend on the common stock shall be paid or set apart, so that, if in any year, 
dividends amounting to six per centum (6%) on the preferred stock and on the 
debenture stock, and amounting to seven per centum (7%) on the seven per cent. 
(7%) debenture stock shall not have been paid thereon, the deficiency shall be 
payable before any dividend shall be paid upon, or set apart for the common stock. 

Whenever all cumulative dividends on the preferred stock, the seven per cent. 
(7%) debenture stock and the debenture stock shall have been paid, and a sum 
sufficient for the payment of the next ensuing quarterly dividend on the preferred 
stock, the seven per cent. (7%) debenture stock and the debenture stock shall have 
been set aside from the surplus or the net profits, the Board of Directors may 
declare dividends on the common stock, payable then or thereafter, out of any 
remaining surplus or net profits. In the event of any liquidation or dissolution, 
or winding-up, whether voluntary or otherwise, of the corporation, the holders 
of the preferred stock, the seven per cent. (7%) debenture stock, and the debenture 
stock, before any amount shall be paid to the holders of the common stock, shall be 
entitled to be paid pari passu in full, both the par amount of their shares and the 
unpaid dividends accrued thereon; and after such payment is made, the remaining 
assets and funds shall be divided among and paid to the holders of the common 
stock pro rata according to their respective shares. 

The preferred stock at the option of the Board of Directors shall be subject 
to redemption in whole or in part at One Hundred Ten Dollars ($110) per share 
and accrued dividends thereon, on the first day of November, 1918, or on any 
subsequent dividend-paying date in such manner as the Board of Directors may 
determine. 

The debenture stock, at the option of the Board of Directors, shall be subject 
to redemption in whole or in part at One Hundred Fifteen Dollars ($115) per share 
and accrued dividends thereon, on the first day of November, 1919, or on any 
subsequent dividend-paying date in such manner as the Board of Directors may 
determine. 3 

The seven per cent. (7%) debenture stock, at the option of the Board of 
Directors, shall be subject to redemption in whole or in part at One Hundred 
Twenty Dollars ($120) per share and accrued dividends thereon, on the first day of 
November, 1920, or on any subsequent dividend-paying date in such manner as 
the Board of Directors may determine. 
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The holders of the preferred stock, the seven per cent. (7%) debenture stock 
and the debenture stock shall not have any voting power whatsoever, except upon 
the question of selling, conveying, transferring or otherwise disposing of the prop- 
erty and assets of the corporation as an entirety, provided, however: 


(a) In the event that the corporation shall fail to pay any dividend upon the 
preferred stock when it regularly becomes due, and such dividend shall remain in 
arrears for a period of six (6) months, the holders of the preferred stock shall have 
the right to vote on®all matters in like manner as the holders of the common stock, 
during the year next ensuing, and during each year thereafter during the continu- 
ance of said default until the corporation shall have paid all accrued dividends 
upon the preferred stock; 

(b) In the event that the corporation shall fail to pay any dividend on the 
seven per cent. (7%) debenture stock or on the debenture stock when it regularly 
becomes due, and such default shall continue for a period of six (6) months, the 
holders of the seven per cent. (7%) debenture stock and of the debenture stock 
shall have the sole and exclusive right of voting on all questions whatsoever, 
to the exclusion of the holders of the common and preferred stock, during the 
continuance of such default until the corporation shall have paid all accrued divi- 
dends on the debenture stock and on the seven per cent (7%) debenture stock; or 

(c) In the event that the earnings of the corporation during any calendar year 
shall amount to less than nine per cent. (9%) on the par value of the seven per cent 
(7%) debenture stock and the debenture stock issued and outstanding during said 
year, the holder of each share of the seven per cent. (7%) debenture stock and the 
debenture stock shall have an equal right to vote on all questions with the holder 
of each share of the common stock, which right to vote shall continue during the 
continuance of said default until such time as the net earnings during some future 
calendar year shall equal nine per cent. (9%) on the par value of the seven per cent. 
(7%) debenture stock and the debenture stock issued and outstanding in such year. 


The holders of the common stock shall have the right to vote on all questions 
to the exclusion of all other stockholders, except as herein otherwise provided. 

Any preferred stock, seven per cent. (7%), debenture stock, debenture stock, 
or common stock, authorized hereunder or under any amendment hereof, in the 
discretion of the Board of Directors may be issued except as herein otherwise pro- 
vided in payment for property or services, or as bonuses to employees of the corpora- 
tion or employes of subsidiary companies, or for other assets or securities, including 
cash, necessary or desirable to be purchased or acquired from time to time for the 
corporation, or as a dividend upon the common stock payable in preferred seven 
per cent. (7%) debenture, or common stock of the corporation. 

No holders of stock of the corporation of whatever class shall have any 
preferential right of subscription to any shares of any class of stock of the corpora- 
tion issued or sold, or to be issued or sold, or to any obligations convertible into 
stock of the corporation, nor any right of subscription to any thereof, other than 
such, if any, as the Board of Directors in its discretion, may determine, and any 
shares or convertible obligations which the Board of Directors may determine to 
offer for subscription to the holders of stock may, in its discretion, be offered to the 
holders of preferred stock and/or seven per cent. (7%) debenture stock, and /or 
debenture stock, and/or common stock, to the exclusion of any other class or classes 
of stock then existing, provided however, that no additional common stock or 
obligations convertible into common stock shall be issued or sold for cash, except 
after first having been offered for subscription to the holders of the then outstanding 
common stock according to their respective shares. 

Unless the holders of at least three-fourths in amount of the seven per cent. 
(7%) debenture stock and debenture stock then outstanding shall consent thereto 
either in writing or at a special meeting, the Board of Directors shall not mortgage 
or pledge or place any specific lien upon the whole or any part of the property of 
the corporation, but this prohibition shall not be construed to apply to the execution 
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of any purchase money mortgage or any other purchase money lien, nor to the 
assumption of any mortgage or other lien upon property purchased nor to the 
renewal or renewals thereof or to substitutions therefor, in whole or in part, nor 
shall it prevent the directors at any time from pledging securities belonging to the 
corporation for the purpose of securing cash to be used in the ordinary course of 
the business of the corporation, provided such cash advances are procured upon 
obligations of the corporation which shall mature not more than three years from 
the date thereof; nor shall any amendment to any provision contained in this 
certificate of incorporation in reference to the rights and the security of the holders 
of the seven per cent. (7%) debenture stock and/or the debenture stock be au- 
thorized, unless such amendment is consented to by the holders of three-fourths of 
the seven per cent. (7%) debenture stock and/or the debenture stock then issued 
and outstanding. 

The preferred stock and the debenture stock may be exchanged in the manner 
and at the times prescribed by the Board of Directors, on the basis of one share of 
preferred or debenture stock and One Hundred Dollars ($100) cash for two (2) 
shares of seven per cent. (7%) debenture stock. 

The common stock may be issued by the Corporation from time to time for 
such consideration, not less than Ten Dollars ($10) a share, paid for wholly or 
partly by cash, by labor done, by personal property or by real property or leases 
thereof, or as dividends from the surplus or net profits at such price, as may be 
fixed from time to time by the Board of Directors. Each share of the common 
capital stock of the Corporation now outstanding, of the par value of One Hundred 
Dollars ($100) each, shall be exchanged for ten (10) shares of common stock of no 
par value, in such manner as may be prescribed by the Board of Directors. 

The amount of capital stock with which the Corporation will commence 
business is the sum of One Thousand Five Hundred Dollars ($1,500) being fifteen 
shares of the common capital stock of the Corporation of the par value of One 
Hundred Dollars ($100) each. : 


Frrra: The names and places of residence of each of the original subscribers 
to the capital stock and the number of shares subscribed for by each are as follows: 


NUMBER OF 
NAME RESIDENCE SHARES 
COMMON STOCK 
HERBERT E. LATTER Wilmington, Delaware fe 
Norman P. Corrin Wilmington, Delaware 5 
CLEMENT M. EGNER Elkton, Maryland 5 


Sixt: The corporation is to have perpetual existence. 


SrventH: The private property of the stockholders shall not be subject to 
the payment of corporate debts to any extent whatever. 


E1curu: The number of Directors of the corporation, not less than three, 
shall be fixed from time to time by the By-laws and the number may be altered 
as therein provided. In case of any increase in the number of Directors, the 
additional Directors shall be elected as provided by the By-laws, by the Directors, 
or by the stockholders at an annual or special meeting. In case of any vacancy in 
the Board of Directors, the remaining Directors, by affirmative vote of a majority 
thereof, may elect a successor to hold office for the unexpired portion of the term of 
the Director whose place is vacant and until his successor shall be duly elected and 

ualified. 
4 Tn furtherance, and not in limitation of the powers conferred by law, the Board 
of Directors are expressly authorized: 

(a) To make, alter, amend and repeal the By-laws of the corporation. 
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(b) To remove at any time any officer elected or appointed by the Board of 
Directors but only by the affirmative vote of a majority of the whole Board of 
Directors. Any other officer or employe of the corporation may be removed at any 
time by a vote of the Board of Directors, or by any committee or superior officer 
upon whom such power of removal may be conferred by the By-laws or by the 
vote of the Board of Directors. ees 

(c) To designate, by resolution passed by a majority of the whole Board, two 
or more of their number to constitute an executive committee, who, to the extent 
provided in said resolution or in the By-laws of the corporation, shall have and 
exercise the powers of the Board of Directors in the management of the business and 
affairs of the corporation, and shall have power to authorize the seal of the cor- 
poration to be affixed to all papers which may require it. A majority of such 
committee shall constitute a quorum for the transaction of business. 

To designate any other standing committees by the affirmative vote of a ma- 
jority of the whole Board, and such standing committees shall have and may 
exercise such powers as shall be conferred or authorized by the By-laws, including 
the power to cause the seal of the corporation to be affixed to any papers which may 
require it. 

' (d) From time to time to fix and to vary the sum to be reserved over and 
above its capital stock paid in before declaring any dividends; to direct and deter- 
mine the use and disposition of any surplus or net profits over and above thecapital 
stock paid in; to fix the time of declaring and paying any dividend, and, unless 
otherwise provided in this Certificate or in the By-laws, to determine the amount 
of any dividend. All sums reserved as working capital or otherwise may be applied 
from time to time to the acquisition or purchase of its bonds or other obligations 
or shares of its own capital stock or other property to such extent and in such man- 
ner and upon such terms as the Board of Directors shall deem expedient and 
neither the stocks, bonds or other property so acquired shall be regarded as ac- 
cumulated profits forthe purpose of declaring or paying dividends unless otherwise 
determined by the Board of Directors, but shares of such capital stock so purchased 
or acquired may be resold, unless such shares shall have been retired for the pur- 
pose of decreasing the Company’s capital stock as provided by law. 

(ce) From time to time to determine whether and to what extent, and at what 
time and places and under what conditions and regulations the accounts and books 
of the corporation (other than the stock ledger), or any of them, shall be open to 
the inspection of the stockholders; and no stockholder shall have any right to 
inspect any account or book or document of the corporation, except as conferred by 
ees or authorized by the Board of Directors or by a resolution of the stock- 

olders. 

(f) With the written assent of the holders of two-thirds of its issued and out- 
standing stock of all classes, without a meeting, or pursuant to the affirmative vote 
in person or by proxy of the holders of two-thirds of its issued and outstanding 
stock of all classes, at any meeting, either annual or special, called as provided in 
the By-laws, the Board of Directors may sell, convey, assign, transfer or otherwise 
dispose of, any part or all of the property, assets, rights and privileges of the cor- 
poration as an entirety, for the stock, bonds, obligations or other securities of 
another corporation of this or of any other State, Territory, Colony or foreign 
country, or for cash, or partly cash, credit, or property, or for‘such other considera- 
tion as the Board of Directors, in their absolute and uncontrolled discretion, may 
determine. 

(g) The corporation may by its By-laws confer upon the Directors powers 
and authorities additional to the foregoing and to those expressly conferred upon 
them by statute. 


_ Nunta: Both the stockholders and the Directors of the corporation may hold 
their meetings and the corporation may have an office or offices in such place or 
places outside of the State of Delaware as the By-laws may provide, and the cor- 
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poration may keep its books outside of the State of Delaware except as otherwise 
provided by law. 


Trentu: The corporation reserves the right to amend, alter, change or repeal 
any provision contained in this Certificate of Incorporation in the manner, now or 
hereafter prescribed by statute, and all rights conferred on stockholders herein are 
granted subject to this reservation. 


In Witness WHEREOF we have hereunto set our hands and seals this 13th 
day of October 1916 


Hersert E. Latter [seat] 
NorMAn P. CoFFin [SEAL] 
CiemMEnT M. Ecner [SEAL] 
In the presence of: 
WitiiAm J. MALONEY 


STATE OF DELAWARE Fg 
County of New Castle -" 


Br IT REMEMBERED that on this 13th day of October, A. D. 1916, personally 
came before me William J. Maloney, a Notary Public in and for the County and 
State aforesaid, Herbert E. Latter, Norman P. Coffin and Clement M. Egner, 
parties to the foregoing Certificate of Incorporation, known to me personally to be 
such and simultaneously acknowledged the said certificate to be the act and deed 
of the signers respectively and that the facts therein stated are truly set forth. | 

Given under my hand and seal of office the day and year aforesaid. 


WitiiAm J. MALONEY, 
Notary Public 
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CHAPTER II 
SPECIAL CHARTER CLAUSES 


The lines of business directly covered by the special charter 
clauses of the present chapter are representative. Where any 
desired business is not included, it will in most cases be possible 
to find among those given, some related, or similar purpose 
clauses that can be adapted to meet the particular requirements. 

The clauses of Forms 5 to 53 cover the specific purposes of 
particular businesses. It is usual, as will be seen by reference 
to the charters of the preceding chapter, to include in the charter 
of the ordinary business corporation other clauses giving general 
powers in addition to the specific purposes. Such clauses will 
be found in Forms 54 to 64. Asa corporation always has power 
to do such legitimate things as are necessary to effect the pur- 
poses of its creation, these additional clauses are not as a rule 
strictly necessary, but are added for the sake of completeness 
and to remove any possible doubt as to the extent of the cor- 
porate powers. 

The direct purpose clauses, Forms 5 to 53, are arranged alpha- 
betically. 


Form 5. Advertising 


To carry on the general business of advertising and to act as advertising agents: 


(a) To undertake and carry into effect contracts with individuals, firms, and 
corporations for advertising and publicity in all its varieties. 

(b) To deal and contract for advertisements and advertising in papers, periodi- 
cals and by mail, signs, bill-boards, and posters in all forms and in all places. 

(c) To print, publish, and circulate all forms of advertising and publicity 
material. 

(d) To print, publish, and deal in all kinds of papers, publications, and articles 
or things useful to or in connection with advertising and publicity. 
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Form 6. Amusement Devices 


(a) To make, install, and operate certain devices, mechanisms, and apparatus 
for amusement, recreation, entertainment, and exhibition, invented or devised by 
Ward L. Donaldson. 

(b) To make, lease, purchase, and otherwise acquire, and to use, operate, 
sell, and license to use, all manner of devices, apparatus, and constructions for the 
purpose of amusement, recreation, entertainment, and exhibition. 

(c) To purchase, lease, exchange, and otherwise acquire any and all rights, 
permits, privileges, franchises, and concessions suitable or convenient for the 
purposes of the Company. 


To assemble, manufacture, sell, and deal in, and to import and export, motor 
cars, automobiles, and motor vehicles of all kinds and descriptions whatsoever, and 
to carry on any trade or business incidental thereto or connected therewith. 

To manufacture, buy, sell, and deal in all kinds of motors, engines, mechanisms, 
and devices operated by steam, electricity, internal combustion, and other forces 
or applications of power. 


To manufacture, deal in, sell, operate, and let for hire automobiles, motor 
cycles, and motor vehicles and supplies and fittings therefor of every kind, nature, 
and description. 

To erect, lease, or otherwise acquire, and to maintain and operate, a garage or 
garages for the storing, caring for, and repairing of automobiles and motor vehicles 
of every kind, nature, and description. 

To make and sell parts, supplies, batteries, and accessories useful with and in 
connection with the use of motor cars and vehicles; to store, clean, and_repair 
automobiles and motor vehicles, and to replace their parts, and to do all other 
things incidental to the business of conducting a garage and repair shop, or profit- 
able in connection therewith. 


(a) To buy, sell, exchange, pledge, mortgage, and generally deal in and with 
government, municipal, and industrial bonds, stocks, and other securities, and in 
and with bonds and mortgages or other evidences of indebtedness or ownership of 
any individual, firm, or corporation, and in and with stocks, debentures, trust 
receipts, and other securities of corporations, both domestic and foreign; and while 
the owner thereof to exercise the rights and privileges of ownership, including the 
right to vote thereon, and to issue in exchange therefor itsown stock, bonds, and other 
obligations, and generally to carry on the business of stock and bond brokers; but 
nothing herein shall be construed as an attempt to secure powers not properly 
obtainable by corporations organized under the Business Corporation Law of the 
State of New York. 
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(b) To deposit in trust with any person, firm, or corporation or corporations, 
any or all of said bonds, stocks, or other securities, and issue against such securities 
collateral trust gold notes in any denomination that may be deemed desirable by 
the directors of the company. : 

(c) To buy, sell, rent, lease, or otherwise acquire, to hold, own, use, improve, 
mortgage, sell, exchange, lease, or otherwise dispose of real property, improved or 
unimproved. , 

d) To register and certify, or to guarantee, the genuineness or authenticity 
of, or the payment vf the principal or interest of any bonds, notes or debentures 
of any person, firm, corporation, or association so far as the same may be permitted 
by corporations organized under the act under which this company is incorporated. 

(e) To borrow money with or without pledge of or mortgage on all or any of 
its property, real or personal, as security, and to loan and advance money upon 
mortgages on personal and real property or on either of them. 


(See also Form 51) 


Form 10. Brick Machinery 


(a) To secure for the State of New York rights to manufacture, use, operate, 
sell, lease, and otherwise dispose of the brick-pressing mechanism and machinery 
invented and patented by James D. Warner. 

(b) To make, manufacture, buy, sell, and generally to deal in and with brick, 
tile, and all other sand, lime, clay, cement, earthen, mineral, and composition 
wares, materials, and manufactures. 

(c) To purchase, lease, or otherwise acquire lands, kilns, depots, buildings, 
warehouses, factories, rights, inventions, machinery, and plants in the State of 
New York and elsewhere, for the purpose of conducting and carrying on such 
manufactures and business. 

(d) To erect or have erected, to construct or have constructed, houses, works, 
buildings, storerooms, tenements, edifices, and structures of every description, and 
to rebuild, enlarge, improve and alter existing houses, works, buildings, storerooms, 
tenements, edifices, and structures of every description. 

(e) To buy, sell, exchange, dig, mine, excavate, prepare, manufacture, and 
generally to deal in and with all raw and manufactured substances, minerals, and 
materials, necessary or convenient for the uses, manufactures, and operations of 
the corporation, and to sell, exchange, and otherwise dispose of and turn to account 
all products and manufactures resulting from the same. 


Form 11. Building Materials 


(a) To manufacture, buy, sell, and generally to deal in and with cement, 
lime, plaster, and artificial stone; and to erect or purchase or lease kilns, store 
houses, factories, warehouses, and other structures necessary for the conduct of 
said business, and for the manufacture and storing of such materials and for other 
st-ctural materials, supplies, and the implements and tools useful in connection 
therewitn. 

(b) To acquire, 6x». hold, lease, maintain, establish, and operate quarries, 
brickyards, lime-kilns, cement and plaster mills, and furnaces,factories, and estab- 
lishments for the manufacture, preparation, production, and adaption of all kinds 
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of structural material and supplies, and for the manufacture and repair of any and 
all machinery, tools, implements, vehicles, elevators, apparatus, and appliances 
used in or necessary in the prosecution of the said work, business, and undertaking 
of the corporation. 


Form 12. Cloaks and Garments 


(a) To manufacture cloaks, kimonos, dressing sacques, negligees, gowns, 
robes, waists, skirts, and all kinds of garments and wearing apparel for men, 
women, and children. 

(b) To conduct and carry on the business of cutting out, making, and prepar- 
ing clothing and wearing apparel of all kinds, and of all other articles which may be 
conveniently or advantageously handled in connection with the aforesaid business. 

(c) To buy, sell, import, export, and deal in and with woolen, cotton, silk, 
and other textile fabrics, and in any and all other materials useful or necessary in 
the manufacture of clothing and wearing apparel. 


Form 13. Contracting and Building 

(a) To make, enter into, perform, and carry out contracts for building, erect- 
ing, improving, constructing, altering, repairing, decorating, finishing and furnish- 
ing houses, buildings, warehouses, storerooms, edifices, works, tenements, and 
structures of every kind and description; to carry on in all their respective branches 
the business of builders, contractors, decorators, and such other trades and busi- 
nesses as pertain to or are connected with the general business of building and 
construction. 

(b) To take over, acquire, purchase, own, sell, lease, hire, hold, control, 
manage, maintain, and operate quarries, brickyards, lime-kilns, refineries, asphalt, 
cement and plaster mills, lumber yards, timber lands, saw mills, glass, metal and 
woodworking plants, pulp and paper mills, furnaces, factories, and establishments 
for the manufacture, preparation, and production of building supplies, material, 
furnishings, decorations, and furniture; and to buy, sell, and generally deal in and 
with all such articles and materials. 

(c) To act as agents, factors, brokers, commission merchants, carriers, con- 
tractors, builders, architects, decorators, surveyors, engineers, appraisers, lessees, 
managers of estate, or otherwise in entering into, undertaking, performing, and 
carrying out and conducting any and all things set forth in this certificate as objects, 
purposes, or powers that it may de for itself; and to exercise its powers to the sare 
extent that natural persons might do, and in any part of the world to the full extent 
permitted to corporations organized under the Business Corporations Law of the 
State of New York. 


(a) To carry on the business of buying, selling, storing, ginning, baling, com- 
pressing, shipping, and otherwise dealing in and with cotton of all kinds; and of 
making, producing, refining, adapting, preparing, buying, selling, storing, and 
otherwise dealing in and with cotton-seed oils and other oils; and of buying, selling 
storing, and otherwise dealing in and with cotton-seed; and in making, adapting, 
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preparing, buying, selling, storing, and otherwise dealing in and with all products 
and by-products of cotton and cotton-seed, and in utilizing the same to the profit 
and advantage of the corporation. 

(b) To grow, purchase, deal in and with, manufacture, prepare for market, 
and market, cotton, flax, hemp, wool, silk, and other fibrous materials of all kinds; 
to manufacture, deal in and with all the products and by-products of said materials 
and all articles or products or by-products consisting in part of such materials, or 
any products or by-products thereof; to bleach, dye, print, and otherwise manipu- 
late and treat in such manner as may be desired, and spin, comb, weave, and pre- 
pare for market, either wholly or in part, and market and deal in any of such 
materials, products, by-products or articles; and to do all things and engage in 
any and all kinds of business and in all parts of the world which in the opinion of 
the corporation may be necessary, ancillary, incidental, profitable, or proper to 
or in connection with said business or any portion thereof. 

(c) To buy, sell, manufacture, operate, and generally deal in and with any 
and all devices, machinery, and apparatus for ginning, baling, compressing, pre- 
paring, or otherwise manufacturing or treating cotton, flax, hemp, wool, silk, and 
other fibrous or other materials; and to do all business connected with and collateral 
thereto, including the selling, shipping, and warehousing of the products. 

(d) To erect, construct, and equip cotton storage warehouses and general 
warehouses, and to purchase and lease the same, or rights to or interests therein, 
and to conduct the business of storage and warehousing, and all the business neces- 
sarily or impliedly incidental thereto or profitable in connection therewith, and 
to further carry on the business of general warehousing in all its several branches; 
to construct, purchase, or otherwise acquire, and to operate and maintain, all or 
any means of conveyance for the transportation by land or by water of any and all 
products, goods, or manufactured articles of the corporation; to issue negotiable 
certificates, debentures, warrants, and other evidences of indebtedness upon com- 
modities stored in the corporation’s warehouses and to persons warehousing goods 
with the corporation; and to make advances or loans of its own funds or as the 
agent for others upon the security of such goods or otherwise; to manufacture, sell, 
and trade in all materials, apparatus, and appliances usually dealt in by ware- 
housemen; and generally to carry on and undertake any business undertaking, 
transaction, or operation commonly carried on or undertaken by warehousemen, or 
any business which may, in the opinion of the corporation, be necessary, ancillary, 
incidental, profitable, or proper to or in the carrying on of said business or any part 
thereof, without any restrictions whatsoever. 


(See also Form 53.) 


Form 15. Dairy and Farm Products 


(a) To buy, sell, and generally deal in and with milk; to condense, preserve 
and evaporate the same, and to manufacture butter, cheese, and other milk prod- 
ucts; to sell and handle fresh milk, eggs, butter, and all kinds of farm and dairy 
products; and to deal generally in and with food products of every kind and de- 
scription, including cereals and cereal products, meats, fish, vegetables, fruit of 
all kinds or preserved goods, and all kinds and descriptions of food preparations. 

(b) To lease, build, purchase, or otherwise acquire storehouses, packing houses, 
and canning factories for handling and storing milk, butter, cheese, eggs, vegetables, 
poultry, and all other food, farm and dairy products, and to sell or otherwise dis- 
pose of the product of such packing houses and factories. 

_ (c) To conduct and carry on any other business, manufacturing or otherwise, 
which may seem advantageous or useful in connection with the general business 
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of the Company, and to manufacture, market, or prepare formarket, any goods or 
commodities which the Company may use in connection with its business. 

(d) To protect the products of the company by trade-marks, trade-names, or 
any distinguishing name or title, and to acquire and take over any trade-marks, 
patent rights, processes, formulae, and apparatus useful or convenient in the 
conduct of the said business of the corporation. 


Form 16. Department Store 


(a) To establish, conduct, and carry on the general business of a department 
store and mail order business; and in connection therewith to carry on all or any 
of the trades and businesses of dry-goods merchants, cloth manufacturers, furriers, 
haberdashers, hosiers, milliners, dress-makers, cloak-makers, mantua-makers, 
tailors, hatters, clothiers, furnishers, outfitters, glovers, lace manufacturers, feather- 
dressers, boot and shoemakers, saddlers, harness-makers, cabinet-makers, uphol- 
sterers, jewelers, gold and silversmiths, watch and clock-makers, booksellers, 
restaurant keepers, tobacconists, cigar makers, confectioners, barbers, hair- 
dressers, photographers, printers, publishers, engravers, stationers, decorators, 
chemists, druggists. 

(b) Generally to buy, sell, import, export, manufacture, and deal in and with 
textile fabrics, leather goods, household and office furniture, ironmongery, hard- 
ware, tools, implements, machinery, china, glassware, crockery, pottery and 
utensils, notions, fancy goods, soaps, perfumery, drugs, medicines, chemicals and 
toilet articles, precious stones, jewelry, ornaments, watches, clocks, plated goods, 
foods, groceries, meats, fish, vegetables, fruits, provisions, supplies, dairy products, 
candies, confections, books, periodicals, pictures, works of art, bicycles, motor 
cycles, automobiles, motor boats, sporting goods, photographic supplies, domestic, 
trained and fancy animals and birds, and all kinds and descriptions of goods, wares, 
and commodities. 

(c) To advertise by all legitimate methods; to carry on the business of print- 
ing, publishing, engraving, bookbinding, designing, and producing and reproducing 
printing, writing, drawing, and impressions of all kinds; to buy, sell, manufacture, 
and deal generally in and with paper, envelopes, books, periodicals, magazines and 
advertising, printed and duplicated materials of all kinds, and with all supplies, 
stationery, and materials useful in connection with the business of advertising, 
printing, and publishing. : 

(d) To apply for, obtain, purchase, lease, or otherwise acquire, and to register, 
hold, own, use, operate, and manufacture under, and to sell, assign, grant licenses 
in respect of, or otherwise dispose of and turn to account and profit, any and all 
trade-marks, improvements, processes, formulae, trade secrets, rights, franchises, 
licenses, inventions, contrivances, devices, appliances, brands, labels, patterns, 
and models, whether secured under letters patent in the United States or in any 
foreign country, or otherwise or in any other manner. 


(a) To prepare, compound, manufacture, buy, sell, import, export, and gen- 
erally deal in and with drugs, medicines, chemicals, perfumeries, soaps, toilet 
articles, druggists’ sundries, wines, liquors, mineral and soda waters, proprietary 
articles, electrical and surgical apparatus, physicians’ and hospital supplies, and all 
kinds of pharmaceutical, chemical, and medicinal preparations, compounds, and 
materials. 


{ 
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(b) To conduct and carry on in all its branches the business of chemists, 
druggists, and manufacturers and dealers in medical, chemical, pharmaceutical 
and other compounds, preparations, and materials, and in all supplies, mechanisms, 
apparatus, and implements used in such business or in connection therewith. 

(c) To prepare, manufacture, and sell the facial preparation known as “Rose 
Créme,” and generally to buy, sell, manufacture, prepare, and deal in and with 
fine perfumeries, toilet preparations, and all such drugs, unguents, chemicals, and 
other materials as may be used or handled in connection therewith. 

(d) To buy, sell, combine, prepare, manufacture, and generally to deal in 
and with all manner of chemicals, chemical products, drugs, and compounds and 
preparations thereof; and to patent, register, or otherwise protect the same. 


Form 18. Dry-Goods 


To buy, sell, import, export, and to deal generally in and with all kinds of 
textile goods, wares and merchandise; and to prepare, manufacture and deal in 
all kinds of dry-goods, cloths, and textile fabrics and garments and other manu- 
factures of the same; and to conduct and carry on the general wholesale and retail 
dry-goods and white goods business in all its branches; and to conduct and carry 
on any form of manufacturing or mercantile enterprise necessary or incidental to 
the general busines of the Company. 


Fe ee ee ee ee a es 


(This may be added to as desired from Form 16.) 


Form 19. Electrical Supply Company 


(a) To manufacture, prepare, construct, erect, install, and build electrical 
devices, motors, dynamos, batteries, meters, supplies, apparatus, machinery, 
improvements, appliances, and plants of all descriptions; and to buy, sell, import, 
export, and generally deal in and with the same, and all tools, stock, supplies, and 
material useful in connection therewith. 

(b) To carry on the business of electrical and mechanical engineers; to design, 
construct, enlarge, repair, improve, and manufacture all kinds of plants, engines, 
and machines; generally to work and operate as tool-makers, brass founders, metal 
workers, millwrights, machinists, iron and steel converters, smiths, builders, metal- 
lurgists; to buy, sell, repair, manufacture, and deal in machinery, implements, 
rolling stock, and hardware of all kinds; and to build, construct, and repair rail- 
roads, water, gas, and electric works, bridges, viaducts, piers, and works and 
structures of all kinds. 


Form 20. Engineering—Mechanical 


(a) To conduct and carry on the business of mechanical engineers, and to 
design and construct plants, engines, machines, tools, and apparatus of all kinds. 
(b) To manufacture, buy, sell, and generally deal in tools, implements, and 
machinery and hardware of all kinds. 
: (c) To operate and do business as tool-makers, brass founders, metal-workers, 
millwrights, machinists, smiths, builders, and mechanical engineers. 


(Add to as desired from Forms 29, 30, 36 and 38.) 
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Form 21. Express and Delivery 


(a) To collect, receive, distribute, and deliver goods, merchandise, parcels, 
packages, baggage, and express matter, and to do a general cartage and delivery 
business in the City of Greater New York and elsewhere; to contract with express 
or railroad or other companies for the collection, transportation, or distribution of 
goods, merchandise, freight and express matter in said city and elsewhere, and to 
perform all such contracts. 

(b) To buy, sell, manufacture, and otherwise acquire, and to use, repair, 
store, operate, lease, let out, and otherwise employ and utilize cars, trucks, wagons 
and other vehicles and conveyances designed for the carriage and transportation 
of goods, freight, and merchandise of all kinds. 

(c) To do a general trucking and expressing business; to receive, handle, ship, 
forward, and transport goods, wares, merchandise, and freight of all kinds. 


Form 22. Films and Motion Pictures 


(a) To make, design, prepare, stage, and arrange for all manner of plays, 
dramas, and exhibitions, suitable for reproduction as photo-plays, motion pictures, 
or film reproductions of any kind. 

(b) To make, prepare, deal in, and lease or sell photo-plays and motion picture 
films, and to prepare and take pictures, photographs, plates, and films, and to deal 
in, lease, or sell the same. 

(c) To purchase, secure on royalty, or otherwise acquire, scenarios, plans for 
photo-plays, manuscripts for plays, and representations, and to employ actors, and 
other persons skilled in staging and reproducing such photo-plays and motion 
pictures, and to do all things necessary or convenient in taking, making, develop- 
ing, and exhibiting photo-plays and moving pictures and film representations. 

(d) To make, buy, lease, or otherwise acquire all kinds of photographic and 
moving oe devices, cameras, apparatus, and machinery, and to own, main- 
tain, and operate the same, and to conduct and carry on the business of making, 
selling, and leasing films for all kinds of photo-plays and moving pictures. 

(e) To buy, sell, lease, and operate halls, theaters, opera houses, and all lo- 
cations and edifices suitable for the exhibition of motion pictures and photo-plays, 
and in all such halls, rooms, and spaces to use and operate and conduct exhibitions 
of moving pictures, or to give concerts, plays, exhibitions, and other public enter- 
tainments of all kinds. 


Form 23. Furniture 


(a) To manufacture, buy, sell, export, import, exchange, and generally deal 
in and with all kinds of house, store, office, and other furniture, carpets, curtains, 
fixtures, and furnishing goods. 

(b) To engage generally in the business of furnishing, decorating, improving, 
and altering rooms, houses, stores, offices, and all kinds of halls, buildings, and 
apartments. 

(c) To purchase, lease, or otherwise acquire and hold lands, buildings, tene- 
ments, and factories for the offices, workshops, and storerooms of the Company, 
and to lease, mortgage, and convey such real estate in such manner as may appear 
for the best interests of the Company. 
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Form 24. Gas and Electric Fixtures 


(a) To manufacture, buy, sell, import, export, and generally deal in and with 
gas and electrical fixtures, lamps, lamp shades, globes, pendants, chandeliers, 
lambrequins, and gas and electrical attachments of all kinas. 

(b) To buy, sell, import, export, prepare, and utilize glass, wood, metal, 
cloths, silks, leathers, and other materials for the manufacture of such gas, lamp, 
and electrical fixtures, and to do all things necessary or convenient in connection 
with such utilization. 
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(This may be added to from Forms 26 and 33.) 


Form 25. Hardware 


(a) To buy, sell, import, export, and generally deal in and with all kinds of 
tools, hardware, and machinery; to establish, maintain, and operate shops and 
factories for the manufacture and construction of all kinds of tools, hardware, 
machines, and mechanical construction. 

(b) To buy, sell, and generally to deal in iron, steel, manganese, copper, 
zinc, brass, and other metals, and in any and all articles made of or partly con- 
sisting of metal, wood, and other materials, and to engage in the repair and manu- 
facture of all goods, wares, and commodities dealt in by the corporation. 
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(a) To manufacture gas, oil, and electric stoves, heating apparatus, cooking 
apparatus, lighting apparatus, and all devices for the utilization of gas, oil, and 
electricity and other agencies for cooking, lighting, and heating, together with all 
parts, fixtures, instruments, mechanisms, attachments, and machinery, incident 
to, or appertaining to, or to be used in connection with gas, oil, electricity, or other 
agencies used for the purposes of the business of this Company. 

(b) To apply for, obtain, purchase, or otherwise acquire, and to register, 
patent, or otherwise secure, any and all trade-marks, inventions, devices, improve- 
ments, and appliances, patented or otherwise, relating to, or applicable to, the use 
of gas, oil, electricity, or other agencies for cooking, heating, or lighting, or capable 
of being used in connection therewith; to own, hold, use, operate, manufacture 
under, introduce, sell, assign, or otherwise dispose of the same; and to do all other 
things as may be necessary or desirable to acquire, use, dispose of, and turn to 
account, any and all such patents, licenses, trade-marks, improvements, devices, 
and appliances. , 

(c) To carry on the trade or business of buying, selling, renting, leasing, 
producing, preparing, adapting, manufacturing, and otherwise dealing in any ana 
all kinds of gas, oil, and electrical devices, fixtures, mechanisms, machines, novel- 
ties, and supplies, and hardware of all kinds and descriptions, and of all materials, 
taw and manufactured, useful or desirable in connection with or relating to such 
trade or business; and to carry on any other manufacturing or mercantile business 
that can be advantageously conducted in connection with the said business. 
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Form 27. Hotel 


(a)_To plan, design, and construct buildings for hotel purposes or to buy, sell, 
and acquire the same; to conduct and carry on such hotel or hotels for the accom- 
modation of the public; and to rent private rooms, suites, and all accommodation 
necessary for that purpose. 

(b) To conduct and carry on the business of buying and selling cigars and 
tobacco, of providing meals and food for the general public, and to buy all things 
necessary in connection therewith. 

(c) To purchase, lease, or otherwise acquire lands, buildings, and real estate 
for hotel use; and to lease, mortgage, and convey such real estate in such manner 
as may appear to the best interests of the corporation. 


Form 28. Ice Company 


(a) To manufacture, buy, sell, store, and generally deal in and with ice and 
refrigerating materials and supplies, and to transact all legitimate business inci- 
dental thereto or in anywise connected therewith. 

(b) To carry on the business of refrigerating, cold storage, and general ware- 
housing, and all the business necessarily or impliedly incidental thereto; to man- 
ufacture, sell, and trade in all goods usually dealt in by warehousemen, to con- 
struct, hire, purchase, operate, and maintain all or any conveyances for the trans- 
portation in cold storage or otherwise by land or water of any or all proc ucts, goods, 
or manufactured articles; and to do all things incidental to the business of cold 
storage and warehousing. 


(See also Form 49.) 


Form 29. Inventions and Patents 


To apply for, purchase, or otherwise acquire, and to hold, own, use, operate, 
and to sell, assign, or otherwise to dispose of, to grant licenses in respect of or 
otherwise turn to account, any and all inventions, improvements, and processes 
used in connection with, or secured under letters patent of the United States or 
elsewhere, or otherwise; and, with a view to the working and development of the 
same, to carry‘on any business whether manufacturing or otherwise, which may 
be calculated directly or indirectly to effect these objects. 


Form 30. Inventions and Patents 


To acquire the United States rights for the system of automatic signals devised 
by Henry H. Hardy of South Orange, New Jersey, together with the inventions, 
processes, apparatus and devices included thereunder or connected therewith; 
to take over such United States letters patent as may already have been issued 
for such inventions and improvements thereon; to procure United States letters 
patent for such other inventions and improvements as are not already so pro- 
tected; to hold all such letters patent, and to operate and manufacture thereunder 
or to grant licenses in respect thereof, or to sell and assign the said patents, in 
whole or in part; or to dispose otherwise of and turn to account any or all of the 
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same in such manner as may in the judgment of its Board of Directors be for the 
best interests of the Company. 


Form 31. Jewelry 


(a) To manufacture, buy, sell, import, and generally deal in and with gold 
and silverware, watches, jewelry, precious stones, opera glasses, chains, umbrellas, 
silver and plated ware, gold and silver ornaments, and all goods, wares, and mer- 
chandise usually dealt in by watch makers and jewelers. 

(b) To manufacture, repair, regulate, and put in order watches, clocks, 
jewelry, and gold and silver ware of all kinds; and to plate, polish, and perform all 
operations necessary in connection with the handling of jewelers’ goods, wares, and 
supplies. 


Form 32. Leather 


(a) To manufacture, produce, and otherwise prepare, and to buy and other- 
wise acquire, sell, store, transport, distribute, dispose of, and deal in and with (1) 
leather, lumber, belting, and any and all other merchandise and commodities of 
whatsoever nature and character; and (2) any and all materials, machinery, 
appliances, products, and supplies proper or adapted to be used in or in connection 
with or incidental to the manufacture, production, or preparation of any of the 
articles, merchandise, and commodities aforesaid; and also (3) any and all com- 
modities and things which result from or are by-products of the manufacture, 
production, or preparation of leather, lumber, belting, or other merchandise. or 
articles, or in the manufacture, production, or preparation of which any of the 
said articles may be a factor or an ingredient, or of which the same may be a com- 
ponent part. 

(b) To engage in any other manufacturing, warehousing, trading, or selling 
business of any kind or character whatsoever. 

(c) To acquire, dispose of, lease, and utilize, in the manner and to the extent 
permitted by law, lands, timber, bark, tanneries, mills, warehouses, plants, and 
other buildings and structures, machinery, supplies, and any and all articles and 
property, including good-will, which the corporation may deem to be necessary or 
convenient to the attainment or furtherance of any of its objects. 
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Form 33. Lighting and Heating 


(a) To manufacture, buy, sell, and lease gas, oil, and electric devices, mechan- 
isms, and apparatus, for the production of light, heat, and power, and of all such 
piping, conductors, and accessories as are usual in connection therewith. 

(b) To manufacture, buy, sell, and deal in all kinds of goods, wares, tools, 
fixtures, and appliances that may be useful in the production or utilization of light, 
heat, and power from any source. . 

(c) To construct, equip, and install engines, power plants, machines, appara- 
tus, and appliances for the manufacture, production, generation, and supplying of 
gas, light, heat, power, electricity, or other motive power; and to maintain, repair, 
improve, control, and operate the same. 
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Form 34. Locks 


(a) To acquire the inventions and improvements of Owen T. Hartwell relating 
to locks and locking devices; to manufacture under the same; and to sell and dis- 
pose of the locks and devices so manufactured. 

(b) To manufacture, buy, sell, import, export, and generally deal in and with 
locks, fastenings, and attachments used in connection therewith. 

(c) To apply for, obtain, purchase, or otherwise acquire, and to register, hold, 
own, and sell or otherwise dispose of, trade-marks, improvements, inventions, 
processes, formulae, trade secrets, and apparatus of all kinds, whether secured 
under letters patent of the United States or any foreign country, or in any other 
manner. 


(a) To purchase or otherwise acquire, and to hold, lease, and sell timber, 
mineral, and other lands and the products thereof; to build, construct, and operate 
shops, sawmills, and factories for the handling of all timber and lumber and for 
planing, dressing, and preparing the various products of such lands for market; 
to buy, sell, import, export, and generally deal and trade in wood, lumber, logs, 
and timber and brick, stone, lime, and other building materials. 

(b) To conduct and transact its said business in any of the states, territories, 
colonies, or dependencies of the United States, and in any and all foreign countries, 
to have one or more offices therein, and therein to conduct its said business. 


(a) To design, manufacture, construct, repair, and to buy, sell, and deal in 
all tools, parts, machines, mechanisms, apparatus, and all goods, articles, and 
commodities, dealt in or sold by retailers, wholesalers, and exporters in the United 
States of America and its territories or colonies. 

(b) To purchase, lease, or otherwise acquire lands and buildings suitable for 
its purposes, and to erect, build, and maintain all such plants, buildings, and ware- 
houses, engines and machinery, and offices as it may require to manufacture, store, 
and sell its wares and commodities. 

(c) To purchase or otherwise acquire such patents, licenses, patent rights, 
processes, and improvements, and to operate under, or sell, lease, and grant 
licenses in respect of, as may from time to time be for the best interests of the 
corporation. 


(a) To buy, sell, import, export, and deal in and with meat, live cattle, pigs, 
and sheep at wholesale or retail, in the United States or elsewhere, and to carry on 
the said trade or business of dealing in meats and meat products in all its branches; 
to erect and build abattoirs, cold storage warehouses, sheds, slaughter houses, 
packing houses, and other structures necessary or convenient for the purposes of 


the company. 
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(b) To slaughter cattle, pigs, and sheep; to preserve meat and products there- 
of; to buy, sell, and generally deal in hides, fats, tallow, grease, and animal products. 


(a) To work and operate as welders, tool-makers, brass founders, metal- 
workers, machinists, smiths, model-makers, and metallurgists. : 

(b) To design, construct, enlarge, repair, improve, and manufacture all kinds 
of tools, parts, motors, machines, engines, devices, mechanisms, and inventions. 

(c) To buy, sell, lease, alter, repair, store, use, operate, manufacture, and deal 
in and with tools, motors, engines, machines, dynamos, appliances, and apparatus 
relating to or useful in connection with motor vehicles or motor machinery. 


(a) To buy, lease, or otherwise acquire mines, mining rights, quarries, and 
mineral lands of every kind, nature, and description, and to work, mine, prospect, 
develop, operate, and promote the same; to mine, quarry, and excavate copper, 
gold, silver, and other ores and metals and minerals of all descriptions. 

(b) To buy and sell, or otherwise deal with or to traffic in iron, steel, man- 
ganese, copper, and other metals, and cement, wood, lumber, and other materials, 
and any products thereof, and any articles consisting or partly consisting thereof. 

(c) To engage in any other manufacturing, mining, construction, or trans- 
portation business of any kind or character whatsoever, and to that end to acquire, 
hold, own, and dispose of any and all property, assets, stocks, bonds, and rights 
of any and every kind; but not to engage in any business hereunder which shall 
require the exercise of the right of eminent domain within the State of New Jersey. 

(d) To acquire by purchase, subscription, or otherwise, and to hold or to 
dispose of stocks, bonds, or any other obligations of any corporation formed for, or 
then engaged in or pursuing, any one or more of the kinds of business, purposes, 
objects, or operations above indicated, or owning or holding any property of any 
kind herein mentioned; or of any corporation owning or holding the stock or the 
obligations of any such corporation. 


The nature of the business of this corporation and the objects or purposes 
proposed to be transacted, promoted or carried on by it are as follows, namely: 


1. To buy, contract for, lease, and in any and all other ways, acquire, take, 
hold and own, and to sell, mortgage, lease or otherwise dispose of lands, mining 
claims, mineral rights, oil wells, gas wells, oil lands, gas lands and other real prop- 
erty, and rights and interests in and to real property, and to manage, operate, 
maintain, improve, and develop the said properties, and each and all of them. 

2. To buy, contract for, lease, and in any and all other ways, acquire, take, 
hold and own, and to sell, mortgage, lease, and otherwise dispose of all rights of 
way, easements, franchises, and rights thereto, and to deal in the same in every way. 

3. To buy, contract for, lease, and in any and all other ways acquire, take, 
hold and own personal property of every character and description, and to sell, 
mortgage, lease-and otherwise dispose of the same. 


Ch. 2] SPECIAL CHARTER CLAUSES 1455 


4. To engage in any kind of manufacturing business and to buy, contract for, 
lease, construct and otherwise acquire, take, hold and own, and to sell, mortgage, 
lease or otherwise dispose of, manufacturing plants, and to manage, operate, main- 
tain, improve and develop the same. 

s. To buy, construct, contract for, lease and in any and all other ways acquire, 
take, hold and own refineries for the treatment of petroleum and other mineral oils 
and gases; the tanks and other facilities for the storage thereof; the pipe lines and 
other facilities for the distribution thereof; and the manufacturing plants, works 
and appurtenances for the production, distribution and sale of petroleum, oil, gas 
and of any and all refinements and by-products thereof; to prospect for oil, to drill 
oil wells and to develop the same; to refine crude oil; to improve, maintain, operate 
and develop, and to sell, mortgage, lease or otherwise dispose of the said properties, 
and to sell or otherwise dispose of such petroleum, oil, and all refinements and by- 
products thereof. 

6. To enter into, maintain, operate or carry on in all its branches the business 
of mining and of drilling, boring and exploring for, producing, refining, treating, 
distilling, manufacturing, piping, carrying, handling, storing and dealing in, buying 
and selling petroleum, oil, natural gas, asphaltum, bitumen, bituminous rock, and 
any and all other mineral and hydro-carbon substances, and any and all products 
or by-products which may be derived from said substances or either of them; and 
for such or any of such purposes to buy, contract for, lease and in any and all other 
ways acquire, take, hold, and own, and to sell, mortgage, lease and otherwise dis- 
pose of, and to construct, manage, maintain, deal in and operate mines, refineries, 
pipe lines, tanks, machinery, wharves, steam, sailing and other vessels or water- 
craft of every kind, character and description, and otherwise to deal in, operate, 
establish, promote, carry on, conduct and manage any and all other property and 
appliances that may in any wise be deemed advisable in connection with the busi- 
ness of the corporation or any branch thereof, or that may be deemed convenient 
at any time by the Board of Directors of the Corporation. ee 

7. To do engineering and contracting in the designing, construction, improve- 
ment, extension, maintenance and repair of oil or gas plants, including pipe lines, 
tanks and other appliances thereto appertaining; also in the opening, developing 
and operating of petroleum, gas and oil wells, both for the corporation and for 
others. 

8. To manufacture, buy, sell and otherwise deal in gas and oil machinery and 
appliances; also, lumber, stone, brick, steel, iron and other materials in connection 
with the building, erection, construction, development, improvement, extension, 
maintenance and repair of the properties herein enumerated, both for this corpora- 
tion and for others. 


“Grom charter of Pacific Oil Company, Delaware.) 


Form 41. Opticians 


(a) To buy, sell, manufacture, and generally to deal in and with lenses, 
glasses, mirrors, and reflectors of all kinds and descriptions; and to grind, polish, 
mount, and prepare the same for use In optical, surgical, medical, dental, photo- 
graphic, electrical, and scientific and mechanical work, and instruments of all kinds. 

(b) To buy, sell, manufacture, and generally to deal in and with optical, 
scientific, surgical, medical, dental, and experimental tools, appliances, apparatus, 
instruments, reflectors, microscopes, telescopes, spy-glasses, opera glasses, magnl- 


fying glasses, spectacles, cameras, magic lanterns, stereopticons, stereoscopes, and 
similar wares and merchandise of all sorts and descriptions. 
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Form 42. Paints and Painters’ Supplies 


(a) To manufacture, prepare, and sell oils, turpentine, paints, painters 
supplies, and kindred articles. . : t ‘ 

(b) To buy, sell, import, export, and generally deal in and with paints, oils, 
turpentine, and painters’ supplies of all kinds. . : . 

(c) To buy, manufacture, lease, and sell all raw materials, mills, machinery, 
and other articles useful or convenient in connection with the said business herein 


mentioned. 


Form 43. Periodical or Newspaper 


(a) To take over the publication known as the ‘““CaRLtoN MontHiy MaGa- 
ZINE,” to print, publish, and issue the same; to secure and publish news and literary 
material suitable for the said periodical; and to do all things necessary in connec- 
tion with its publication and distribution. 

(b) Generally to carry on the business of owning and publishing newspapers, 
magazines, and other periodicals; and in connection therewith to carry on business 
as printers, bookbinders, stationers, photographers, lithographers, and such other 
businesses or manufactures as may be convenient or necessary. 

(c) To purchase, build, lease, construct, or otherwise acquire such buildings, 
offices, plants, and machinery as may be necessary of useful to carry out the 
objects and purposes of this company. 


To buy, sell, manufacture, and generally deal in and with cameras, tripods, 
dry plates, films, photographic chemicals, sensitized papers, plate-holders, screens, 
slides, printing frames, and all other apparatus, devices, supplies, and materials 
used in the art of photography or in connection therewith. 
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To buy, sell, import, export, and generally deal in and with pianos, organs 
and other musical instruments; and in all things, fixtures, furniture, and appliances 
useful or convenient in connection with the said business for the use of musica! 
instruments; to manufacture, buy, sell, import, and export any and all kinds of 
musical instruments, materials, and supplies for the same, musical articles, furni- 
ture, cases, or conveniences used in the production of music, or in connection with 
the operation of musical instruments. 
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(a) To buy, sell manufacture, and carry on the business of printers, publishers, 
stationers, engravers, designers; and to engage generally in the art, trade, and 
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business of printing, engraving, lithographing, and all other methods of printing, 
or producing or reproducing printing, engraving, drawings, paintings, pictures 
and representations and impressions of all kinds in color or otherwise. 

(b) To print, publish, bind, and buy, sell, and deal in books, papers, maga- 
zines, periodicals, and advertising and printed matter of all kinds; to hold, use, sell, 
circulate, distribute, and dispose of the same; and generally to do all things inci- 
dental to or connected with the business of printing and publishing. 

(c) To buy, sell, rent, manufacture, install, use, operate, and generally deal 
in and with machines, mechanisms, devices, apparatus, inventions, and improve- 
ments for printing, writing, duplicating, type-setting, type-making, linotyping, 
casting, or making type, making printing slugs, plates, platens, stereotypes, and all 
other things for use in or in connection with the printers’ art, trade, and business. 

(d) To apply for, obtain, purchase, or otherwise acquire, and to register, hold, 
own, use, operate, sell, assign, or otherwise dispose of and turn to account and 
profit, any and all trade-marks, improvements, processes, formulae, trade secrets, 
inventions, and apparatus of all kinds, whether secured under letters patent of the 
United States or in any foreign country, or in any other manner. 

(e) To apply for, obtain, purchase, or otherwise acquire, and to own, hold, 
use, sell, assign, or otherwise dispose of and turn to profit and account, copyrights 
and publishing rights of all kinds. 


Form 47. Railroad Constructio 


(a) To do all things necessary or useful in connection with the construction of 
railways, railway bridges, and railway terminals, and the doing of all things and 
the making of all contracts for such construction. 

(b) To deal in stocks, bonds, and other securities of railroad companies, and 
to purchase, hold, pledge, and sell the same. 

(c) To buy, sell, and deal in real estate, rights of way, and the selling or leasing 
of the same. 

(d) To promote and organize railroad corporations, to sell their stocks and 
other securities, and to secure finance for their construction. 

(e) To acquire franchises, concessions, rights of way, and other privileges to 
be utilized for railroads or railroad construction. 


(a) To take over and acquire all or any part or parts or interest or interests in 
the estate and property of Wilson D. Manning, deceased, to assume the payment 
of any notes, indebtedness, or obligations of such estate, and to hold, improve, 
lease, sell, and otherwise handle and dispose of the said estate and property as may 
appear to the advantage and profit of the corporation. 

(b) To take, purchase, or otherwise acquire, and to own, hold, sell, convey, 
exchange, hire, lease, pledge, mortgage, and otherwise deal in and dispose of all 
kinds of real estate, real property, personal property, chattels, chattels real, choses 
in action, notes, bonds, mortgages, and securities. pelt 

(c) To conduct and transact business in any of the states, territories, colonies, 
or dependencies of the United States and in any and all foreign countries; to have 
one or more offices therein, and therein to hold, purchase, mortgage, and convey 
real and personal property without limit or restriction except as imposed by the 
local laws. 
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(d) To do any and all things set forth in this certificate as objects, purposes, 
powers, or otherwise, to the same extent and as fully as natural persons might do, 
and in any part of the world as principals, agents, contractors, lessees, or otherwise. 


See also purposes in Form tr.) 


Form 49. Refrigerating Company 

(a) To plan, design, lay out, construct, and contract to install plants, ma- 
chinery, factories, and apparatus for mixing, making, freezing, preparing, and mar- 
keting ices, ice-creams, and all kinds of frozen and refrigerated substances. 

(b) To contract and undertake the planning, designing, manufacture, and 
construction of ice, cold storage, and refrigerating plants, machinery, apparatus, 
and conveyances, and of all buildings, structures, piping, and storing facilities 
necessary or pertaining thereto. 

(c) To carry on a general contracting and engineering business in all its 
branches; particularly to carry on the business of refrigerating engineering; and 
to design, erect, construct, enlarge, repair, improve, and manufacture all kinds of 
ice, cold storage, and refrigerating plants, engines, machinery, insulation, and 
apparatus. 

(d) To carry on the business of ice-making, cold storage, refrigeration, and 
making ice-cream, and do all things incidental thereto; to buy, sell, construct, 
operate, and maintain ice plants, cold storage warehouses, refrigerating apparatus, 
and conveyances for the transportation in cold storage of all goods, products, and 
wares. 


"(See also Form 28) °F *a69 T 


Form 50. Schools 


(a) To establish, organize, manage, and conduct schools and educational 
institutions, and to employ teachers, educators, and instructors, and to provide 
courses of study preparatory for business and professional life and for general in- 
formation and culture. 

(b) To erect, lease, or otherwise acquire suitable buildings and structures 
in which to conduct such schools and educational institutions, and to provide books, 
libraries, furniture, and apparatus for the same. 

(c) To establish and conduct institutes, lecture courses, correspondence and 
extension courses, training schools, home classes, and to use and adapt such other 
means as may from time to time seem effective in promoting the work of education, 

(d) To give such diplomas, certificates, and other evidences of proficiency as 
may be compatible with the laws of the state, or such as may be hereafter authorized 
by the educational authorities of the state. 

(e) To establish scientific, business, technical, cultural, artistic, and musical 
courses of education and training; to secure, print, and publish books, charts, 
and courses of study to use in connection with such courses; and to do all other 
things necessary or convenient in connection with such educational work. 


Form 51. Securities Company (New York) 


(a) To buy, sell, hold, and generally to deal in and with stocks, bonds, deben- 
tures, mortgages, and securities of all kinds; to borrow money, make loans, advance 
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money on contracts, make investments, and generally act as investment brokers; 
to issue notes, bonds, securities, and debentures which may be secured by mortgage 
or otherwise upon property real and personal of the corporation under the provisions 
of Section 2 of the Stock Corporations Law of the State of New York; and to pur- 
chase, hold, improve, sell, lease, or exchange real estate. 

(b) To act as agents, factors, brokers, commission merchants, contractors, 
lessees, and managers of estates or otherwise in entering into, undertaking, per- 
forming, negotiating, executing, conducting, and transacting for persons, firms, 
and corporations upon commission or otherwise, any and all the things set forth 
in this certificate that it can do for itself; and to exercise all of its powers to the 
same extent that a natural person might do, and in any part of the world to the 
full extent permitted to corporations organized under the Business Corporations 
Law of the State of New York. 

(c) To purchase, acquire, hold, and dispose of the stocks, bonds, and other 
evidences of indebtedness of any corporation, domestic or foreign, and issue in 
exchange therefor its stock, bonds, or other obligations; and to exercise while 
owner of the stock of other corporations all the rights, powers, and privileges of 
ownership, including the right to vote thereon. 

(d) To guarantee or cause to be guaranteed the payment of dividends or 
interest on any bonds, stocks, debentures, or other securities of this corporation; 
and to guarantee or cause to be guaranteed the contracts and obligations of this 
corporation whenever proper or necessary for its business in the judgment of its 
Board of Directors. 


Mictecsio Foro) > 


Form 52. Smelting and Allied Operations (New Jersey) 


(a) To buy, lease, or otherwise acquire mines, mining rights quarries and 
mineral lands and claims of every kind, nature, and description, and to work, mine, 
prospect, develop, and promote the same; to mine, quarry, and excavate gold, 
silver, copper, and other oves and metals and minerals of all descriptions. 

(b) To buy, lease, co:istruct, own, control, operate, and maintain mills, works, 
and plants for the crushing, sampling, milling, smelting, reduction, and concen- 
tration of minerals and metal-bearing ores, and the extraction therefrom of all 
kinds of metals and mineral products and by-products, on its own account and as 
factor and agent for others. 

(c) To carry on the business of mining, milling, concentrating, converting, 
smelting, treating, preparing for market, reducing, buying, selling, and merchan- 
dising in gold, silver, copper, and other metals and metallic compounds, coal, 
coke, charcoal, and other fuels, and all products and by-products of all ores and 
minerals. ‘ 

(d) To treat, prepare, and manufacture, and to buy, sell, and generally to deal 
in iron, steel, manganese, coke, copper, lumber, and other materials, and all or any 
articles consisting of or partly consisting of metal, wood or other materials, and 
any and all products and by-products thereof. i } 

(e) To buy, sell, manufacture, produce, and dispose of all kinds of goods, 
wares, merchandise, manufactures, commodities, foodstuffs, drugs, furniture, 
machinery, tools, supplies, and agricultural products, and generally to engage 
in and carry on any forms of manufacturing or mercantile enterprise, necessary or 
incidental to the business of the Company. 

(f) To construct bridges, buildings, machinery, ships, boats, engines, cars, and 
other equipment, railroads, docks, slips, elevators, water-works, gas-works, electric- 
works, viaducts, aqueducts, canals, and other waterways, and any other means of 
transportation; and to sell the same, or otherwise dispose thereof,’ or to maintain 
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and operate the same, except that the Company shall not maintain or operate any 
railroad or canal in the State of New Jersey. 


(a) To buy, sell, grow, prepare, manufacture, and generally deal in and with 
flax, hemp, jute, wool, silk, cotton, and fibers and fibrous materials of all kinds; to 
buy, sell, prepare, manufacture, and generally deal in all products and by-products 
of said materials and substances, or products and by-products consisting in part of 
such materials and substances; to bleach, dye, print, color, and otherwise treat 
and manipulate, and to spin, comb, weave, and prepare for market, either wholly 
or in part; and to buy, sell, market, and deal in any and all such products, by-prod- 
ucts, materials, manufactures, and substances; and to do all other things and 
engage in any and all kinds of business which may be necessary, ancillary, incidental, 
profitable, or convenient in connection with said business or any portion thereof. 

(b) To buy, sell, own, hold, use, operate, and generally to deal in and with 
all devices machines, mechanisms, and engines that may be useful or convenient in 
the treatment, preparation, manufacture, and manipulation of flax, hemp, jute, 
wool, silk, cotton, and other fibers and fibrous materials of all kinds. 


(See also Form 14.) 


INCLUSIVE CLAUSES 


The use of these general clauses is shown in the charters of 
Forms 1 to 4. Insome states clauses of this kind, giving vast 
and almost unlimited powers, are not allowed. 


Form 54. To Buy and Hold Real Estate 


To purchase or otherwise acquire, and to own, develop, sell, mortgage, or 
otherwise dispose of real estate, real property, and all interests and rights therein, 
without limit or amount, and to the same extent as natural persons might or could 
do, and in any part of the world. 


_ To conduct and carry on any other business, manufacturing or otherwise, 
which may be capable of being profitably carried on in connection with the Com- 
pany’s business, or to carry on any business that is adapted directly or indirectly 


is add to the value of the Company’s property and the profits of its authorized 
usiness. 


Form 56. To Acquire Other Enterprises 


_ To buy or otherwise to acquire any other enterprise adapted to be carried on 
in connection with the Company’s business, together with the good-will, rights, 
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property, and assets of all kinds thereto pertaining, and in connection therewith 
to assume any of the liabilities of any person, firm, or corporaton, and to pay for 
the same in cash, stock, debentures, or other securities of the Company. 


To conduct its business and to have one or more offices, and to acquire, hold, 
mortgage, lease, and convey real and personal property, unlimitedly and without 
restriction, in any of the states or territories of the United States, or in any foreign 
place or country, so far as is permitted by the laws thereof. 


To promote or to aid in any manner, financially or otherwise, any corporation 
or association of which any stocks, bonds, or other evidences of indebtedness or 
securities are held directly or indirectly by this corporation; and for this purpose 
to guarantee the contracts, dividends, stocks, bonds, notes, and other obligations 
of such other corporations or associations; and to do any other acts or things de- 
signed to protect, preserve, improve or enhance the value of such stocks, bonds, or 
other evidences of indebtedness or securities. 


To contract freely with any person, firm, or corporation, private or public, 
and to carry out and fulfill contracts of every sort and kind, and to purchase, lease 
or otherwise acquire any and all rights, privileges, and franchises convenient or 
profitable to carry out in connection with the corporate purposes and corporate 
business of the Company. 


Form 60. To Borrow Money 


To borrow money from any person, firm, or corporation; to make and issue, 
notes, bills, bonds, debentures, and other evidences of indebtedness of all kinds, 
and to secure the same by pledge, mortgage, or otherwise, without limit as to 
amount, and to provide for payment of the same by deposited cash, sinking funds, 
or otherwise. 


The corporation may utilize and apply its surplus earnings or profits authorized 
by law to be so reserved, to the purchase or acquisition of its own capital stock, 
from time to time, and in such manner as may be legal and equitable as to other 
stockholders, and upon such terms as its Board of Director shall determine. 
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Form 62. To Acquire Stock of Other Companies 


To hold, purchase, or otherwise acquire, and to sell, assign, transfer, mortgage, 
pledge, or otherwise dispose of, shares of the capital stock and securities created 
by any other corporation or corporations, and while the holder thereof to exercise 
all the privileges of ownership including the right to vote thereon. 


Form 63. Strengthening Clause 


To do any or all of the things in this certificate set forth as objects, purposes, 
powers, or otherwise, to the same extent and as fully as natural persons might or 
could do, and in any part of the world, as principals, agents, trustees, or otherwise. 


Form 64. Interpretation Clause 


The objects and powers specified in this certificate of incorporation shall 
except where expressly limited, be in nowise limited or restrained by inference from 
the terms of any other clause in any other part of this charter, but the objects and 
powers specified in each of the clauses of this charter shall be regarded as inde- 
pendent and separate purposes and powers of the corporation. 
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CHAPTER II 
BY-LAW FORMS ' 


The comprehensive and detailed by-laws required for the 
operation of a large corporation are neither necessary nor desir- 
able for those of lesser size. For most small corporations the 
following short set of by-laws, prepared for the use of a New 
York corporation will be found adequate, and may be easily 
changed to meet special requirements of other states or other 
corporations. 

It may be noted that in New York and some other states, 
inspectors of election are required by the statute law for the 
annual election of directors; also that in New York State, at 
the annual meeting of stockholders, the by-law specifications 
for stockholders’ quorums will not apply in the election of direc- 
tors, as the statutes specifically provide that the directors shall 
be “elected by a plurality of the votes at such election,” regard- 
less of whether a quorum be present, and, if at a special meeting 
for the election of directors, “members attending shall con- 
stitute a quorum.”’! 


Form 65. By-Laws—Short 
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By-Laws 
of the 
MAYSWOOD MOTOR COMPANY 
New York City 
ARTICLE I. Stock 


t. Certificates of Stock shall be issued in numerical order from the stock certifi- 
cate book to each stockholder of record whose stock has been paid in full, be signed 


1 Ror general discussion of by-laws, see Book J, Part VI, “The By-Laws.’’ 
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by the President and Treasurer, and be sealed by the Secretary with the corporate 
seal. A record of each certificate issued shall be kept on the stub thereof. 

2. Transfers of Stock shall be made only upon the books of the Company, and 
before a new certificate is issued the old certificate must be surrendered for cancella- 
tion. The stock books of the Company shall be closed for transfer twenty days 
before general elections and ten days before dividend days. ' 

3. The Treasury Stock of the Company shall consist of such issued and out- 
standing stock of the Company as may be donated to the Company or otherwise 
acquired, and shall be held subject to disposal by the Board of Directors. Such 
stock shall neither vote nor participate in dividends while held by the Company. 


ARTICLE IJ. STOCKHOLDERS 


t. The Annual Meeting of the stockholders of this Company shall be held 
in the principal office of the Company, in New York City, on the second Monday 
in January of each year, at 3 P.M. if not a legal holiday, but if a legal holiday, then 
on the next business day following. 

2. Special Meetings of the stockholders may be called at the principal office of 
the Company at any time by resolution of the Board of Directors, or upon written 
request of stockholders holding one-third of the outstanding stock. 

3. Notice of Meetings, written or printed, shall be prepared and mailed to the 
last known post-office address of each stockholder not less than ten days before 
any regular or special meeting of stockholders, and if for a special meeting, such 
notice shall state the object or objects thereof. No failure of or irregularity of 
notice of any regular meeting shall invalidate such meeting or any proceeding 
thereat. 

4. A Quorum at any meeting of the stockholders shall consist of a majority of 
the voting stock of the Company, represented in person or by proxy. A majority 
of such quorum shall decide any question that may come before the meeting. 

5. The Election of Directors shall be held at the annual meeting of stockholders, 
and shall, after the first election, be conducted by two inspectors of election, 
appointed by the President for that purpose. The election shall be by ballot 
and each stockholder of record shall be entitled to cast one vote for each share of 
stock held by him. 

6. The Order of Business at the annual meeting, and, as far as possible, at all 
other meetings of the stockholders, shall be: 


. Calling of roll 

. Proof of due notice of meeting 

. Reading and disposal of any unapproved minutes 
Annual reports of officers and committees 

. Election of directors 

. Unfinished business 

. New business 

. Adjournment 


CON ANBW DH 


ArticLe III. Drrectors 


1. The Business and Property of the Company shall be managed by a Board 
of five Directors, who shall be stockholders of the Company and who shall be 
elected annually by ballot by the stockholders for the term of one year, and shall 
serve until the election and acceptance of their duly qualified successors. Any 
vacancies may be filled by the Board for the unexpired term. Directors shail 
receive no compensation for their services as such. 

2. The Regular Meetings of the Board of Directors shall be held in the principal 
office of the Company in New York City on the third Tuesday of each month, at 
3 i if not a legal holiday, but if a legal holiday, then on the next business day 
ollowing. 
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3. Special Meetings of the Board of Directors may be held in the principal 
office of the Company in New York City at any time on call of the President, or 
of any three members of the Board, or may be held at any time and place without 
notice, by unanimous written consent of all the members, or with the presence and 
participation of all members at such meeting. 

4. Notices of both regular and special meetings, save when held by unanimous 
consent or participation, shall be mailed by the Secretary to each member of the 
Board not less than five days before any such meeting, and notices of special meet- 
ings shall state the purposes thereof. No failure or irregularity of notice of any 
regular meeting shall invalidate such meeting or any proceeding thereat. 

_ 5. A Quorum at any meeting shall consist of a majority of the entire member- 
ship of the Board. A majority of such quorum shall decide any question that may 
come before the meeting. 

6. Officers of the Company shall be elected by ballot by the Board of Directors 
at their first meeting after the election of Directors each year. If any office 
becomes vacant during the year, the Board of Directors shall fill the same for the 
unexpired term. The Board of Directors shall fix the compensation of the officers 
and agents of the Company. 

7. The Order of Business at any regular or special meeting of the Board of 
Directors shall be: 


Reading and disposal of any unapproved minutes 
Reports of officers and committees 

Unfinished business 

New business 

Adjournment 


es 


ARTICLE IV. OFFICERS 


1. The Officers of the Company shall be a President, a Vice-President, a Secre- 
tary, and a Treasurer, who shall be elected for one year and shall hold office until 
their successors are elected and’ qualify. The position of Secretary and Treasurer 
may be united in one person. 

2. The President shall preside at all meetings, shall have general supervision 
of the affairs of the Company, shall sign or countersign all certificates of stock, 
contracts, and other instruments of the Company authorized by the Board of 
Directors, except as otherwise directed by the board; shall make such reports to 
the Directors and stockholders as he may deem necessary or as may be required of 
him, and perform all such other duties as are incident to his office or are properly 
required of him by the Board of Directors. In the absence or disability of the 
President, the Vice-President shall exercise all his functions. 

3. The Secretary shall issue notices for all meetings of stockholders and direc- 
tors, shall keep their minutes, shall have charge of the seal and the corporate books, 
shall sign, with the President, such instruments as require such signature, and shall 
make such reports and perform such other duties as are incident to his office, orare 
properly required of him by the Board of Directors. 

4. The Treasurer shall have the custody of all moneys and securities of the 
Company and shall keep regular books of account and balance the same each 
month. He shall sign or countersign such instruments as require his signature, 
shall perform all duties incident to his office or that are properly required of him 
by the Board, and shall give bond for the faithful performance of his duties in such 
sum and with such sureties as may be required by the Board of Directors. 


ARTICLE V. DrIvIDENDS AND FINANCE 


1. Dividends shall be declared from the surplus profits of the Company at 
such times as the Board of Directors shall direct, and no dividend shall be declared 
that will impair the capital of the Company. 
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2. The Moneys of the Company shall be deposited in the name of the Company 
in such banks or trust companies as the Board of Directors shall designate, and 
shall be drawn out only by check signed by the Treasurer and countersigned by the 
President 

ARTICLE VI. SEAL 

1. The Corporate Seal of the Company shall consist of two concentric circles 
between which is the name of the Company, and in the centre shall be inscribed 
“Incorporated 1922, New York,” and such seal, as impressed on the margin 
hereof, shall be the Corporate Seal of the Company. 


ARTICLE VII. AMENDMENTS 


1. These By-Laws may be amended, repealed, or altered, in whole or in part; 
by a majority vote of the entire outstanding stock of the Company, at any regular 
meeting of the stockholders, or at any special meeting where such action has been 
announced in the call and notice of such meeting. 

2. The Board of Directors shall aot alter or repeal any by-laws adopted by the 
stockholders of the Company, but may adopt additional by-laws in harmony 
therewith. 


The following by-laws for a New Jersey corporation are more 
detailed and comprehensive than those just shown, providing 
for a much higher degree of organization. They will be found 
adequate for most corporations of moderate size and may be 
readily modified to meet the requirements of any particular state. 


Form 66. By-Laws—Extended 


By-Laws 
of the 
OGDEN IRON AND STEEL COMPANY 
Incorporated under the Laws of New Jersey 


ARTICLE I. Stock 


SEC. 1. Certificates of Stock 

Each stockholder of the company whose stock has been paid for in full shall 
be entitled to a certificate or certificates showing the amount of stock of the Com- 
pany standing on the books in his name. Each certificate shall be numbered, bear 
the signatures of the President and Treasurer and the seal of the Company, and be 
issued in numerical order from the stock certificate book. A full record of each 
certificate of stock, as issued, shall be entered on the corresponding stub of the 
stock certificate book. 


Sec. 2. Transfers of Stock 
Transfers of stock shall be made upon the proper stock books of the Company, 
and must be accompanied by the surrender of the duly indorsed certificate or 
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certificates representing the transferred stock. Surrendered certificates shall be 
canceled and attached to the corresponding stubs in the stock certificate book and 
new certificates issued to the parties entitled thereto. The stock books shall be 
closed to transfers twenty days before general elections and twenty days before 
dividend days. 


Src. 3. Lost Certificates 

The Board of Directors may order a new certificate or certificates of stock 
to be issued in the place of any certificate or certificates of the Company alleged 
to have been lost or destroyed, but in every such case the owner of the lost certifi- 
cate or certificates shall first cause to be given to the Company a bond in such sum, 
not less than the par value of such lost or destroyed certificate or certificates of 
stock, as said Board may direct, as indemnity against any loss that the Company 
may incur by reason of such replacement of the lost certificate or certificates; 
but the Board of Directors may, in their discretion, refuse to replace any lost 
certificate of stock, save upon the order of some court having jurisdiction in such 
matter. . 


Sec. 4. Stock and Transfer Books 

The stock and transfer books of the Company shall be kept in its principal 
office, No. 525 Main Street, East Orange, New Jersey, and shall be open during 
business hours to the inspection of any stockholder of the Company. All other 
books and records of the Company shall be kept in its office in New York City, 
and shall include a stock book, which shall be open during business hours to the 
inspection of any stockholder or judgment creditor of the Company. 


Src. 5. Preferred Stock 

The capital stock of this Company shall be One Hundred Thousand Dollars 
($100,000), consisting of One Thousand (1,000) Shares, each of the par value of 
One Hundred Dollars ($100), and of these, Five Hundred (500) Shares shall be 
preferred stock, and Five Hundred (soo) Shares shall be common stock. 

The said preferred stock of the Company shall receive from its net earnings 
a Six Per Cent (6%) annual cumulative dividend before any dividends are paid 
upon the common stock, but the holders of preferred stock shall not be entitled 
to vote at the meetings of the stockholders of the Company. 


Sec. 6. Treasury Stock 

All issued and outstanding stock of the Company that may be donated to or 
be purchased by the Company shall be termed treasury stock, and shall be held 
subject to disposal by action of the Board of Directors. Such stock shall neither 
vote nor participate in dividends while held by the Company. 


ARTICLE II. STOCKHOLDERS 

Sec. 1. Annual Meetings 

The regular annual meetings of the stockholders shall be held in the office of 
the Company, at No. 525 Main Street, East Orange, New Jersey, at II A.M., on 
the second Monday of January in each year if not a legal holiday, but if a legal 
holiday, then on the next business day following. At this meeting the Directors 
for the ensuing year shall be elected, the officers of the Company shall present their 
annual reports, and the Secretary shall have on file for inspection and reference, an 
alphabetical list of the stockholders of the Company, giving the amount of stock 
held by each, as shown by the stock books twenty days before the date of such 
annual meeting. 
Sec. 2. Special Meetings 


Special meetings of the stockholders may be held at any time, in the office of 
the Company, pursuant to a resolution of the Board of Directors, or to a call 
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signed by stockholders holding a majority of the voting stock of the Company. 
Calls for special meetings shall specify the time, place, and object or objects thereof. 
and no other business than that specified in the call shall be considered at any such 
meeting. 


SEc. 3. Notice of Meetings 


A written or printed notice of every regular or special meeting of the stock- 
holders, stating the time and the place, and, in case of special meetings, the objects 
thereof, shall be prepared and mailed by the Secretary, postage prepaid, to the 
last known post-office address of each stockholder, at least ten days before the date 
of any such meeting. No failure or irregularity of notice of any regular meeting 
shall invalidate the same or any proceeding thereat. 


SEc. 4. Voting 

Only stockholders of record of the common stock of the Company shall be 
entitled to vote at the regular and special meetings of stockholders. At such 
meetings each stockholder shall be entitled to one vote for each share of stock 
standing on the books of the Company in his name. 


Sec. 5. lection of Directors 


At the first meeting of the stockholders and at each annual meeting of the 
stockholders thereafter, a Board of seven Directors shall be elected, who shall 
serve until the election and acceptance of their duly qualified successors. All 
elections for Directors shall be by ballot, and the candidates, to the number to be 
elected, receiving the highest number of votes, shall be declared elected. 

If for any reason Directors are not elected at the annual meeting of stock- 
holders, a special meeting shall be called for the purpose within thirty days there- 
after, at which Directors shall be elected in all respects as at the annual meeting. 

Two inspectors of election shall be appointed by the President to conduct 
the election of Directors to serve for the ensuing year. These inspectors shall be 
sworn to the faithful discharge of their duty and shall then take charge of the 
election. No person who is a candidate for the office of Director shall act as an 
inspector of election. 


SEC. 6. Quorum 


A majority of the outstanding stock, exclusive of treasury stock, shall be 
necessary to constitute a quorum at meetings of stockholders. When a quorum is 
present at any meeting, a majority of the stock represented thereat shall decide 
any question brought before such mecting. In the absence of a quorum those 
present may adjourn the meeting from day to day, but until a quorum is secured 
no business may be transacted. 


SEC. 7. Proxies 


Any stockholder entitled to vote may be represented at any regular or special 
meeting of stockholders by a duly executed proxy. Proxies shall be in writing and 
properly signed, but shall require no other attestation. No proxy shall be recog- 
nized unless executed within eleven months of the date of the meeting at which it 
is presented. 


SEC. 8. Officers of Meetings 


_ The President, if present, shall preside at all meetings of the stockholders. In 
his absence, the next officer in due order who may be present shall preside. For 
the purposes of these by-laws, the due order of officers shall be as follows: President, 
Vice-President, Treasurer, and Secretary. 


The Secretary of the Company shall keep a faithful record of the proceedings 
of all stockholders’ meetings. 
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Src. 9. Order of Business 


The order of business at the annual meeting, and, so far as practicable, at all 
other meettings of the stockholders, shall be as follows: 


. Calling of roll 

. Proof of due notice of meeting 

Reading and disposal of any unapproved minutes 
Annual reports of officers and committees 

. Election of directors 

. Unfinished business 

New business 

. Adjournment 
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ArtIcLE III. DIRECTORS 


Src. 1. Number and Authority 

A Board of seven Directors shall be elected, who shall have entire charge of 
the property, interests, business, and transactions of the Company, with full power 
and authority to manage and conduct the same. 


Src. 2. Qualifications 

No person shall be elected, nor shall be competent to act as a Director of this 
Company, unless he is at the time of election the holder of record of at least one 
share of its stock. At least one of the Directors of the Company must be resident 
in the State of New Jersey. 


Src 3. Vacancies 

Any vacancy occurring in the Board of Directors may be filled for the unex- 
pired term by a majority vote of the remaining members. In event of the member- 
ship of the Board falling below the number necessary for a quorum, a special mect- 
ing of the stockholders shall be called and such number of Directors shall be elected 
thereat as may be necessary to restore the membership of the Board to its full 
number. 


Sec. 4. Regular Meetings 

The regular meetings of the Board of Directors shall be held in the office of 
the Company, in the City of New York, at 3 P.M., on the second Monday of each 
month if not a legal holiday, but if a legal holiday, then on the next business day 
following. 


Sec. 5. Special Meetings 

Special meetings of the Board of Directors may be held at any time, in the 
office of the Company in the City of New York, on the written call of the President 
or of any three members of the Board. Special meetings may be held at any time 
and place and without notice, by unanimous consent of the Board. 


Sec. 6. Notice of Meetings 

The Secretary shall notify each member of the Board of all regular or special 
meetings, by mailing to each member’s last known post-office address, postage 
prepaid, at least five days before any such meeting, a written or printed notice 
thereof, giving the time, place, and, in case of special meetings, the objects thereof, 
and no other business shall be considered at any special meeting than shall have been 
so notified to the members. No failure or irregularity of notice of any regular 
meeting shall invalidate the same or any proceeding thereat. 


Src. 7. Quorum 
A majority of the Board of Directors shall constitute a quorum, and a majority 
of the members in attendance at any Board meeting shall, in the presence of a 
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ARTICLE TV. OFFICERS 


Src. 1. Enumeration, Election, and Qualification 


The officers of the Company shall be a President, Vice-President, Treasurer, 
Secretary, and General Manager. ‘These officers shall be elected by the Board of 
Directors at the first regular meeting after the election of directors each year, and 
shall hold office for the term of one year, and until their respective successors are 
duly elected and qualify. The President and Vice-President shall be elected from 
from the Directors of the Company. 


Src. 2. The President 


The President, when present, shall preside at all meetings of the stockholders 
and of the Board of Directors; shall sign all certificates of stock; shall sign or 
countersign, as may be necessary, all such bills, notes, checks, contracts, and other 
instruments as may pertain to the ordinary course of the Company’s business; and 
sign, when duly authorized thereto, all contracts, orders, deeds, liens, licenses, and 
other instruments of a special nature. 

He may also, in the absence or disability of the Treasurer, indorse checks, 
drafts, and other negotiable instruments for deposit or collection, and shall, with 
the Secretary, sign the minutes of all meetings over which he has presided. 

At the first regular meeting of the Board in January he shall submit a com- 
plete report of the operations of the Company for the preceding year, together with 
a statement of the Company’s affairs as existing at the close of the last fiscal year, 
and shall submit a similar report at the annual meeting of stockholders; also he 
shall report to the Board of Directors, from time to time, all such matters coming 
within his notice and relating to the interests of the Company as should be brought 
to the attention of the Board. 

He shall be, ex officio, a member of all standing committees, shall have such 
usual powers of supervision and management as may pertain to the office of Presi- 
dent, and perform such other duties as may be properly required of him by the 
Board of Directors. 


Sec. 3. The Vice-President 

The Vice-President shall familarize himself with the affairs of the Company, 
and, in the absence, disability, or refusal to act of the President, shall possess all 
of the powers and perform all of the duties of that officer. 


Sec. 4. The Secretary 


The Secretary shall keep full minutes of all meetings of the stockholders and of 
the Board of Directors; shall read such minutes at the proper subsequent meetings; 
shall issue all calls for meetings and notify all officers and directors of their election; 
shall have charge of and keep the seal of the corporation, and affix the same to 
certificates of stock when such certificates are signed by the President and Treas- 
urer, and shall affix the seal, attested by his signature, to such other instruments 
as may require the same. J 

He shall keep the stock certificate book and the other usual corporation books, 
and shall prepare, record, transfer, issue, seal, and cancel certificates of stock, as 
required by the transactions of the Company and its stockholders. He shall also 
sign with the President all contracts, deeds, licenses, and other instruments when 
so ordered. ; ’ 

He shall make such reports to the Board of Directors as they may desire, and 
shall also prepare such reports and statements as are required by the State laws. 
He shall make out, twenty days before any election of Directors, a complete 
list of the stockholders entitled to vote at such election, arranged in alphabetical 
order, and giving the number of shares of stock that may be voted by each, and 
shall keep the same open to inspection at the office of the Company until the time 
of and during the said election. He shall allow any stockholder, on application in 
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business hours, to inspect the stock certificate books, the stock transfer book, and 
the stock ledger. : 

He shall attend to such correspondence and to such other duties as may be 
incidental to his office or properly be assigned him by the Board. 

He shall receive such salary as may be fixed by the Board of Directors. 


Src. 5. The Treasurer 

The Treasurer shall have the custody of and be responsible for all moneys and 
securities of the Company; shall keep full and accurate records and accounts in 
books belonging to the Company, showing the transactions of the Company, its 
accounts, liabilities, and financial condition; and shall see that all expenditures are 
duly authorized and are evidenced by proper receipts and vouchers. He shall 
deposit, in the name of the Company,in such depositary or depositaries as are 
approved by the Directors, all moneys that may come into his hands for the Com- 
pany account. His books and accounts shall be open at all times during business 
hours to the inspection of any Director of the Company. 

The Treasurer shall also indorse for collection or deposit all bills, notes, checks, 
and other negotiable instruments of the Company; shall pay out money as may 
be necessary in the transactions of the Company, either by special or general direc- 
tion of the Board of Directors, and on checks signed by the President and himself, 
and shall generally, together with the President, have supervision of the finances 
of the Company. 

He shall also make a full report of the financial condition of the Company 
for the annual meeting of the stockholders, and shall make such other reports and 
statements as may be required of him by the Board of Directors or by the laws of 
the State. 

He shall give bond in the sum of Five Thousand Dollars, with sureties satis- 
factory to the Board of Directors, for the faithful performance of his duties and for 
the restoration to the Company, in event of his death, resignation, or removal from 
office, of all books, papers, vouchers, money, and other property belonging to the 
Company that may have come into his custody. He shall receive such compensa- 
tion as may be fixed by the Board of Directors. 


Src. 6. The General Manager 

The General Manager shall, under the supervision of the Board of Directors 
and the President, have charge of and manage the active business operations of the 
Company. He shall perform such further duties and make such reports as may be 
required of him by the Board of Directors, and shall receive such salary, not exceed- 
ing Eight Thousand Dollars per annum, as may be fixed by the Board of Directors. 


ARTICLE V, DIVIDENDS AND FINANCES 
Sec. 1. Dividends 
Dividends shall be declared at such times as the Board may direct, but no 
dividend shall be declared or paid save from surplus profits remaining after all 
current liabilities of the Company have been fully paid, nor shall any dividend be 
declared that will impair the capital of the Company. 


Sec. 2. Reserve Fund 

No dividend to exceed six per cent per annum shall be declared by the Board 
of Directors until there shall have been reserved from surplus profits a fund of 
not less than One Hundred Thousand Dollars, such fund to be designated “Exten- 
sion Fund” and to be used for the extension or enlargement of the business of the 
Company and the betterment of its plant, or for such other connected purposes 
as may be deemed necessary or advisable by the Board of Directors. 


Sec. 3. Bank Deposits 
_ The Treasurer shall deposit the moneys of the Company, as the same may come 
into his hands, in such depositary or depositaries asmay be designated by the 
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Board of Directors, and such deposits shall be made in the name of the Company, 
and moneys shall be withdrawn therefrom only by check signed by the Treasurer 
and countersigned by the President. 


ARTICLE VI. SUNDRY PROVISIONS 


Src. 1. Corporate Seal 


The corporate seal of the Company shall consist of two concentric circles, 
between which shall be the name of the Company, and in the centre shall be in- 
scribed “Incorporated 1922, New Jersey,” and such seal, as impressed on the mar- 
gin hereof, is hereby adopted as the corporate seal of the Company. 


Sec. 2. Penalties 


Any officer, director, or stockholder who shall disobey or violate any of the 
provisions of these by-laws shall be fined in an amount not to exceed Twenty 
Dollars, such fine to be imposed by the Board of Directors, and if not paid at the 
time, to be deducted from any salary or dividend then due or that may thereafter 
become due said person. 


Src. 3. Amendment 


These by-laws may be amended, repealed, or altered, in whole or in part, at 
any regular meeting of the stockholders, or at any special meeting where such 
action has been duly announced in the call, provided that a majority of the entire 
voting stock of the Company shall vote for such amendment, repeal, or alteration. 

The Board of Directors shall have no power to amend, alter, or repeal the 
by-laws adopted by the stockholders, but may pass such additional by-laws in 
conformity therewith as may be necessary or convenient to facilitate the business 
of the Company. 


CHAPTER IV 
SUBSCRIPTION LISTS 


The subject of subscription lists and subscription contracts 
is treated very fully elsewhere.1 No general discussion is there- 
fore attempted here. 


Form 67. Subscription List—Simple Form 


SUBSCRIPTION LIST 
THE INTERLOCKING SWITCH COMPANY 


To be Incorporated under the Laws of New York 
By Joun H. Mitts, Harvey CHANDLER, AND THoMAS WILSON 
CapitaliStockn.e- ens $100,000 
Sharese jae. $100 each 


We, the undersigned, hereby severally subscribe for and agree to take at their 
par value the number of shares of the capital stock of the Interlocking Switch 
Company set opposite our respective signatures, said subscriptions to become due 
so soon as said Company is organized and to be then payable in cash on demand of 
the Treasurer of the Company. 

New York City, N. Y. 

May 21, 1922 


NAMES - ADDRESSES SHARES AMOUNTS 
Harry H. Collins 235 West 23rd St., N. Y. Io $1,000 
David B. White 975 Willis Ave., N. Y. 8 800 
Willard H. Ellison Brooklyn, N. Y. 8 800 


The names of the incorporators are brought into the heading 
of the foregoing subscription list and into that of the list that 


follows as a means of identifying more clearly the proposed cor- 
poration. 


When subscriptions are solicited widely or from parties at a 
1 Book I, Ch. V, “Subscription Lists and Contracts.” 
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distance, an individual subscription blank is usually employed 
and is mailed with such statements and prospectuses as may be 
necessary. The following is a common form: 


Form 68. -Subscription Blank—Individual 
THE CORD-TREAD TIRE COMPANY 
175 Montgomery St. 
Jersey City, N. J. 


To be Incorporated under the Laws of New Jersey 
for the Manufacture of Automobile Tires 


By Frank ALsToNn, JOHN STONE, AND Howarp CoLe 


Capital stock, secret $500,000 
haressenta. a... : $10 each 
hereby subseribetfor. ..2.. 4.02005. shares of the capital stock of the Cord- 


Tread Tire Company at the par value thereof, and agree to pay Twenty-Five Per 
Cent (25%) of such subscription on demand of the Treasurer as soon as said Com- 
pany is incorporated, and Twenty-Five Per Cent (25%) on demand of the Treasurer 
of the Company at any time after ninety days from the incorporation of said Com- 
pany; the remainder of said subscription to be paid at such times and in such 
amounts, not exceeding ten per’cent of said subscription in any one month, as may 
be required by the Board of Directors of said Company. 


ee i ry 


ee 


The reservation of the right to reject or prorate subscriptions 
enables the parties in control to exclude undesirable subscribers 
and also to scale or reject applications in case of oversub- 
scriptions. 

Stockholders of financial institutions in New York are liable 
for debts of the company to an amount equal to the par value of 
the stock of the institution owned by them. ‘This double lia- 
bility is usually provided for at the time of organization by 
placing the price of shares at twice their par value, as in the fol- 
lowing application. ‘This, when paid, creates a surplus equal in 
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amount to the capital stock of the institution, and the stock- 
holders having already paid in twice the par value of their stock, 
are relieved of any further liability thereon. 


Form 69. Subscription to Bank Stock—Individual 


SUBSCRIPTION FOR STOCK 
THE SECURITY NATIONAL BANK 
No. 57 Broadway, New York 


Capital, $1,000,000 Shares $100 each Surplus, $1,000,000 
INGYs) MOTs ok vine tussock en 1Q22 
The undersigned applies for.............. shares of the Capital Stock of The 


Security National Bank of New York, at Two Hundred Dollars ($200) per share 
and agrees to accept such portion as may be allotted and pay for same when called. 


PIA CEM thee, Oke a stint eR es No. of Shares. ooaene 


The foregoing blank was sent out accompanied by a list of 
the proposed directors and by the following letter: 


New York, March 26, 1922 
Mr. Jonn Epwarps, 
New York, N. Y. 
Dear SIR: 

It is proposed to organize a National Bank with One Million Dollars ($r,000,- 
ooo) Capital, divided into Ten Thousand (10,000) Shares at One Hundred Dollars 
($100) per share, and a surplus of a like amount. The offices of the bank will be 
located at No. 57 Broadway, New York City. Upwards of One Million, Five 
Hundred Thousand Dollars ($1,500,000) have already been subscribed towards the 
proposed organization and the gentlemen named on the opposite page will act as 
Directors. 

A form of subscription is herewith enclosed and you are invited to become a 
subscriber to the capital stock. 

Subscribers are requested to forward their subscriptions to the undersigned at 
the above address. 

Truly yours, 
Wiis S. PARKER, 
Chairman of Organization Committee 


N.B.—Subscription books will close on May first. 


Subscriptions made under the terms of the foregoing list or 
application are of the nature of a continuing proposition, and. 
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until the company is organized and has actually accepted them, 
are revocable at the will of the subscribers.2. To avoid this ele- 
ment of uncertainty, subscription lists are sometimes drawn as 
in the following form, with a trustee acting for the corporation. 


Form 70. Subscription List—Trustee’s 


SuBSCRIPTION List 
WARREN CEMENT COMPANY 
215 Broad St., Newark, N. J. 


To be Incorporated under the Laws of the State of New Jersey 
for the Manufacture of Portland Cement 


GCapitaliStockijactas ait ne $1,000,000 
Shares-f. lane falas $100 each 


We, the undersigned, hereby agree with James J. McLaren as Trustee for the 
Warren Cement Company, to subscribe, and do hereby severally subscribe, for the 
number of shares of the capital stock of said Company set opposite our respective 
signatures, and agree to pay the par value thereof as follows: 

Ten Per Cent (10%) on demand to James J. McLaren as Trustee for said 
Company, such payment, or so much thereof as may be necessary, to be used for 
the preliminary and incorporating expenses of said Company; Thirty Per Cent 
(30%) to the Treasurer of the Company so soon as said corporation is organized; 
Twenty-Five Per Cent (25%) on demand of the Treasurer of the Company at any 
time after ninety days from the date of incorporation; and the remainder at such 
times and in such instalments as may be prescribed by the Board of Directors. 


Newark, New Jersey, 
March 15, 1922 


NAMES ADDRESSES SHARES AMOUNTS 
Mr. Alfred H. Braum Paterson, N. Y. 50 $5,c00 
James H. Allen 25 Wall St., N. Y. 75 7,500 


William Raymond Brooklyn, N. Y. 50 5,000 


Subscriptions under the preceding form are held to be a con- 
tract between the subscribers and the trustee. They cannot 
therefore be withdrawn nor revoked but are binding from the 
date when made. The subscription list which follows is of a 
similar nature. 


2 See Book I, $§ 47, 48- 
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Form 71. Subscription List—Agreement with Promoters 


SUBSCRIPTION LIST 
HARRISON COTTON MILLS 


GCapitalStock#e9- ee ts $500,000 
Sharéssteetarser?..- $100 each 


We, the undersigned, hereby agree with William H. Hamilton and John B. 
Rawley, both of New York City, New York, as Promoters and Trustees of the 
Harrison Cotton Mills, a corporation to be organized under the laws of the State of 
North Carolina for the purposes and under the conditions set forth in the attached 
statement, to subscribe, and do hereby severally subscribe for the number of shares 
of the Treasury Stock of said Company set opposite our respective signatures at the 
rate of Seventy-five Dollars ($75) for each One Hundred Dollar share, and agree to 
pay the amounts of our respective subscriptions to the Treasurer of the Harrison 
Cotton Mills as soon as the said Company is incorporated and its treasury stock 
ready for issue; said stock to be delivered to the respective subscribers therefor 
full-paid and non-assessable upon payment of the said subscription price. 

It is mutually agreed between the subscribers hereto and the said William H. 
Hamilton and John B. Rawley, Promoters and Trustees of said proposed corpora- 
tion, that the subscriptions of this present contract are conditioned upon bona fide 
subscriptions for stock tothe par value of Three Hundred Thousand Dollars 
($300,000) being secured hereunder within ninety days from the date hereof, and 
otherwise are null and void. 

New York City, New York, 

January 18, 1922 


NAMES ADDRESSES SHARES AMOUNTS 
Samuel H. French Raleigh, N. C. 50 $3,750 
Charles H. Wellbourne Raleigh, N. C. 50 3,750 
H. G. Williamson New York City, N. Y. 100 7,500 


Such a subscription list is usually circulated with a statement 
attached giving full details as to the capitalization and purposes 
of the company. When signed it forms an irrevocable contract 
between the subscribers and the trustees. 

This subscription contract requires the delivery of full-paid 
treasury stock, notwithstanding the fact that the subscription 
price amounts to but 75% of its face value. This is usually 
accomplished by the issuance of the stock for property and the 
return of a portion of this issued stock to the company to be 
sold for operating capital. Full-paid treasury stock is thus 
secured to fill the contract requirements.’ 

Tess Bese I, §°r2s. 


CHAPTER V 
SUBSCRIPTION RECEIPTS AND RECORDS 


After incorporation, payments of stock subscriptions are 
made to the treasurer of the company and receipts are issued 
by him. If payments are to be made before incorporation, a 
trustee or trustees must necessarily be appointed to act for the 
company. Such trustees are usually selected by those having 
charge of the subscription and are named in the subscription 
list—as shown in Forms 70 and 71 and thereby made parties 
to the transaction. 


Form 72. Trustee’s Receipt 


No. 56 15 Shares 
LANSFORD MANUFACTURING CORPORATION 
TRUSTEE’S CERTIFICATE 


$150.00 

I hereby certify that Henry M. McGill, a subscriber for Fifteen Shares of the 
Capital Stock of the Lansford Manufacturing Corporation at its par value of One 
Hundred Dollars per share, has paid to me as Trustee for said Corporation, on 
account of said subscription and in accordance with its terms, the sum of One Hun- 
dred and Fifty Dollars. 

This receipt will, upon the organization of the said Lansford Manufacturing 
Corporation, be received and credited by the Treasurer thereof to its full amount 
as a payment upon said subscription. 

New York, GrerAtp H. McNEILL, 

February 20, 1922 Trustee 


Receipts of this nature are usually printed and bound in book 
form with stub attached, and are so perforated that the receipt 
may be easily torn out and given to the party making the pay- 
ment. The stub is the trustee’s record of the transaction. It 
should show the number of the receipt, the amount paid in, 
the name of the payee, the number of shares subscribed for, 
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the percentage or other details of the instalment, and the date. 
When instalments are paid after incorporation, a treasurer’s 
receipt may be given for each payment. The following is a 
simple form: 
Form 73. Treasurer’s Receipt for Instalment 
hee oer 15 Shares 
THE WILCOX RADIATOR COMPANY 


30 Broad Street 
New York 


$150.00 
Received of Edward H. Williamson the sum of One Hundred Dol- 
lars, instalment payment No. 5, of Ten Per Cent upon his subscription for 
Fifteen Shares of the Capital Stock of The Wilcox Radiator Company. 
New York City, J. H. Witcox, 
April 14, 1922 Treasurer 


TREASURER’S RECEIPT: 
Instalment No. 5 


This receipt should also have its stub upon which the im- 
portant items are entered. 

When payment is made in full of a stock subscription, and 
the stock certificates are ready for delivery, they are. in them- 
selves a sufficient receipt. If not ready for delivery, temporary 
certificates are frequently issued and are exchanged for the 
permanent certificates of the company as soon as the latter are 
ready for delivery. These temporary certificates are in the 
form of the regular stock certificate, but are usually prepared 
at no greater expense than is justified by their temporary nature. 
In some cases, however, the temporary certificate is a hand- 
somely engraved instrument fully equal in appearance to the 
usual permanent certificate. 

When permanent stock certificates are not ready for deliv- 
ery at the time payments are made, and temporary certificates 
are either not ready or are not to be issued at all, the treasurer’s 
receipt can be used to bridge over the interim, and in such case 
is usually more formal than the ordinary receipt. The treas- 
urer’s receipt which follows is of this nature; it is usually in- 
tended for very temporary use and is then severely plain in style. 
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Form 74. Treasurer’s Receipt for Stock Subscription 


No. 50 1o Shares 
HOWARD PUBLISHING COMPANY 
No. 225 Atlantic Avenue, 
Brooklyn, N. Y. 


$1,000.00 
This is to certify that Harry H. Wilson has paid into the Treasury of 
the Howard Publishing Company the sum of One Thousand Dollars, 
payment in full of his subscription for Ten Shares of its Capital Stock, 
duly executed Certificates for which will, upon surrender of this Receipt, 
be issued to his order so soon as said Certificates are ready for delivery. 
March 3, 1922 _ Frank: J. ARDWALD, 
Treasurer 


TREASURER’S RECEIPT 


At times when payment of stock subscriptions has been 
made and neither permanent nor temporary certificates are 
ready for delivery, the president will join the treasurer in 
the signature of the foregoing treasurer’s receipt, which then 
becomes in effect a stock scrip. The usual form of stock scrip 
is, however, as shown in Form 75. This scrip might or might not 
be sealed. Ordinarily the corporate seal is affixed and the stock 
scrip then becomes for all practical purposes a temporary stock 
certificate. . 

Stock scrip is sometimes employed when subscription pay- 
ments are made in instalments. The face of the scrip evidences 
the first instalment, and subsequent instalments are either 
indorsed on the back of the scrip, the treasurer’s signature 
verifying each payment, as shown in Form 76, or, if personal 
payment is impossible, are evidenced by separate receipts. In 
such case each receipt will of course “tie up” closely with the 
scrip so that the two are easily corrected. 

When the indorsement plan is followed, the stub should 
also have rulings to permit the entry of payments and their 
date, so that both the scrip and its stub will show a complete 
record of the transaction. 


[Bk. IV 
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Form 76. Indorsement Form for Stock Scrip 


Number of Amount 
Date Instalment Paid Signature of Treasurer 
JUNE WTA 1022-9. ea ee 2 $500.00 William H. Hansford 
September 14, 1922....... 3 250.00 William H. Hansford 


A subscription to stock and the payments thereon are 
assignable. A general form of assignment to be indorsed upon 
the back of a receipt for subscription payments is as follows: 


Form 77. Assignment of Subscription and Payments 


For Value Received, I hereby sell, assign and transfer unto John H.Wardwell 
of New York City my subscription to Twenty-Five Shares of the Capital Stock of 
the Warner Export Corporation, together with the payments made thereon, all as 
evidenced by the within certificate, and I do hereby authorize and instruct the 
proper officials of said Company upon completion of the conditions of my said sub- 
scription, to issue said stock to the order of my said assignee. 

New York, Henry H.>McGIiri 

May 4, 1922 


In the presence of 
SAMUEL H. KENNARD 


CHAPTER VI 


STOCK CERTIFICATES 


From the legal standpoint the style of a stock certificate 
does not bear in any way upon its effectiveness. From the 
business standpoint, however, the certificate should at least 
be neat and attractive. Whether the highly colored and em- 
bellished stock certificates so frequently seen are desirable, will 
depend upon the conditions.! 

When the item of cost is not important or when stock 
exchange requirements are to be complied with, the finest bond 
paper is employed for stock certificates and the subject matter 
is engraved on steel.. The cost then runs up into the hundreds 
or thousands of dollars according to the style and number of 
certificates. On the other hand, if the issue is but temporary 
or the incorporators indifferent, the certificates are frequently 
printed or even written on ordinary paper and in plainest de- 
sign. Usually, however, a good quality of bond paper is em- 
ployed with the body and design lithographed and the variable 
data printed in, the cost ranging from $5 to $10 per hundred 
for the cheaper forms, up to six or eight times this amount 
for the better grades. A neat, attractive certificate on good bond 
paper, with the variable data printed and the certificates num- 
bered and bound, will cost from $10 to $15 for a book of 100 
certificates. 

The regular or “stock” forms for certificates of stock are 
usually prepared in quantity. The body and general design of 
the certificate are lithographed or engraved, blanks being left 
for the variable data such as the name of corporation, capital 
stock, etc. These are filled in by local printers at the time the 
A Ber general discussion of stock certificates, see Book I, §§ 97, 259, 344. 
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certificates are to be used. For this reason any variation of the 
ordinary form involves the preparation of a special certificate 
at a considerably increased cost. As the wording of the regular 
forms is fairly good, the cost of a special certificate merely to 
secure better wording is but seldom justified. 

The certificates which follow are correct as to wording. 
Two forms of stub are given. The one presented in connec- 
tion with Form 80, ‘‘Preferred Stock,” is the clearer and better, 
but the stub given in connection with Form 78, “Common 
Stock,” is so frequently supplied with the regular stock certi- 
ficates that it is also presented. 

The name of the company is usually printed in full upon 
the certificates, though the abbreviation “Co.” may be employed 
if desired. A seal is not essential to the validity of the certifi- 
cate unless so provided by charter, by-law, or some other com- 
petent authority. In practice, however, it is invariably affixed. 

In the absence of statutory regulation, any form of seal 
desired by the corporate authorities may be adopted and there- 
upon becomes the corporate seal. The usual and preferable 
form consists of an outer and inner circle, between which appears 
the name of the corporation. Within appears the year of in- 
corporation and the name of the state in which the company 
is incorporated. Seals for corporate purposes are made in a 
variety of styles, ranging in cost from $2.50 up. A good, or- 
dinary seal should be secured for from $3 to $5. 

Occasionally stock is issued subject to restrictions, and in 
any such case either the restrictions, or a notice of them with a 
reference to the instrument in which they may be found, should 
appear on the face of the stock certificate. Such restrictions 
are frequently of doubtful validity, at the best, but even where 
proper and legally enforcible against the original holders of the 
stock, they would not be effective against any subsequent holder 
for value unless it could be proved that he took the stock with 
knowledge or notice of the restrictions. The printed statement 
on the stock certificate is convenient and sufficient proof of this. 
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Certificates for shares of no par value differ but little in form 
from the common stock certificate shown in Form 78. As the 
shares have no par value the total capital stock of the company 
cannot be given. The certificate, however, as shown in Form 79, 
usually states the number of shares of no par value and, if there 
is preferred stock with a stated par value, the number of its 
shares with the par value of each. 


Form 79. Stock Certificate—No-Par-Value Shares 


No. 35 100 Shares 
Incorporated under the Laws of 
the State of Delaware 


KINSEY-MORGAN MOTORS COMPANY 


{Common Stock, 10,000 shares without nominal or par value 
\Preferred Stock, 1,000 shares of $100 each 


Full-Paid and Non-Assessable 


Capital Stock 


Tas 1s To Certiry that Henry P. Williams is the owner of One Hundred 
Shares of the no-par-value Common Stock of the Kinsey~Morgan Motors Company, 
transferable on the books of the Company by the owner thereof in person or by 
duly authorized attorney, upon surrender of this certificate properly indorsed. 


{CORPORATE | Witness the Seal of the Company and the signatures of its 
\eeshAL a> -/ duly authorized officers this tenth day of January, 1922. 
Howarp McALPIn, 
President 


Frank W. KInsEy 
Treasurer 


When certificates for preferred stock are prepared, the con- 
ditions of issue should be set out in full on the face of the cer- 
tificate, though, if lengthy, the certificate may merely embody 
the more important provisions, and reference be made on the 
certificate to the charter, the by-law, or the resolution under 
which the stock is issued. 

When a reference of this kind is to be made, the wording of 
Form 80 would be followed to the end of the first paragraph. 
The next paragraph would then read as follows: ‘“The preferred 
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stock represented by this certificate is authorized by the Certif- 
icate of Incorporation of the said Company as filed in the 
office of the Secretary of State of New York on the first day 
of May, 1922, and is issued under the terms and conditions 
therein set forth.” 

In some few states the statutes prescribe that the condi- 
tions of preferred stock must appear with greater or less ful- 
ness on the face of the certificate. 

Preferred stock is sometimes issued in very crude form, 
“Preferred Stock” being printed across the face of the ordinary 
certificate in red or some other distinctive color or style, fol- 
lowed by the conditions under which the preferred stock is 
issued. 

Preferred stock certificates are numbered independently of 
the common stock certificates. That is, the first certificate of 
preferred stock is numbered “1” regardless of the fact that 
the first certificate of common stock is also numbered “1,” 
the two series being sufficiently distinguished by the fact that 
they are respectively common and preferred stock. 

Stock is transferred by assignment, the form being printed 
upon the back of the certificate. There is but one form of this 
assignment in common use, which, though informal and incom- 
plete in some respects, is almost invariably employed. When this 
assignment is executed by the owner of record, and the certif- 
icate is duly delivered, the stock represented thereby becomes 
the property of the party named in the assignment form. If 
this party wishes to assign the certificate again, he might execute 
another similar assignment, either written on the back of the 
certificate, or prepared as a separate document and attached 
to the certificate. More commonly he surrenders the certificate 
and takes out a new one in his own name, or in the name of 
the party to whom he wishes the stock to be transferred. 

Or—a very common practice when stock is assigned—the 
assignment is duly executed, but the blanks for the names of 
the assignee and the attorney are not filled in at all. The 
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certificate is then said to be “‘assigned in blank” and may be 
passed from hand to hand without further formality, the equi- 
table ownership of the stock following the certificate. Any owner 
who wishes to make himself a stockholder of record, i.e., appear 
upon the stock books of the company as the owner of the stock, 
may then fill out the blanks in the assignment, turn the cer- 
tificate in to the secretary of the company for cancellation, 
and receive a new certificate in his own name.? 

The following assignment is complete, the parts which 
have been filled in being indicated by parentheses: 


Form 81. Assignment of Stock Certificate 


For Value Received, (I) hereby sell and transfer unto (John J. McMillan of 
New York City, Twenty-five) Shares of the Capital Stock represented by the 
within Certificate, and do hereby irrevocably constitute and appoint (Harry S. 
Gunnison) my attorney to transfer the said stock on the books of the within named 
Company with full power of substitution in the premises. 


Dated (March 2, 1922) (Howarp S. ALLEN) 


In presence of 
(Anna H. MarsHAtt) 


Usually the secretary of the company is designated as the 
attorney who is to make the transfer on the books of the com- 
pany, though any other suitable person might be named instead. 

Sometimes stock is held by trustees under the terms of a 
voting trust agreement.’ In such case, at the time the trust 
is formed the certificates of stock to be held under it are duly 
assigned and are turned in to the trustees, who surrender them 
for cancellation and take out certificates in their own names 
as voting trustees. 

Voting trustees’ certificates are then usually prepared in 
the general style of the ordinary stock certificate, and are de- 
livered to the parties to whom the stock belongs to evidence 


2 See Book I, Chs. XXXVIII and XXXIX, “Transfers of Stock.” 
5 For text of a voting trust agreement, see Form 104. 
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its real ownership. These trustees’ certificates pass by assign- 
ment, the equitable ownership of the stock being thereby vest- 
ed in the assignee. Forms 82 and 83 give the general wording of 
a voting trustees’ certificate. 


Form 82. Voting Trustees’ Certificate 


a a a awn nw nn 3 on nn nn a nnn a nn nn nn 3 ns no i i on nn a $n ne nn os ne a ne a nes ee ben en seen ees -se nen --2nn= 


Organized under the Laws of the State of New York 
Number 125 35 Shares 
ALBANY PAPER COMPANY 


Capital Stock, $750,000 


CERTIFICATE FOR STOCK DEPOSITED 
UnpDER VoTING TruUST_AGREEMENT OF APRIL 12, 1922 


The undersigned Trustees, by the National Trust Company, their agent, hav- 
ing received on deposit the entire capital stock of the Albany Paper Company, full- 
paid and non-assessable, all being held under the above-named agreement, to the 
terms of which the holder hereof assents by receiving this certificate, certify that 
John N. Allen is entitled, subject to the provisions of said agreement, to Thirty-five 
Shares of the stock deposited thereunder. This Certificate entitles the holder to 
all rights, dividends, and privileges belonging to the actual stock, excepting only 
the right to vote. The Trusteeship herein agreed to may be terminated after three 
years upon the terms set forth in the above-named agreement, and is ended by 
limitation in ten years from date of agreement. 

Transferable only on the books of the undersigned at the office of the National 
Trust Company, New York City, by the holder hereof in person or by duly author- 
ized attorney, upon surrender of this certificate properly indorsed, 


Dated April 15, 1922 Henry W. TURNER, 
Frank D. McCatt, 
WiruiAm H. Monrcomery, 
Howarp F. BERGMAN, 
Purr T. ATWATER, 
Trustees 


By NationaL Trust Company, 
Depositary and Agent 

By Howarp T. Latuam, 
Secretary 


When the voting trust is terminated, these trustees’ certif- 
icates are exchanged for the usual stock certificates.‘ 


4See Book I, Ch. LVI, for discussion of voting trusts, and Form 104, for voting trust 
agreement. 
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A simpler form of trustees’ certificate is as follows: 


Form 83. Voting Trustees’ Certificate—Simple Form 


Number 65 25 Shares 
HANDSEL CHROME OXIDE COMPANY 


TRUSTEES’ CERTIFICATE OF BENEFICIAL INTEREST 


The undersigned, as Trustees under a certain Trust Agreement entered into 
between themselves and John H. Baldwin on the seventh day of December, 1921, 
whereby the entire Capital Stock of the Handsel Chrome Oxide Company has been 
placed in their hands subject to the terms of said agreement, do hereby certify 
that Henry P. Bowman is the owner of Twenty-five Shares of the beneficial interest 
set forth in said agreement. 

Transferable only on the books of the Trustees in person or by attorney, and 
upon the surrender of this certificate duly indorsed. 

In Witness WHEREOF, the Trustees have signed this certificate this 
15th day of January, 1922. 
Howarp CoLeMAN ) 
Joun W. WILLARD Trustees 
SARGENT P. Cumoncs 


The form of assignment on the back oi either of these certii- 
icates would be in the following general form: 


Form 84. Assignment of Voting Trustees’ Certificate 


For Value Received, I hereby sell, assign, and transfer to Charles Campbell 
the interest in the stock of the Albany Paper Company represented by the within 
Certificate, and do hereby irrevocably constitute and appoint Howard T. Latham 
my attorney to transfer the said interest on the books of the within-named Trus- 
tees, with full powers of substitution in the premises. 


Dated June 15, 1922 Joun N. ALLEN 


CHAPTER VII 
STOCK BOOKS 


The usual stock books are the transfer book and the stock 


ledger, this latter being also frequently referred to as the stock 
book.1 


Form 85. Stock Transfer Book 


Ledger Folio 27 Transfer No. 556 
ALLIANCE MOTOR COMPANY 


For Value Received, I hereby sell, assign and transfer unto John H. Lansing, 
of Newark, New Jersey, Seventy-six Shares of the Capital Stock of the above- 
mentioned Company, now standing in my name on the Company books.and repre- 
sented by surrendered Certificates Nos. 32, 37, and 44. 

Witness my hand and seal this 28th day of May, 1922. 


GrorcE B. GorpMAN IL. 8.] 
By GEoRGE GALE, Attorney 
New Certificate No. 224 
Issued to John H. Lansing 
Ledger Folio 84 


The transfer books supplied by stationers usually have a 
stub attached to the transfer. As the transfer itself remains 
in the book, this stub is merely an unnecessary repetition of 
matter already shown on the transfer. 

The transfer book itself is practically a duplication of the 
assignment appearing upon the stock certificate, and by many 
corporations is not kept at all, the duly executed assignment 
on the back of the certificate being regarded as an all-sufficient 
authorization for the transfer of the assigned stock. 


1 For discussion of the stock books, see Book I, § 262, and Ch. XX XVII, “The Stock 
Records”; also Book ITI, §§ 38-42. For form of stock register and transfer register, see Ch., 
XXVI, ‘‘Miscellaneous Books of Record.’’ : 
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The signature to the assignment of the stock transfer book 
is sometimes witnessed. This signature is, however, usually 
that of the secretary or the transfer agent, or is affixed in their 
presence, and as the assignment is at the most but supple- 
mentary to the duly witnessed assignment on the back of 
the surrendered certificate, a witness to its signature is gen- 
erally regarded as superfluous. 

In many states a stock book or stock ledger—the two being 
practically synonymous—is required by the statutes. Whether 
required by the statutes or not, some book of the kind must 
necessarily be kept in order to provide an accurate record of 
the issued and outstanding stock of the company. The form 
of stock book or stock ledger shown in Form 86 will be found con- 
venient and will meet the statutory requirements of almost 
every state. 

The leaves of this book are indexed, usually as a matter 
of convenience, but in some states to secure the alphabetical 
arrangement required by statute. The name and address of 
the stockholder with whom the particular account is kept 
appears at the head of the page as in an ordinary ledger. On 
the right-hand side of the page the party is credited with the 
stock he purchases or otherwise acquires, and on the left-hand 
side is debited with any stock sold or otherwise disposed of. 
The difference between the two sides shows at any time the 
amount of stock standing to his credit. 

On the debit or sale side of the account, the first column 
gives the date of the transaction; the second the name of the 
party to whom the stock is transferred; the third the number 
of the surrendered certificate; the fourth the number of the 
certificate reissued to the transferrer when but a portion of the 
stock represented by the surrendered certificate is sold; and the 
fifth column shows the number of shares sold. 

On the credit side, which shows stock acquired by the 
party with whom the account is kept, the first column gives 
the date of purchase; the second the name of the party as- 
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signing the purchased stock; the third shows what amount has 
been paid on the stock, thereby indicating whether it is full 
paid or otherwise; the fourth column gives the number of 
the certificates issued to the party; and the last column the 
number of shares acquired. 

Where a number of certificates in the same name are issued 
or canceled in a single transaction, the entry will vary accord- 
ing to the conditions. If but a few certificate numbers are 
involved, they may usually be entered in small figures on the 
line in the proper column. If the numbers of certificates are 
too great to be so entered, two or more lines may be devoted 
to the transaction, or the numbers may be noted at the bottom 
of the page, reference to these numbers being inserted in the 
column where the numbers ordinarily appear. If, however, 
the certificates canceled or issued are in different names, one 
line must necessarily be given for each certificate. 

In New York, acting under authority of §276 of the Stock 
Transfer Tax Law (as amended by Laws 1921, Chapter 443, 
Section 216), a special form of stock book has been prescribed 
by the Tax Commission. The use of this form by New York 
corporations is obligatory. Form 87 shows a stock book for 
the use of brokers; Form 88 a stock book—or as stated in the 
law, ‘transfer ledger or register”—for the use of corporations 
and transfer agents. The only new feature in these prescribed 
forms is the introduction of the special columns for the record 
of the stamp tax paid on transfers in the broker’s stock book. 
In some other states the statutes prescribe similar forms. 


CHAPTER VIII 
ORGANIZATION MEETING OF STOCKHOLDERS 


The general subject of the first or organization meeting 
of stockholders has already been discussed at length in a pre- 
ceding chapter.1. The forms of the present chapter are supple- 
mentary thereto. 

In most states the first directors of a corporation are elected 
by the stockholders, and when a corporation is organized a 
stockholders’ meeting must of necessity precede the directors’ 
meeting. In some states, however, as in New York, Colorado, 
and California, the first directors are appointed by the charter, 
and in such states the first meeting of stockholders loses much 
of its importance, particularly when the directors have power 
to adopt by-laws. In such case it may or may not precede the 
first meeting of directors at the discretion of the incorporators. 

Usually at the first meeting of stockholders, the charter 
is to be received, by-laws adopted, directors to be elected, 
other details of organization to be provided for, and, as almost 
invariably property of some kind is to be taken over or pur- 
chased by the new corporation, the stockholders pass a resolu- 
tion authorizing the directors to accept the proposition as 
submitted. 

The procedure at the first corporate meetings varies ac- 
cording to the requirements of the particular state. In the 
great majority of states the first meeting of stockholders must 
be held within the state. If all or a majority of the incor- 
porators reside outside the state of incorporation—a condition 
which frequently arises—the requirement that the first meet- 
ing of stockholders must be held within the home state is com- 


1 Book I, Ch. XXXV, ‘First Meeting of Stockholders.’’ 
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plied with by means of proxies. The non-resident incorpor- 
ators send their proxies to the attorney or other agent who 
represents the company within the state in which the corpora- 
tion is to be formed, who thereupon holds the first meeting 
of stockholders, transacts all necessary business, complies with 
the legal requirements, prepares the proper minutes of the 
meeting, has them duly signed by the acting president and 
secretary of the meeting, and turns the minutes and the com- 
pany over to its ‘<ncorporators” legally qualified to conduct 
its business. Such meetings, though purely formal and per- 
functory, are perfectly legal. 

The following minutes of a first or organization meeting of 
stockholders are drawn in compliance with the laws of New 
Jersey. They may be easily adapted to the requirements of 
any other state. 


Form 89. Minutes of Stockholders’ First Meeting 


THE BARSTOW MOTOR CORPORATION 
of New Jersey 


Minutes oF First MEETING OF STOCKHOLDERS 
Held December 5, 1921 


Pursuant to written call and waiver of notice signed by all of the incorporators, 
the first meeting of stockholders of The Barstow Motor Corporation was held in 
the office of George H. Madison, 845 Broad Street, Newark, New Jersey, at 3 o’clock 
in the afternoon, on the 5th day of January, 1922. 

The meeting was called to order by Howard Milliken, and on motion, George 
H. Barstow was appointed Chairman of the meeting and Sargent Davison was 
appointed its Secretary. 

The Secretary presented and read the call and waiver of notice pursuant to 
which the meeting was held. On motion it was ordered to be entered in the minute 
Book following the minutes of the meeting. (See Form 90.) f 

The proxy of Frank Harris appointing James C. McCormick his representa- 
tive was presented, and was ordered to be filed. 

There were present in person: 

NAMES NO. OF SHARES 
George H. Barstow........-++-25s0errrees 
Howard Milliken. .... 0.0... 60-0 seeeees 


Sarwent: Davis !i.hse eles us akin ame te sear 
Wilson’ Ps!Noblen an is Hien tiara nt onyle ome 


Hee H 
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There were present by proxy: 


NAME NAME OF PROXY NO. OF SHARES 
Frank Harris James C. McCormick I 


The Chairman presented a certified copy of the Certificate of Incorporation 
and stated that the original had been recorded in the office of the Clerk of Essex 
County on the 3rd day of January, 1922, and was filed in the office of the Secretary 
of State at Trenton, on the 4th day of January, 1922, and that the organization 
tax, and statutory filing and recording fees had been duly paid. On motion it was 
ordered that the said Certificate of Incorporation be entered on the first pages of 
the Book of Minutes. 

The Secretary presented a form of By-Laws prepared by counsel for the Com- 
pany, which was read article by article, and as a whole unanimously adopted and 
ordered to be entered in the Book of Minutes immediately following the Certificate 
of Incorporation. 

The Chairman announced that the next business in order was the election of 
seven directors as provided in the by-laws, and thereupon appointed Messrs. 
Harold Conrow and John Miner inspectors. Said inspectors then proceeded to 
open the polls and receive ballots. All the stockholders present in person or by 
proxy having voted, the inspectors reported that ballots were cast as follows: 


FOR DIRECTORS VOTES 


George Ha Barstow oa: o 5a ee ee eae 
Howards Milliken 2:45 .4..+.7o tee eck ee pee 
Sargent: Dayig-sa sed SPE LIAO cea a aaa ae hte 
Wilson P=NODICS soo cere eects yee ee 
Frank Hattise 29%. S20). Sates teats. et See 
HarveyaCra wird sche se ei See oe eee 
Bilise@ Sherman’. i. sascuae -ee cae ee meee ee 
and that the gentlemen named were therefore duly elected directors of the Com- 
ny. It was ordered that the report of the inspectors be entered in the Minute 
Book following the minutes of the meeting. (See Form 92.) 
On motion duly made and seconded, the following resolution was unanimously 
adopted: 
RESOLVED, That the principal office of this Company in the State of New 
Jersey shall be at No. 845 Broad Street, Newark, and the agent in charge upon 
whom process may be served, shall be George H. Madison. 


AMnannnnn 


The Secretary presented a waiver of notice of assessment and of the time and 
place of payment thereof signed by all the incorporators. The waiver was ordered 
to be entered in the Minute Book following the minutes of the meeting. (See 
Form 93.) 

The Secretary presented a proposal from George P. Willis of Montclair, New 
Jersey, offering to assign to the Company in exchange for its entire common stock, 
the United States letters patent granted him for motors of the internal combustion 
type, together with his agreement to assign to the Company any future inventions 
or improvements made by him in motors of the internal combustion type. 

Said proposal was ordered received and the following resolution in regard 
thereto was moved, seconded and unanimously adopted: 


Wuereas, George P. Willis, for and in consideration of the issue to his 
order of the entire common stock of this Company of the par value of Two 
Hundred Thousand Dollars ($200,000), has offered to sell and assign to this 
Company the United States rights for his improvements in motors of the in- 
ternal combustion type, together with his agreement to assign to the company 
all future improvements and inventions in motors of the internal combustion 
type, all as set forth in his written proposal submitted to this meeting; and 
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WuereEas, It appears to the stockholders of this Company that such 

property is necessary for the business and lawful purposes of the Company, 
and that the same is of the reasonable value of Two Hundred Thousand Dol- 
lars ($200,000) ; 
Now, THEREFORE, BE It REsotven, That the Board of Directors of this 
Company be and hereby are authorized and empowered and directed to accept 
the said proposition and to issue the said common stock of this Company in 
exchange for the said letters patent and agreement of the said George P. Willis. 
There being no further business, the meeting was declared adjourned. 
Grorce H. Barstow, SARGENT Davis, 

Chairman Secretary 


In pursuance of the motions of the preceding minutes, the following forms are 
entered in the minutes: 
. Certificate of Incorporation 
. By-Laws 
. Call and Waiver of Notice 
Report of Inspectors of Election 
. Waiver of Notice of Assessment 


nPWD 


SARGENT DAVIS, 
Secretary 

Important instruments received during the course of a 
meeting are frequently ordered embodied in the minutes or 
entered in the minute book immediately following the minutes. 
There is no legal objection to either arrangement. The minutes 
are, however, clearer and more closely connected when the 
instruments are appended instead of being brought into the 
body of the minutes. 


Form 90. Call and Waiver of Notice—Stockholders’ 


THE BARSTOW MOTOR CORPORATION 


CALL AND WAIVER oF NOTICE 
FOR 
First MEETING OF STOCKHOLDERS 


We, the undersigned, being all of the incorporators of the above-named cor- 
poration and all of the subscribers to its capital stock entitled to notice of said 
meeting, do hereby call the first meeting of the stockholders of said corporation to 
be held in the office of George H. Madison, 845 Broad Street, Newark, New Jersey, 
at 3 p.M., on the sth day of January, 1922, for the purpose of receiving the charter, 
adopting by-laws, electing directors, considering and acting upon a proposal for 
the issue of the capital stock of the corporation in exchange for property, and the 
transaction of all such other business as may be necessary or convenient in connec- 
tion with the organization of said corporation, and we do hereby waive all require- 
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ments as to notice or publication of the time, place, and purposes of this first meet- 
ing and do consent to the transaction thereat of any and all business pertaining to 
the affairs of the Company. 
Dated Newark, N. J., GrorcE H. Barstow 
January 4, 1922 Howarp MILLIKEN 
SARGENT DAVIS 
Witson P. NOBLE 
FRANK HARRIS 


This call and waiver must be signed by every person en- 
titled to be present at the meeting. The presence at the meeting 
of any person not signing the waiver would, however, be held 
in itself to be a waiver of notice and an acceptance of the call.. 


Form 91. Proxy—First Meeting of Stockholders 


Anan Ammen Seren as wasnceaee aos es cena as ewe me ere a mein ae ew eee Sen ea ee = se a a ee el ee aan es amns SSeS ee areneEeD 


THE BARSTOW MOTOR CORPORATION 


PRoxyY 
3 FOR 
First STOCKHOLDERS’ MEETING 


Know Att MEN By THESE PRESENTS: 


That I, the undersigned, one of the incorporators and a subscriber to the stock 
of the above-named corporation, do hereby constitute and appoint James C. Mc- 
Cormick, my true and lawful attorney, with full powers of substitution and revo- 
cation, to represent me at the first meeting of the stockholders of said corporation 
to be held on the sth day of January, 1922, and at any meeting postponed or 
adjourned therefrom, hereby granting my said attorney full power and authority 
to act for me at said meeting, and in my name, place, and stead to vote thereat 
upon the said stock of said corporation subscribed for by me, or upon which I may 
then be entitled to vote, in the election of directors and in the transaction of any 
and all other business pertaining to the affairs of the Company that may be brought 
before said meeting, all as fully as I might or could do if personally present, and I 
hereby ratify and confirm all that my said attorney, or his substitute, shall lawfully 
do at such meeting in my name, place, and stead. 


In Witness WueEreEor, I have hereunto affixed my signature and seal, 
this 4th day of January, 1922. 


In presence of FRANK Harris [L. s.] 
FLORENCE HARRIS 


In the majority of the states inspectors of election are not 
required by law. They are, however, frequently appointed in 
order to secure the proper conduct of the election. 

In New York the certificate of the inspectors of election 
must be sworn to, and oath and certificate be filed in the 


Ch. 8] STOCKHOLDERS’ ORGANIZATION MEETING 1503 


office of the county clerk. In New Jersey this is not required, 
nor need the inspectors be sworn. 


Form 92. Inspectors’ Report 


InspEcToRS’ REPORT?’ 


We, the undersigned, Inspectors of Election, duly appointed to conduct the 
election for directors of The Barstow Motor Corporation at the meeting of the 
stockholders thereof, held this date at the office of the Company, 845 Broad Street, 
Newark, New Jersey, do hereby certify and report that we did hold and conduct 
the said election by ballot in due form and that the votes cast thereat are as follows; 


VOTES 
NAMES RECEIVED 
Geotpecid ~Balsto marth a 5 yck3 <apnck-ps aw minis unciae 5 
roward: Milliken mrss fpr acto sas sie A cleres Cosactelete « 
SarcentyDayiss. Ash. Ans ssh Se tials se eae kere 5 
Wikikond PNG ol Ges: PSone DO one. 650 cn 5 
ranks Harriss eet eo ok cee. chr Sectors 5 
iPlaay eye Gra werd s aim jo apa t -t-ros teaka ys bepn(iaiee ies 5 
Pip @ sy SHELIA TINA. Tons ols cee 1S cas 2 aus ails excpaaetauedes 5 
Newark, New Jersey Harotp Conrow 
January 5, 1922 JoHN MINER 


The following form is local. If such a waiver is not signed, 
30 days’ notice must be given the incorporators before their 
subscriptions can be enforced under the laws of New Jersey. 


Form 93. Waiver of Notice of Assessment 


Watver oF NoTIcE oF ASSESSMENT 


We, the undersigned, subscribers to the Capital Stock of The Barstow Motoi 
Corporation of New Jersey, hereby waive notice of the time and place of payment 
of our respective subscriptions to the Capital Stock with which said Company 
begins business, and also waive all other requirements of the laws of New Jersey 
as to notice of assessment and payment thereof, and we agree to pay our respective 
subscriptions to the Treasurer of the Company in such amounts and at such times 
as the Board of Directors may require. 

Newark, New Jersey, GrorGE H. Barstow 

January 5, 1922 Howarp MILLIKEN 
SarGENT Davis 
Wirson P. NoBie 
FRANK HARRIS 
HARVEY CRAWFORD 


2 For other forms of inspectors’ report and forms for oaths of inspectors, see Forms 162-165. 


CHAPTERMIX 
ORGANIZATION MEETING OF DIRECTORS: 


In the organization of a corporation, the first meeting of 
directors usually follows immediately after the first meeting 
of stockholders, its precise date or time being fixed by the call 
and waiver of notice signed by the newly elected directors. 
Unless notice is waived in this formal manner, or informally 
by the presence and participation of all the newly elected 
directors at the meeting, the first meeting of directors must 
either be called as a special meeting in accordance with the re- 
quirements of the by-laws, or the directors must wait until the 
time fixed by the by-laws for their first regular meeting. 

At this first meeting of directors, officers are to be elected 
and various details connected with the commencement of the 
corporate business are to be attended to, including the taking 
over or purchase of property to be acquired by the new cor- 
poration. The following minutes are of a New Jersey corpora- 
tion and comply with the requirements of that state. They 
may easily be adapted to meet requirements of other states. 


Form 94. Minutes of Directors’ First Meeting 


THE BARSTOW MOTOR CORPORATION 
of New Jersey 


MINuTES oF First MEETING OF DIRECTORS 
Held January 5, 1922 


Pursuant to written calland waiver of notice, the Board of Directors of The 
Barstow Motor Corporation held its first meeting in the office of George H. Madison, 
845 Broad Street, Newark, New Jersey, at 4 P.M., on the sth day of January, 1922. 


1 For general discussion of the first meeting of directors, see Book I, Ch. XXVII, “First 
Meeting of Directors.”’ 
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Howard Milliken called the meeting to order and on motion, George H. 
Barstow was appointed Chairman, and Sargent Davis was appointed Secretary of 
the meeting. 

There were present: 


George H. Barstow 
Howard Milliken 
Sargent Davis 
Wilson P. Noble 
Harvey Crawford 
Ellis C. Sherman 


constituting a quorum of the Board. Absent: Frank Harris. 

The Secretary presented the call and waiver of notice signed by all the 
Directors, pursuant to which the meeting washeld. It was ordered spread upon the 
Minute Book immediately following the minutes of the meeting. (See Form 95.) 

The Chairman announced the first business in order to be the election of 
officers to serve for the remainder of the corporate year and until the election of 
their successors, and appointed Messrs. Howard Milliken and Ellis C. Sherman 
tellers to conduct the election. The votes of those present were duly cast by 
ballot, resulting in the unanimous election of the following officers: 


Presidentente Halse ate ds sie strars Cleat fi George H. Barstow 
Vice-President). $2... eee eee Frank Harris 
Secretaryins cn «cise cleleine tole solssalibiel ok Sargent Davis 
PFCASUTED rule itis Slee lela emcee wherein, Sei eeM Harvey Crawford 


It was ordered that the Secretary be sworn and subscribe a written oath of 
office, and that said oath be spread upon the Minute Book immediately following 
the minutes of the present meeting. The Secretary thereupon took said oath and 
entered upon the discharge of his duties. (See Form 96.) 

It was ordered that the Treasurer give bond as provided in the by-laws, in the 
sum of Five Thousand Dollars ($ 5,000), the form and sureties of same to be 
approved by the Board of Directors.. The Treasurer thereupon submitted a bond 
signed by himself as principal and by the Fidelity Surety Company of Maryland as 
surety. The bond as presented was approved and ordered to be filed in the custody 
of the Secretary of the Company. 

Upon motion duly made and seconded the following resolutions were unan- 


imously adopted. 


REsoivep, That the officers of the Company be authorized to lease an 
office for the use of the Company at 80 Broadway, New York City, the rental 
thereof not to exceed One Hundred and Fifty Dollars ($150) per month, and 
that the meetings of the Board of Directors be from time to time held there 
or at the designated office of the Company in the State of New Jersey as the 
Board of Directors may direct. 

RESOLVED, That the Treasurer be and hereby is authorized and instructed 
to open an account for the Company with the Irving National Bank of New 
York City, and to deposit therein all funds of the Company coming into his 
possession, such account to be in the name of the Company and funds deposited 
therein to be withdrawn only by check signed by the Treasurer and counter- 
signed by the President. 

RESOLVED, That certificates for common and preferred stock as sub- 
mitted to the Board and identified by the signature of the President, be and 
hereby are adopted as the stock certificates of the Company, and that the same 
be spread on the pages of the Minute Book immediately following the minutes 
of the present meeting. 

RESOLVED, That the Secretary be instructed to procure Five Hundred 
(soo) certificates of common stock and Five Hundred (500) certificates of 
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preferred stock in form as adopted, also a corporate seal as provided in the 
by-laws, and in addition thereto such records, stock and transfer books, books 
of account, and stationery and office supplies as may seem necessary for the 
proper conduct of the Company’s operations and business. 

RESOLVED, That the Treasurer be hereby authorized and instructed to 
pay from the Company funds all expenses properly incurred in connection 
with the incorporation of the Company, the total of such payments not to 
exceed Eight Hundred Dollars ($800). 

RESOLVED, That an assessment of One Hundred Per Cent (100%) be 
levied upon the shares of stock subscribed for by the incorporators as shown by 
the certificate of incorporation. 

REsoLvED, That the Secretary prepare the certificate of election of 
directors and officers required by the New Jersey statutes, and that the proper 
officers of the Company execute and file the same in the office of the Secretary 
of State of New Jersey within thirty days from date, and that a copy thereof 
be spread upon the Minute Book immediately following the minutes of the 
present meeting. 


The President then brought to the attention of the meeting (1) the written 
proposal of Mr. George P. Willis of Montclair, New Jersey, to transfer and assign 
his patents for improvements in motors of the internal combustion type to the 
Company, together with an agreement to assign all future inventions and improve- 
ments in motors of the internal combustion type made by him, in exchange and 
full payment for the entire common stock of the Company; and (2)the resolution 
of the stockholders approving said proposal and instructing the Board of Directors 
to accept the same. 

Mr. Willis’ proposal was ordered received and spread upon the Minute Book 
immediately following the minutes of the meeting, and on motion duly made and 
seconded the following resolution relating thereto was unanimously adopted: 


WHerEAS, The patents and agreement offered by George P. Willis in 
exchange for the entire common stock of this Company is adjudged by this 
Board to be of the reasonable value of Two Hundred Thousand Dollars 
($200,000) and to be necessary for the use and lawful purposes of this Company: 

Now, THEREFORE, BE Ir RESOLVED, That the said proposed assignment 
of Letters Patent and the agreement for the assignment of future rights and 
patents in exchange for the entire common stock of this Company, as set forth 
in the said proposition of George P. Willis and spread upon the Minute Book 
of this Company, is hereby accepted and the proper officers of the Company 
are hereby authorized and instructed to receive the duly executed assignments 

_and agreements of said George P. Willis in form approved by counsel for the 
Company, and to issue in exchange therefor the entire common stock of the 
Company consisting of Two Thousand (2,000) Shares of the par value of One 
Hundred Dollars ($100) per share, to such person or persons as may be 
designated by the written orders of the said George P. Willis, and to do all 
other things necessary and convenient to consummate the said exchange and 
issue of stock for property. 


There being no further business, the meeting was adjourned. 


SARGENT Davis, 


Secretary 
GrEorGE H. Barstow, 


President 
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In pursuance of the motions of the preceding minutes, the following forms are . 
hereunto appended: 


. Call and Waiver of Notice 

. Secretary’s Oath of Office 

. Report to Secretary of State 

. Forms of Stock Certificates—Common and Preferred 

. Written Proposal of George P. Willis to Exchange Patents for the 
Common Stock of the Company 


mapPwWNDH 


SarGENT DAVIS, 
Secretary 


The forms required by these minutes follow in part. The 
form for treasurer’s bond—if a personal bond is required—- 
is shown in Form 248. If a surety company’s bond is to be 
used, forms may be obtained from any surety company. The 
report to the Secretary of State is omitted as being purely 
local. New Jersey corporations may obtain the necessary 
blanks by application to the Secretary of State at Trenton, 
New Jersey. \ 


Form 95. Call and Waiver—Directors’ 


THE BARSTOW MOTOR CORPORATION 


CALL AND WAIVER OF NOTICE 
FOR 
First MEETING OF DIRECTORS 


We, the undersigned, being all of the Directors of The Barstow Motor Corpo- 
ration, do hereby call the first meeting of the Directors of said Company to be 
held in the office of George H. Madison, No. 845 Broad Street, Newark, New Jersey, 
at 4 P.M., on the sth day of January, 1922, for the purpose of electing officers, acting 
upon a proposal to assign property to the Company in exchange for stock, and for 
doing all such other things as may be necessary or desirable in connection with the 
organization of the Company or the promotion of its business, and we hereby 
waive allstatutory or by-law requirements as to notice of time, place, and objects 
of said meeting and consent to the transaction thereat of any and all business 
pertaining to the affairs of the Company. 

Newark, New Jersey, ; 

January 5, 1922 FRANK Harris 
GrorcE H. BARSTOW 
Howarp MILLIKEN 
SARGENT DavIs 
Witson P. NoBLE 
Harvey CRAWFORD 
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Frequently when directors’ meetings are to be assembled 
by call and waiver, the signatures of all the directors are not 
secured at the time but are secured subsequently—and some- 
times long after the date of the meeting. It is worthy of note 
that it has been held that a director’s signature to a waiver 
after the meeting “looking to ratification of what was done 
is without force to validate the action taken.” ? In this case 
the action of a meeting held pursuant to a waiver which was 
not signed by some of the directors until after the meeting, 
was held to be invalid. 


Form 96. Secretary’s Oath of Office 


SECRETARY’S OATH 
STATE OF NEW JERSEY an 
County oF EssrEx . 

Sargent Davis, the Secretary of The Barstow Motor Corporation, being by 
me duly sworn, uport his oath, does promise and swear that he will faithfully and 
impartially discharge the duties of Secretary of said Company to the best of his skill 
and ability. 

SARGENT DAVIS 
Subscribed and sworn to before me 
this 5th day of January, 1922. 
Frank B. Esmonp, 
Commissioner of Deeds for 
the State of New Jersey 


The New Jersey statutes require that the secretary be sworn. 
It would seem to be a somewhat empty formality. 


Form 97. Proposal to Exchange Property for Stock 


PROPOSAL TO EXCHANGE PROPERTY FOR STOCK 


To THE Barstow Motor CorpoRATION, 
845 Broad Street, 
Newark, New Jersey 
GENTLEMEN: 


I hereby offer in exchange and full payment for the Common Stock of your 
Company, amounting to Two Thousand (2,000) Shares of the par value of One 


2 Holcombe et al. v. Trenton White City Co., 82 Atl. (N. J.) 618 (1912)- 
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Hundred Dollars ($100) per share, United States Letters Patents Numbers 605,949 
and 605,950, issued to me October 7, 1921, for Improvements in Internal Combus- 
tion Motors, said Patents to be assigned to your Company together with my 
agreement to assign without further consideration all other inventions and im- 
provements in Internal Combustion Motors which I may at any time hereafter 
make, own or control. 

If this proposition is accepted, the said Two Thousand (2,000) Shares of Stock 
are to be issued to my order, full-paid and non-assessable, against the delivery to 
your Company of due assignments of said Letters Patent and of my duly executed 
agreement for the assignment of any future inventions and improvements that I 
may make in Internal Combustion Motors. 


Yours truly, 
GEORGE P. WILLIS 
New York City, January 5, 1922 


This proposal provides for the issue of the entire common 
stock in exchange for the property mentioned. The incor- 
porators have already subscribed for at least a portion of the 
common stock of the company. On the face of it, therefore, 
the proposal calls for the issue of stock already under contract 
to the incorporators and this must be adjusted in some way be- 
fore the proposal is accepted. The matter may be easily ar- 
ranged in either one of two ways: by agreement with the party 
making the proposal, that his payment—as far as the incor- 
porators’ subscriptions are concerned—may be regarded as 
paid on their account, the stock being issued to them; or the 
incorporators may assign their subscriptions to the party 
making the proposal. 

If this latter plan is the one adopted, the following form 
will apply: 


Form 98. Assignment of Subscriptions 


ASSIGNMENT OF SUBSCRIPTIONS 


We, the undersigned, all the subscribers to the Common Stock of the Barstow 
Motor Corporation, for and in consideration of the sum of One Dollar to each of 
us in hand paid, and of other good and valuable considerations, the receipt of which 
is hereby acknowledged, do hereby respectively sell, assign, and make over to 
George P. Willis all our subscription rights to the Stock of said Company: 

It is understood, however, that this assignment is conditioned upon the 
acceptance by said Company of the proposal of this date of said George P. Willis to 
purchase the entire Common Stock of said Company, and is to go into effect only 
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upon due tender by him of payment for said Common Stock in accordance with the 
terms of the said proposal. 
Witness our hands and seals this fifth day of January, 1922. 
GrorGE H. Barstow 
Howarpb MILLIKEN 
SARGENT DAVIS 
Witson P. NoBLE 
FRANK HARRIS 


The directors’ minutes on a preceding page give a form of 
resolution for designating the corporate depositary. This 
form is simple but sufficient for all practical purposes. In 
many cases, however, the banks have their own forms of desig- 
nating resolution which they prefer and in some cases insist 
upon. These forms are for the most part unobjectionable, 
but in some cases will be found to confer excessive powers 
upon the officers of the corporation. If this is not desired, 
any such resolution may be so modified as to eliminate the 
undesirable features while still preserving the general form 
preferred by the bank. 

The banks usually require the resolution designating the 
corporate depositary to be certified. Such certification is best 
made by the secretary of the company and may be as shown 
in Forms 224 and 225. 

Under some circumstances it is impossible to secure the 
signatures of all the directors to a call and waiver. In such 
case, if by-laws have been adopted by the stockholders and the 
first regular meetings of directors under these is near at hand, 
the business of the first meeting may be postponed until this 
regular meeting. Usually, however, a more immediate meet- 
ing is necessary, and in such case it must be assembled by 
means of a call. 

In the absence of any conflicting provisions in the by-laws, 
such call signed by a majority of the board of directors will 
be effective. The following form may be used. 

Under ordinary conditions the period between the send- 
ing of notice and the time of meeting must be sufficient to 
allow every member of the board to receive the notice and be 
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present at the meeting. Any by-law provisions as to the num- 
ber of days to elapse between the notice of the special meet- 
ing and the special meeting held pursuant thereto, should be 
observed. 


Form 99. Call for First Directors’ Meeting 


CALL FoR First MEETING OF DIRECTORS 
of the 
MIDVALE COAL COMPANY 


We, the undersigned, Directors of the Midvale Coal Company, hereby call 
the first meeting of the Directors of said Company to be held in the office of John 
H. Welch, 229 Broadway, New York City, New York, at 3 p.m. on the 3rd day of 
January, 1922, for the purpose of electing officers, acting upon a proposal to assign 
property to the Company in exchange for stock, and doing all such other things as 
may be necessary or desirable in connection with the organization of the Company 
and the promotion of its business. 

New York City, Tuomas L. SHERMAN 

December 30, 1921. DantEL T. BROWN 
Joun H. WELcH 


CHAPTER X 


OPTIONS AND VOTING TRUST AGREEMENTS 


OPTION AGREEMENTS 


When a corporation is to be formed for the purpose of 
purchasing or taking over certain properties, option contracts 
are usually employed to hold these properties until the cor- 
poration can be organized and act for itself. Such contracts, 
even though made by trustees for the corporation, are not 
binding upon the corporation until accepted or ratified by its 
formal action. In. drawing such contracts, therefore, care 
should be taken that the parties acting for the corporation 
are not individually bound or involved by the contract terms 
unless this is intended. 


Form 100. Option on Capital Stock 


Option AGREEMENT 


An Agreement made and entered into this 14th day of May, 1922, by and 
between John H. Wyckoff of Philadelphia, Pennsylvania, party of the first part, 
and George Andrew Dennison of New York City, party of the second part: 

WHEREAS, The said John H. Wyckoff owns or controls the capital stock of the 
Wyckoff Publishing Company, a corporation duly organized under the laws of 
Delaware and carrying on its business in the City of Philadelphia, said business 
being the publication of “The Household,” a monthly magazine owned by the said 
Wyckoff Publishing Company; and 

WueEreas, The said George Andrew Dennison owns or controls a monthly 
magazine known as “Home Topics” and desires to purchase and combine there- 
with “The Household,” and to form a corporation to own and publish the maga- 
zines so combined; 

Now, THEREFORE, In consideration of the sum of Two Hundred and Fifty 
Dollars ($250) paid the said Wyckoff by the said Dennison, the receipt whereof is 
hereby acknowledged, the said Wyckoff for himself and his associates agrees to 
sell to said party of the second part or his assigns, at any time on or before the 
1st day of July, 1922, all and singular the entire right, title, and interest in and to 
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the said monthly magazine, including subscription lists, advertising contracts, 
good-will, and all things incident to or pertaining to said magazine and its publica- 
tion; or at the option of said party of the second part, the entire capital stock of 
the aforementioned Wyckoff Publishing Company, consisting of Four Hundred 
(400) Shares of Common Stock of the par value of Forty Thousand Dollars ($40,- 
000); the consideration for the transfer and assignment of said magazine, or said 
capital stock, to be Twenty Thousand Dollars ($20,000) in cash and one-fourth of 
the capitalization of the corporation formed to take over said publication. 

This option shall expire and be of no further force or effect after the 1st day 
of July, 1922, unless on or before that date said Dennison or his assigns shall deposit 
with the Guaranty Trust Company of 140 Broadway, New York City, said sum of 
Twenty Thousand Dollars ($20,000) in cash, together with certificates issued in the 
name of John H. Wyckoff, for one-fourth of the entire capital stock of said new 
corporation, said cash and stock to be held in escrow by the said Guaranty Trust 
Company and to be released and delivered to the said Wyckoff upon the delivery 
to said Trust Company of a duly executed and valid assignment of said magazine 
to said new corporation, or otherwise of the entire duly assigned stock of the 
Wyckoff Publishing Company, as may be required by the written demand of the 
said Dennison or his assigns, as hereinafter set forth. 

So soon as said cash and stock of the said new company are deposited in 
escrow as aforeprovided with the Guaranty Trust Company, said Dennison or his 
assigns shall give said Wyckoff written notice thereof and shall specify therein 
whether said Dennison desires the assignment of said magazine, or the stock of the 
said Wyckoff Publishing Company in exchange for the said escrowed cash and 
~ stock, and said Dennison shall at the same time file a signed copy of said notice 
with the Guaranty Trust Company. 

It is understood and agreed that should the sale contemplated by this present 
agreement fail, neither party hereto shall be liable in any way under or by reason 
of this present agreement, and that should this option be assigned to any other 
person or to any corporation, the said Dennison shall be free from all liability 
thereunder. 

In Witness WuHereEor, the said John H. Wyckoff and the said George 
Andrew Dennison have hereunto affixed their respective signatures 
and seals the day and year first above written. 
Joun H. Wycxkorr east 
GEORGE ANDREW DENNISON IL. S.] 
Attest signatures: 
Mary M. WEstTcotTtT 
Wits BENNETT 


In this option no provision is made for any change during 
the option period in the value of the property involved. In 
the option which follows, such changes are guarded against 
by means of the provision that the price is to be the appraised 
value at the time of purchase plus a definite amount for good-will. 

In drawing up an option, care should be taken always to 
express the fact that the price paid for the option is to be 
deducted from the total consideration. There should be no 
ambiguity in regard to this feature. 
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Form tor. Option on Business and Property 


OpTION ACREEMENT 


An Agreement entered into this 25th day of June, 1922, by and between the 
Oswego Hub and Spoke Company, a corporation duly organized under the laws of 
the State of New York, party of the first part, and Willis P. Emerson of New York 
City, party of the second part. ; 

For and in consideration of the sum of One Dollar paid said party of the first 
part by the party of the second part, receipt whereof is hereby acknowledged, and 
for other good and valuable considerations, said party of the first part does hereby 
agree to sell to said party of the second part, as a going concern, its entire business, 
factories, and plant for the manufacture and sale of hubs and spokes, owned and 
operated by said party of the first part in the City and County of Oswego, State 
of New York, including therewith all machinery, tools, and other property and 
appurtenances thereunto belonging, together with all raw materials and manu- 
factured products on hand, and all contracts relating to the purchase or sale of 
such materials and products; also the good-will of said business and all trade- 
marks, brands, patent rights, licenses, and shop rights used therein and controlled 
by said party of the tust part; excepting only moneys and bills and accounts 
receivable on hand at the time of sale; all of said property to be delivered free and 
clear from all liens, charges, encumbrances, taxes, and assessments, save and ex- 
cept for a certain mortgage upon the real property of the party of the firstjpart, 
amounting to Thirty Thousand Dollars ($30,000) and now on record in the office 
of the County Clerk of Oswego County. 

The price to be paid for said property shall be an amount Twenty Thousand 
Dollars ($20,000) in excess of the actual appraised value, at the time of purchase, 
of said real and personal property, exclusive of good-will, as above set forth, and 
such amount shall be paid in cash at the time of transfer, the aforementioned mort- 
gage being assumed by the purchaser and accounted as a cash payment to the 
amount of said sum of Thirty Thousand Dollars ($30,000) and accrued interest 
thereon due at the time. : 

This option shall expire and be of no further effect on and after the 31st day 
of July, 1922, unless prior thereto said party of the second part, or his assigns 
shall, in writing, notify said party of the first part of his or their intention to exer- 
cise the same, and shall at that time deposit in the Oswego National Bank, Ten 
Thousand Dollars ($10,000) in cash as a guaranty of good faith and to apply upon 
the purchase of said property, and in such event the party of the first part shall 
within sixty days of such notice and deposit, transfer and convey said business and 
property by such deeds, conveyances, and assignments and other instruments as 
may be necessary to vest the full right, title, and interest in said business and 
property in said party of the second part or his assigns. 

It is further understood and agreed that said party of the second part assumes 
no responsibility to purchase said property unless he or his assigns shall elect so 
to do by written notice and deposit in bank as aforeprovided, and that in case of 
assignment of this present instrument by said party of the second part, all its pro- 
visions shall inure to the benefit of, and run in favor of, and be binding upon his 
assignee or assignees in every respect as theretofore upon said party of the second 
part, and in case of such assignment the said party of the second part shall be free 
from all liability hereunder. 

In case of any disagreement as to the terms of this option or as to any matters 
connected with the exercise thereof, each party hereunto shall appoint an arbitrator 
and the two so appointed shall appoint a third, and the three arbitrators so selected 
shall be empowered to decide finally all matters of disagreement. 
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In Witness WHEREoF, the Oswego Hub and Spoke Company, party of 
the first part, has caused its corporate name to be hereunto signed 
by its President and its duly attested seal to be hereunto affixed by 
its Secretary, and the party of the second part has affixed his signa- 
ture and seal, all on the day and year first above written. 

OswEeco Hus AnD Spoke CoMPANY, 
ao By James O’REILLY, 
SEAL f President 


Attest seal: 
Harris N. SEELEY, 
Secretary Wits P. Emerson [L. s.] 


Witness signature of W. P. Emerson: 


Mary N. Bates 
CLARENCE WyMOND 


The following is a simple form of option on real estate. As 
realty is involved, it requires acknowledgment to be legally 
effective. 


Form 102. Option on Real Estate 


Option AGREEMENT 


This Agreement made this 18th day of June, 1922, for the sale of Real Estate, 
by and between Marcus M. McComb, party of the first part, and Melville H. Win- 
throp, party of the second part, witnesseth as follows: 


1. That said party of the first part in consideration of Five Hundred Dollars 
($500) to him in hand paid, does hereby agree to grant and conyey to the party of 
the second part, his heirs, administrators, and assigns, all that certain lot of land 
together with the buildings, structures, and improvements thereon, situated, 
bounded, and described as follows: 


(Full description) 

2. That said party of the first part hereby agrees to receive and accept in full 
payment for the said property, the sum of Twenty-Five Thousand Dollars ($25,- 
000), payable Ten Thousand Dollars ($10,000) cash on delivery of deed, and the 
remainder in three equal payments at one, two, and three years respectively, said 
deferred payments to be secured by mortgage on the said property and to bear 
interest at the rate of Six Per Cent (6%) per annum. 

3. That said premises are to be conveyed subject to the following encum- 
brances. 

(Description of encumbrances) 

4. That said party of the first part agrees to convey said property free from 
all liens and encumbrances, save as above specified, by such proper warranty deed 
containing full covenants duly executed and acknowledged, as shall convey and 
assure to the grantee the absolute fee of said premises. : j 

Provided, However, That unless said party of the second part or his assigns 
tenders the said amount of Ten Thousand Dollars ($10,000) and duly executed 
mortgage for the remainder of such purchase price on or before December, 1922, 
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this agreement shall terminate and be of no force or effect and the party of the 
second part shall forfeit the amount already paid on this Option Contract, but no 
further liability of any kind shall be incurred by either of the parties hereunto. 
Witness the hands and seals of the said parties. 
Marcus M. McComs lesa 
MEeEtvittE H. Winturop IL. s.] 
In the presence of 
SAMUEL M. Boswick 
ELLEN M. Jupson 


(Notarial acknowledgment according to the law of the state in which the contract 
: is executed.) 


In the absence of any prohibiting provisions or conditions, 
an option contract is assignable as is any other form of con- 
tract. A simple option assignment is as follows: 


Form 103. Assignment of Option 


ASSIGNMENT OF OPTION 


WHEREAS, The undersigned holds and is the lawful owner of a certain Option 
Contract, executed by the George F. Harper Company of Philadelphia, Pennsyl- 
vania, the undertaking of which is the sale of the wholesale hardware business now 
belonging to and conducted by the said George F. Harper Company, at No. 1725 
Chestnut Street, in the City of Philadelphia, said business being more particularly 
specified and described in the said Option Contract hereunto attached and made 
part of this assignment: 

Now, THEREFORE, I, Theodore Paflin, in consideration of the sum of One Dol- 
lar, the receipt whereof is hereby acknowledged, and for other valuable and _ suffi- 
cient considerations, do by these presents grant, bargain, sell, transfer and assign 
unto the Allis-White Hardware Company, a corporation duly organized under the 
laws of the State of New York, all and singular, my entire right, title, and interest 
in and to the said Option Contract, to have and hold the same to the proper use 
and benefit of the said corporation. 


Witness my hand and seal this 16th day of December, 1921. 


THEODORE PaFLin [L. 5.] 
Attest: 
Irvin M. RoGErs 
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Votinc Trust AGREEMENTS 


Voting trusts are frequently formed at the time a corpora- 
tion is organized, and less commonly thereafter to secure certain 
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specified stock action. The following is a simple form of 
voting trust agreement. 


Form 104. Voting Trust Agreement 


VotTING TRusT AGREEMENT 


We, the undersigned, stockholders of the Glen Harbor Improvement Company, 
a corporation duly organized under the laws of the State of New York, and having 
its principal office in the City of Yonkers, in the State of New York, having trans- 
ferred and delivered to Emmett M. Brown, William Swift, and Andrew McBride, 
all of the said City of Yonkers, as Voting Trustees hereunder, the shares of stock 
held by each of us in said corporation, do hereby, in consideration of the premises 
and of the mutual undertakings hereinafter set forth, agree with them and with 
each other that said Trustees shall hold and vote the said stock for the period of 
five years from the date hereof, for the purposes and under the following terms and 
conditions: 


1. All stockholders of the said Company may join in the voting trust hereby 
created, by signing this present agreement and transferring, in whole or in part, 
the shares of stock held by them in said Company to the said Trustees, under the 
conditions and for the purposes of this present agreement. 

2. Each stockholder in said Company joining this voting trust as aforepro- 
vided shall become a party thereto from the date on which stock owned by such 
stockholder in said Company shall be transferred and delivered to said Trustees 
for the purposes of this agreement. 

3. The said Trustees shall surrender to the proper officer of the said Glen 
Harbor Improvement Company, for cancellation, the certificates for all shares of 
stock transferred to said Trustees, and shall, in place thereof, have certificates of 
said Company issued to themselves as Trustees, and on the face of each said Trus- 
tees’ certificate shall be stated the fact that such certificate has been issued pur- 
suant to this agreement. 

4. The said Trustees shall collect and receive all dividends and profits accruing 
to said stock and shall pay over the same to the respective equitable owners thereof. 

5. The said Trustees shall issue to each stockholder becoming a party thereto 
one or more transferable Trustees’ receipts for the number of shares of stock placed 
by each of said stockholders respectively in this Voting Trust, and when such 
Frustees’ receipts are duly transferred to other parties, said Trustees shall recognize 
such other parties as the lawful assigns and successors of the original parties hereto, 
entitled to all of their rights in the premises. 

6. The stock held under this agreement shall, except as hereinafter specially 
provided, be voted at any meeting of the stockholders of said Company by such of 
the said Trustees as may be present thereat, and said stock shall be so voted as 
may in the judgment of a majority of the said Trustees present at any such meeting 
be for the best interest of the stockholders subscribing to this agreement. r 

7. In all elections of Directors the said stock shall be voted for the re-election 
of the present members of the Board of Directors of said Company, or, in the event 
of death, disability, or refusal to serve of any such members, the said stock shall be 
voted for such other person or persons as, in the judgment of said Trustees, shall 
be most suitable for such office. 


1 For trustees’ certificates, see Forms 82-84; for general discussion of voting trusts, see 
Book I, Ch. LVI, ‘‘Voting Trusts.” 
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8. This agreement shall terminate five years from the date hereof, and upon 
such termination the said Trustees shall, as the outstanding Trustees’ receipts are 
surrendered to them, duly indorsed, give over to the said Company the certificates 
of stock held by said Trustees, in pursuance of this agreement, properly indorsed, 
and shall direct the officers of said Company to deliver to the respective owners of 
the said surrendered Trustees’ receipts certificates for such numbers of shares of 
stock as may be necessary to satisfy the requirements of the said surrendered Trus- 
tees’ receipts. 

9. In the event of the death, disability, resignation, or refusal to act of any of 
the Trustees herein named, the remaining Trustees or Trustee, shall have power 
to suitably fill such vacancy or vacancies, and the person or persons so appointed 
‘shall be empowered and authorized to act hereunder in all respects as if originally 
named herein. 

to. A duplicate of this agreement shall be filed in the principal office of the 
said Company in Yonkers and shall there be kept for the inspection of any stock- 
holder of the Company, daily, during business hours. 

In Testimony WHEREOF, the parties to this agreement have hereunto 
affixed their hands and seals in the said City of Yonkers this 27th 
day of February, 1922. 


SHARES 
VOTING TRUSTEES STOCKHOLDERS ASSIGNED TO 
TRUSTEES 
Emmett M. Brown [t. s.] JAMES HALSEY [L. 50° 
WILLIAM SWIFT {L. s.| ERNEST JURGENS [xe 125 


s.] 

s.] 
ANDREW McBrme~. [L. s.| Harotp M. Gitsry |b. s.] 75 
Witus M. Ames [L. s.] 75 


Part Il—Forms Relating to Corporate Meetings 


CHAPTER 
CALLS AND WAIVERS FOR SPECIAL MEETINGS 


SPECIAL MEETINGS OF STOCKHOLDERS ! 


Regular meetings both of stockholders and directors are 
held at fixed times prescribed by the by-laws. If in the interim 
between these regular meetings matters arise calling for as- 
sembled action, special meetings become necessary. Such meet- 
ings are convened either by the call and waiver, or by a formal 
call followed by notice. 

The call and waiver is a single instrument consisting ol 
two parts: first, a call for the desired meeting; and second, 
a waiver of all statutory, charter, or by-law requirements 
for notice thereof. This call and waiver must be signed by 
every person entitled to be present at its meeting. Those 
signing are thereby estopped from any future objection to 
the omission of the usual or required formalities as to notice of 
the meeting. No one else has a right to object; hence the call 
and waiver may be safely used even though the by-laws provide 
a different method of assembling special meetings. 

The call followed by notice is the method of assembling 
special meetings usually prescribed by the by-laws, and in- 
volves the use of two separate instruments: first, the call signed 
by some competent party or parties; and second, pursuant to 
this call, a notice of the meeting. The call and waiver permits 
of an immediate meeting, or a later meeting, according to its 


1 For general discussion, see Book I, Ch, XLIII, ‘‘Special Meetings of Stockholders.” 
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terms. The call with notice involves the delay incident to 
formal notice, ranging from three to ten days. 

The first meetings of both stockholders and directors are 
usually assembled by means of calls and waivers. It is, however, 
but seldom that the call and waiver is employed thereafter to 
assemble meetings of stockholders, on account of the difficulty— 
save in the smaller corporations—of securing the signature of 
every party entitled to be present at the meeting. Special 
meetings of the directors are usually assembled by means of the 
call and waiver. 

Forms of calls and waivers to assemble the first meetings 
of stockholders and directors have already been presented.’ 
The following form is for use after organization: 


Form 105. Call and Waiver for Special Meeting of Stockholders 


CHELTINGHAM LINEN COMPANY 
CaLL AND WAIVER 
SPECIAL MEETING oF STOCKHOLDERS 

We, the undersigned, all the stockholders of the Cheltingham Linen Company 
of Trenton, New Jersey, hereby call a special meeting of the stockholders of said 
Company to be held in the Company’s office, No. 275 Main Street, Trenton, New 
Jersey, on the 21st day of May, 1922, at 3 o’clock in the afternoon, for the purpose 
of considering and acting upon a proposition for the consolidation of this Company 
with the Wilson Thread Company of Trenton, New Jersey, and we hereby waive 
all statutory and by-law requirements as to notice of time, place, and objects of 
said meeting, and agree to the transaction thereat of any and all business pertaining 
to the affairs of the Company. 


Trenton, N. J., James H. McLamn Frank H. SMALi 
May 17, 1922 THEODORE McGowan  WrtAm T. Masters 
JosrrH H. FRENCH Joun H. Mrapr 
CHARLES P. HENDERSON HENRy T. ARNOLD 
Davw B. ApAms WiLitamM RoLLanps 


Where the number of stockholders is large, the call fol- 
lowed by notice is used in assembling special meetings. The 
call itself authorizes the meeting as set forth in its terms. 

When a call for a special meeting is issued by the president, 
it should be addressed to the secretary. 


2 Forms 90, 95. 
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Form 106. President’s Call for Special Meeting of Stockholders 


HUDSON NAVIGATION COMPANY 
270 Broadway, New York 


Mr. Henry H. SHELDON,» 
Secretary of the Hupson NAVIGATION Co.: 

You are hereby authorized and instructed to send out notice of a special 
meeting of the stockholders of this Company hereby called by me, said meeting 
to be held in the office of the Company, No. 270 Broadway, New York City, on the 
15th day of February, 1922, at Io A.M., for the purpose of considering and acting 
upon a proposition to sell the entire property and assets of the Company, and for the 
transaction of any and all business in connection therewith that may properly come 
before said meeting. 

February 1, 1922 Harry M. Moopy, 

President 


A more formal call for a special meeting of stockholders is 
given below: 


Form 107. President’s Call for Special’ Meeting of Stockholders 
—Formal 


PACIFIC COAST OIL COMPANY 
1987 Broadway, New York 


Mr. Howarp A. KENNARD, 
Secretary of the Pacrric Coast OIL CoMPANY 


Dear Sir: 

In accordance with the authority vested in me by the By-laws of this Company 
I hereby call a special meeting of the stockholders of this Company, to be held in 
the office of the Company, No. 129 Exchange Place, New York, on the rsth day of 
March, 1922, at 10 o’clock in the forenoon, for the purpose of considering and acting 
upon a proposition to sell the entire property and assets of the Company, and for 
the transaction of any and all business in connection therewith that may properly 
come before said meeting, and I hereby aushorize and instruct you to give due 
notice of said meeting to the stockholders of this Company in accordance with the 
requirements of its By-laws. 

March 1, 1922 Harry M. Casson, 

President 


The president’s call for a special meeting is handed or sent 
to the secretary who thereupon sends out notices of the meeting. * 


3 See Forms 118-120. 
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A directors’ call for a special meeting of stockholders must, 
according to the requirements of the by-laws, be addressed 
either to the president, who in his turn instructs the secretary to 
issue notice of the meeting so called, or to the secretary as in 
the following form. Occasionally the by-laws permit direct 
publication notice by the directors when a special meeting of 
stockholders is to be assembled. 


Form 108. Directors’ Call for Special Meeting of Stockholders 


CALL FOR SPECIAL MEETING OF STOCKHOLDERS 


We, the undersigned, Directors of the Hudson Navigation Company, do 
hereby call a special meeting of the stockholders of said Company to be held in its 
office, No. 270 Broadway, New York, on the 15th day of February, 1922, at 10 
o’clock in the forenoon, for the purpose of taking action on a proposition to sell the 
entire property and assets of the Company, and for the transaction of any and all 
business necessary in connection therewith, and we do hereby authorize and instruct 
the Secretary of the Company tb send out notice of said special meeting in accord- 
ance with the by-law requirements of this Company. 


New York City, New York, JoHNn H. GoopricH 
February 1, 1922 Henry B. MERRILL 
ARTHUR C. McCALi 


To Mr. Henry H. SHELDON, 
Secretary of the Hupson NAviGATION Co. 


This call is handed or sent to the secretary, and is followed 
by his notice of the meeting. When the by-laws provide that the 
president shall call special meetings on written request or in- 
struction signed by a prescribed number of directors, the fore- 
going call might be modified to meet the conditions as follows: 


Form 109. Directors’ Instructions for Special Meeting of Stock- 
holders 


To Mr. Harry M. Moony, 
President of the Hupson NAviGAtron Co.: 
We, the undersigned, Directors of the Hudson Navigation Company, do hereby 


authorize and instruct you to call a special meeting of the stockholders of said 
Company, to be held in its office, No. 270 Broadway, New York, on the rsth day of 
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February, 1922, at 10 o’clock in the forenoon, for the purpose of taking action on a 
proposition to sell the entire property and assets of the Company and for the trans- 
action of any and all business necessary in connection therewith. 


New York City, New York, Joun H. Goopricu 
February 1, 1922 Henry B. MERRILL 
ARTHUR C, McCALL 


These instructions are handed to the president, who in 
accordance therewith issues his call for the meeting. If Form 
to7 is used for the purpose, the first phrase, “In accordance 
with the authority vested in me by the By-laws of this Com- 
pany,” should be modified to, “Pursuant to written instructions 
of Directors of this Company.” 

Special meetings of stockholders may always be called by 


resolution of the board of directors. 
{ 


Form 110. Directors’ Resolution for Special Meeting of Stock- 
holders 


RESOLUTION 


Br It Resoven, That a special meeting of the stockholders of this Company 
be and hereby is called, said meeting to be held in the office of the Company at 
No. 270 Broadway, New York City, on the 1 5th day of February, 1922, at 10 o’clock 
in the forenoon, for the purpose of considering and acting upon a proposition to sell 
the entire property and assets of the Company, and for the transaction of any and 
all business necessary or desirable in connection therewith. 


_As the secretary is presumably present at the meeting of 
the directors, or otherwise has access to the minutes, the mere 
passage of such a resolution is sufficient notice to him of the call, 
and he should send out notice of the meeting. 

It is but seldom that the stockholders issue a request or 
call for a meeting. Usually when they do, it must, in accord- 
ance with by-law requirements, pass through the president’s 
hands. If not so prescribed, their call may be addressed to the 
secretary, in which case the president’s only official knowledge 
of the meeting is derived from the notice sent him by the secre- 


1524 CORPORATE FORMS (Bk. IV- 


tary. Occasionally the by-laws authorize the stockholders to 
give direct notification of the meeting by publication. 


Form 111. Stockholders’ Request for Special Meeting 
To the President of the 
ApamMs MAcHINE CoMPANY: 


We, the undersigned, owning or controlling not less than two-thirds of the 
entire voting stock of the Adams Machine Company, do hereby request you to call 
a special meeting-of its stockholders to be held in the office of the Company at 
No. 35 Broad St., New York, at 3 o’clock in the afternoon on the 1st day of March, 
1922, for the purpose of considering the purchase, proposed by the Directors of this 
Company, of the machine shop and equipment of the Harrison Metal Working 
Company, located at 908 Willoughby St., Brooklyn, and to take such action in 
regard thereto as may seem necessary or desirable to the stockholders present at 
such meeting, and we request you to have due and timely notice thereof sent to 
each stockholder of this Company. 


New York City, N. Y. : NAME SHARES OWNED 
February 10, 1922 Davi H. BENTLEY 200 
James J. ALLISON 250 
OLIVER P. CHANDLER 500 
STANLEY S. Woop 150 
Henry M. SHERRILL 300 
SPENCER HARRISON 150 


This stockholders’ request is handed to the president, who 
may either indorse his call on the request as in the form which 
follows, or may issue the more formal call shown in Forms 106 
and 107. 


Form 112. President’s Indorsement of Stockholders’ Request 


To the Secretary of the 
Apams MAcHINE ComPANy: 


You are hereby instructed to give due notice of a special meeting of the stock- 
holders of this Company hereby called by me in pursuance of the within stock- 
holders’ request, said meeting to be held in the office of the Company at No. 35 
Broad St., New York City, at 3 p.m., on the rst day of March, 1922, in accordance 
with and for the purposes set forth in the said request. 

New York City, N. Y., Joun H. Harrett, 

February 10, 1922 President 


When the stockholders’ call is directed to the secretary, 
its form will be as follows: 
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Form 113. Stockholders’ Call for Special Meeting 


To the Secretary of the 
Howarp WooLeEN MILts Co.: 


We, the undersigned, stockholders of the Howard Woolen Mills Company 
owning or controlling not less than two-thirds of its entire voting stock, do hereby 
call a special meeting of the stockholders of the Company to be held in its office 
at No. 45 Main St., Dunkirk, New York, at 12 o’clock noon on the 1sth day of 
January, 1922, for the purpose of considering a proposition to so amend the By-laws 
as to restrict the President’s power to contract for the Company, and of taking such 
action in regard thereto as may seem necessary or desirable to the stockholders 
present at such meeting, and we do hereby authorize and instruct you to send out 
notices of said meeting in accordance with the terms of this present call. 


Dunkirk, New York, NAMES SHARES OWNED 
January 3, 1922 Henry B. CLARKE 575 
Harry H. HowarpD 1200 
FRANK B. JOHNSON 725 
SAMUEL FURMAN 500 


oe pa ciate less Ee acl an Sa a SI EE SE El aaa cn 


SPECIAL MEETINGS OF DIRECTORS! 


Special meetings of directors are usually assembled by 
means of calls and waivers, except where the board is large 
or some of its members are inaccessible. The common form 
of call and waiver for directors’ meetings is as follows: 


Form 114. Call and Waiver for Special Meeting of Directors 


CALL AND WAIVER 


SpeciAL MEETING OF DIRECTORS 


We, the undersigned, all the Directors of the‘Long Island Power Company of 
Flushing, Long Island, do hereby call a special meeting of the Board of Directors 
of said Company to be held in its office at No. 285 Duane St., New York City, at 
4 P.M., on this 21st day of May, 1922, for the purpose of acting upon a proposition 
for the sale of the Company’s Flushing plant, and we do hereby waive all statutory 
and by-law requirements as to notice of time, place, and purposes of said meeting, 
and consent to the transaction thereat of any and all business pertaining to the 
affairs of the Company. 

New Yoik City, N. Y., Joun McFERcuson 

‘May 21, 1922 Harotp H. HarpInG 
BENTON CRELLER 
Howarp H. MAurRIcE 
HoRACE EVANS 


4For general discussion of special meetings of directors, see Book I, §§ 422-425. 
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Special meetings of directors are sometimes irregularly 
assembled, as for instance where all the members of a board 
come together on some informal notice or without previous 
notice, and then and there, agree to waive all the usual formali- 
ties and hold an immediate meeting. Such meetings, termed 
“consent meetings,’ are entirely legal and are not uncommon 
where boards of directors or executive committees are small 
and easily assembled. 

For such meetings a written validation is not strictly neces- 
sary. The participation of all the parties entitled to be present, 
duly entered on the minutes of the meeting, affords legal evi- 
dence of their consent thereto and estops any subsequent ob- 
jections on their part to the proceedings. As a precautionary 
measure, however, the secretary should have every member 
of the board sign the minutes of a consent meeting, or otherwise 
sign a waiver of notice and agreement to the meeting as given 
below: 


Form 115. Agreement for Consent Meeting of Directors 


HARRISON CUTLERY COMPANY 
WAIVER OF NOTICE 


We, the undersigned, all the Directors of the Harrison Cutlery Company, being 
now present, do hereby consent to an immediate meeting of the Board of Directors 
of said Company to be held in the office of Henry M. McCall, No. 253 Broadway, 
New York, at 3 p.m. this 14th day of February, 1922, and we hereby waive all 
requirements as to notice of time, place, and purposes of such meeting, and agree to 
the transaction thereat of any and all business pertaining to the affairs of the 
Company. 

Henry H. McCatr 
SIMON FRANKENSTEIN 
James J. McCay 
Howarp H. FRENKEL 
STANLEY T. BROWN 


arent nee ene ewe rere nen nen ens enn nn enn nn nnn nnn nn nen nn nnn enn ne eee ene een owen ence ene e eens ccee cee ecenncen cer wacenececereeee 


When a special meeting of directors is desired and it cannot 
be assembled by call and waiver, perhaps because of the absence 
of one or more directors, or because of a refusal on the part 


ee 
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of one or more directors to sign the call and waiver, it must be 
assembled by call and notice. In such case the call must be 
signed as required by the by-laws—usually by the president or a 
certain number of the directors. A form of president’s call 
is given on the following page. 

This call is handed to the secretary who, in accordance 
with its instructions, follows it up with the usual notice of 
the meeting.® 


Form 116. President’s Call for Special Meeting of Directors 


CORLISS TYPEWRITER COMPANY 
35 Vesey St., New York 
January 10, 1922 
Mr. Jonn H. HAmmonn, 
Secretary CoRLISS TYPEWRITER Co. 
“DEAR SIR: 


In accordance with the authority vested in me by the By-laws of this Company, 

I hereby call a special meeting of the Board of Directors to be held in office of the 

Company on the 20th day of January, 1922, at 3 o’clock in the afternoon, for the 

urpose of considering and acting upon the appointment of a western selling agent 

and for the transaction of any other business in connection therewith that may be 

necessary, and you are hereby authorized and instructed to send out notices of said 
meeting as required by the By-laws of this Company. 

Joun H. PHILires, 
President 


The by-laws frequently provide that special meetings of 
the board may be called by a certain number of the directors. 
This call is usually addressed as in the following form and handed 
to the secretary direct. 


Form 117. Directors’ Call for Special Meeting of Directors 


CALL FoR SPECIAL MEETING OF DIRECTORS 


We, the undersigned, Directors of the Manhattan Photo Supply Company, 
hereby call a special meeting of the Directors of said Company, to be held in its 
office, No. 1575 St. Nicholas Ave., New York, on the 17th day of February, 1922, 


— 


& See Form 12% 
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at 11 A.M., for the purpose of considering and acting upon a proposition to purchase 
the plant and equipment of the Adams Automatic Camera Company, and for the 
transaction of any and all business necessary in connection therewith, and we 
hereby instruct the Secretary of the Company to send out notices of said special 
meeting in accordance with the By-law requirements of this Company. 
New York City, Henry C. Carson 
February 5, 1922 FRANK H. MERRILL 
SAMUEL FRENKEL 


To Mr. Joun H. Hersey, 
Secretary MANHATTAN PHoTo SupPty Co. 


. 


CHAPTERZ XT 
NOTICES OF MEETINGS 


STOCKHOLDERS’ MEETINGS ! 


Every person entitled to be present at a corporate meeting 
is also entitled to notice of such meeting. If the notice to 
be given is prescribed by the charter, by-laws, or statutes, this 
is always sufficient, but if not so determined, ‘‘reasonable 
notice” is then necessary and this requires such notice as will 
under ordinary circumstances enable the parties notified to 
attend without being specially inconvenienced. 

Notice of a special meeting must accord as to the time, 
place, and purposes thereof with the call by which the meeting 
is authorized. The authority under which it is issued should 
be stated in the notice. 


Form 118. Notice of Special Meeting of Stockholders 


HUDSON NAVIGATION COMPANY 


New York City, New York, 
February 1, 1922 
Mr. Artuur C. McCatt, 
227 Broadway, New York. 
DEAR SIR: 

You are hereby notified that pursuant to the call of the President, a special 
meeting of the stockholders of the Hudson Navigation Company will be held in the 
office of the Company, No. 270 Broadway, New York, on the 15th day of February, 
1922, at 10 A.M., for the purpose of considering and acting upon a proposition to 
sell the entire property and assets of the Company, and for the transaction of any 
and all business in connection therewith that may properly come before said 
meeting. 

Yours very truly, 
Henry H. SHELDON, 
Secretary 


1 For general discussion, see Book I, §§ 270, 396, 414. 
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When notice of a special meeting is to be published, the 
following form is frequently used. The same form also serves 
as a notice to be sent by mail. 


Form 119. Publication Notice of Special Meeting of Stockholders 


Novice OF SPECIAL MEETING OF STOCKHOLDERS 
CROSS LABORATORIES, INC. 


A special meeting of the stockholders of this Company will be held on the 16th 
day of January, 1922, at two o’clock in the afternoon, at the principal office of the 
corporation, No. 347 Madison Avenue, New York, N. Y., for the purpose of chang- 
ing the name of the company from “Cross LABORATORIES, Inc.,” to “LARSON * 
MANUFACTURING CoMPANY, INc.,”’ and for the transaction of such other business 
in connection therewith as may properly come before the meeting. 

GEORGE V. Larson, 
President 
E. M. Hitton, 
Secretary 
New York City, 
Deceinber 31, 1921. 


The following gives an excellent form of notice for a special 
meeting of stockholders. 


Form 120. Publication Notice of Special Meeting of Stockholders 


WESTERN UTAH RAILROAD COMPANY 
SPECIAL MEETING OF STOCKHOLDERS 


120 BroaDway, NEw York, 
March 26, 1922 
To the StocKHOLDERS of the 
WESTERN UTAH RAILROAD CoMPANY: 


Notice is hereby given that a special meeting of the stockholders of Western 
Utah Railroad Company has been called by the Board of Directors to convene at 
the office of the Company at Salt Lake City, in the State of Utah, on the sth day 
of May, 1922, at to A.M., for the purpose of considering and acting upon a proposi- 
tion for the sale of the Company’s entire assets to the Salt Lake City Air Line as 
set forth below. 


(Purposes here) 
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The books for the transfer of the stock (both preferred and common) will be 
closed for the purpose of the meeting, at 12 noon, on the 11th day of April, 1922, 
anid will be reopened at to A.M. on the 6th day of May, 1922. 

By order of the Board of Directors. 

JoHN HAMILTON, 
Secretary 


Notice of the annual meeting must be sent out in accordance 
with the requirements of the by-laws. 


Form 121. Notice of Annual Meeting 


HARMON PUBLISHING COMPANY 
765 Main St., Dover, Delaware 


May 1, 1922 
Mr. Francis H. JAMIESON, 
336 Ocean Ave., Atlantic City, N. J. 
DEAR SIR: 


You are hereby notified that the annual meeting of the stockholders of the 
Harmon Publishing Company will be held at the office of the Company in Dover, 
Delaware, on Tuesday, May 15, 1922, at 10 A.M., for the elections of five Directors 
for the ensuing year and for the transaction of such other business as may come 
before the meeting. 

The stock transfer books of the Company will be closed at 3 p.m., May 5, 1922, 
and remain closed until 10 a.m., May 16, 1922. 


Respectfully, 


James H. Howarp, 
Secretary 


In a number of states the statutes require the publication 
of the notice of the annual meeting. The following forms are 
suitable for this purpose. Form 121 may also be easily modified 
to serve as a publication notice. 


Form 122. Publication Notice of Annual Meeting 


HARMON PUBLISHING COMPANY 
765 Main St., Dover, Delaware 
May 1, 1922 
Notice is hereby given that the annual meeting of the stockholders of the 
Harmon Publishing Company will be held at the office of the Company at 765 Main 
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St., Dover, Delaware, May 15, 1922, at 10 A.M., for the election of five Directors 
and for the transaction of such other business as may be brought before said 


meeting. 
The stock transfer books of the Company will be closed at 3 P.M., May 5, 1922, 


and remain closed until 10 A.m., May 16, 1922. 
James H. Howarp, 


Secretary 


Form 123. Publication Notice of Annual Meeting 


THE CORPORATION TRUST COMPANY 
(New York) 


NoTIcE oF ANNUAL MEETING 


The annual meeting of the stockholders of The Corporation Trust Company 
will be held on the 18th day of January, 1922, at twelve o’clock noon, at the 
office of the company, No. 37 Wall Street, New York, N. Y., for the purpose of 
electing two Directors of the Second Class, receiving and acting upon the reports of 
the officers and for the transaction of such other business as may properly come 
before the meeting. 

Horace S, Goutp, 
Secretary 
Dated, December 20, 1921 


Form 124. Publication Notice of Annual Meeting 


GREAT WESTERN RAILROAD COMPANY 
ANNUAL MEETING 


120 BRoapway, NEw York, 
August 13, 1921 


The annual meeting of the stockholders of the Great Western Railroad Com- 
pany will be held at the office of the Company in Chicago, Illinois, on Tuesday 
February 14, 1922, at twelve noon, for the following purposes, viz.: (1) To elect 
fifteen Directors; (2) To consider and act upon an amendment to Article XVI of 
the Company’s By-laws; (3) To transact all such other business as may legally 
come before the meeting, including the approval and ratification of all action of the 
Board of Directors and of the Executive Committee since the last Annual Meeting 
of the stockholders of the Company. 

For the purposes of the meeting the books for the transfer of stock, both pre- 
ferred and common, will be closed at 3 p.m. on Wednesday, February 1 1922, and 
will be reopened at 10 A.M. on Wednesday, February t5, 1922. : ‘ 


JouN Hamitton, 
Secretary 
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Directors’ MEETINGS? 


It is but rarely that publication notices are used in assembling 
directors’ meetings. Either of the following notices might be 
readily modified, if desired, to serve as a publication notice. 
Consent meetings, from their nature, do not permit of any 
formal notice. 


The following is a simple form for notice of special meet- 
ing of directors. It would either be mailed or delivered in person. 


HYDRO-CARBON STEEL COMPANY 
134 West 23rd St., New York City 


January 3, 1922 
Mr. WatrterR H. SINCLAIR, 
Montclair, New Jersey 


Dear SIR: 


You are hereby notified that pursuant to call of the President, a special meet- 
ing of the Board of Directors of this Company will be held in its office at 3 P.M. 
on the 18th day of January, 1922, to act upon a proposition to purchase the plant 
of the Scranton Foundry Company and to transact such other business in connec- 
tion therewith as may be necessary or desirable. 


Respectfully, 


Mitton H. SANDERSON, 
Secretary 


This notice must be sent to every member of the board. 
The time, place, and purpose of the meeting must be stated, 
and, unless every member of the board is present ahd agrees 
thereto, no business may be transacted at the meeting save 
that so specified. 

The following notice is the usual formal notice of the regular 
meeting of directors. If desired, a printed form might be used 
with blanks for the dates and addresses. 


2 For general discussion, see Book I, §§ 286 424. 
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Form 126. Notice of Regular Meeting of Directors 


HYDRO-CARBON STEEL COMPANY 
134 West 23rd St., New York City 
March 15, 1922 
Mr. WALTER H. SINCLAIR, 
Montclair, New Jersey 
DEAR SIR: 


You are hereby notified that the regular quarterly meeting of the Board of 
Directors of the Hydro-Carbon Steel Company will be held in the office of the 
Company, No. 134 West 23rd St., New York, on Tuesday, March 28, 1922, at 3 P.M. 


Respectfully, 


Mitton H. SANDERSON, 
Secretary 


CHAPTER XIII 


PROXIES FOR MEETINGS 


A proxy is merely a special power of attorney and may 
convey any authority as to the representation of his stock the 
maker desires up to the limit of his own.1 

The powers conferred by a proxy are limited strictly to 
those specified. Thus a proxy to vote on a proposed amend- 
ment of the charter at a certain meeting would not authorize 
the holder to vote also upon a proposed amendment of the 
by-laws though considered at the same meeting. 

The time for which a proxy runs is also governed strictly 
by the provisions of the instrument unless sooner terminated 
(1) by statutory or by-law provisions, (2) by the death of the 
maker, (3) by the sale of his stock, (4) by his formal revocation 
filed with the secretary, or (5) for the meetings at which he ap- 
pears, by the presence and participation thereat of the maker. 
A proxy given for a particular meeting holds good for any 
meeting adjourned therefrom, whether so specified in the proxy 
or not. 
A:proxy should be in writing, but it is not necessarily in 
any particular form; it need not be acknowledged or proved, 
but it must be in such a shape as reasonably to satisfy the in- 
_ spectors of election of its genuineness and validity. To meet 
this requirement the proxy should be signed and sealed by 
the maker and be witnessed by at least one person, but does 
not ordinarily require acknowledgment. It may cover all or 
any part of the stock owned by an individual, and two or more 
proxies may be given by a single stockholder, each proxy cover- 


1For general discussion, see Book I, §§ 275, 401. 
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proxy can be used by anyone into whose hands it may come. 
When once completed, however, by the insertion of the name 
of the party to act, it can be used only by the specified party, 
nor can this party authorize anyone else to vote the stock 
covered by the proxy unless the proxy itself distinctly con- 
fers upon him full rights of substitution. 

Directors cannot give proxies authorizing others to repre- 
sent and vote for them at directors’ meetings. The directors 
occupy a position of trust and they cannot as individuals dele- 
gate the trust vested in them to others. This is a settled 
principle of law... 

When the proxies are to be used they are filed with the 
secretary of the meeting. If the holder desires to retain his 
original proxy, he may, after exhibiting the original, file a certified 
copy with the secretary of the meeting. 


Form 127. Proxy—Simple Form 


I hereby appoint George H. Brewer my proxy with full authority to vote for 
me and in my place at any and all stockholders’ meetings of the Brewer Plow 
Company. 

Witness my hand and seal this 7th day of May, 1922. 
Harowp J. McCormick [t. s.] 
Witnessed by 
Henry F. Simmons 


This proxy is under most circumstances legally sufficient 
and the powers it conveys are broad. A more formal proxy is, 
however, desirable when important matters are to be con- 
sidered. The proxy which follows is still simple as to form 
but more specific in its terms. 


Form 128. Proxy—Unlimited 


I, the undersigned, do hereby constitute and appoint George J. McClelland 
my true and lawful attorney to represent me at any and all meetings of the stock- 
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holders of the Carney Falls Spinning Company, and for me and in my name and 
stead to vote thereat upon the stock standing in my name on the books of said 
Company at the times of said meetings, and I hereby grant my said attorney all the 
powers that I should myself possess if personally present thereat. 


Witness my signature and seal this 15th day of January, 1922. 
Harotp B. McCLeranp [L. s.] 


In the presence of 
ALPHONSE H. DURET 


At the expiration of the specified term the following proxy 
becomes null and void without formal revocation or other 
action on the part of the maker. 


Form 129. Proxy—Time Limited 


I, the undersigned, do hereby constitute and appoint Henry M. Williams my 
true and lawful attorney to represent me at all meetings of the stockholders of the 
Carney Falls Power Company held on or prior to the 15th day of June, 1923, and 
do hereby authorize and empower him for me and in my name and stead to vote 
at such meetings upon the stock now standing in my name on the books of said 
Company, and I hereby grant my said attorney all the power at said meetings that 
I should myself possess if personally present thereat. 


Witness my signature and seal this 1st day of February, 1922. 


SaMUEL B. FREMONT [L. S.] 
In the presence of 
J. J. MASTERSON 


It should be noted that the wording of the foregoing proxy 
authorizes the appointee to vote only upon the stock “now 
standing in my name.” Should the maker dispose of this 
stock prior to the expiration date of the proxy, the proxy would 
of course be automatically terminated and be of no further effect. 
Should the maker acquire additional stock of the company 
after the date of this proxy but during its life, such additional 
stock is not covered by the proxy. In this the proxy differs 
from the proxy of Form 128 which covers all stock owned by the 
maker “‘at the times of said meetings.” 


it —r 


Ch. 13] PROXIES FOR MEETINGS 1539 


Form 130. Proxy for Particular Meeting 


Know Att MEN BY THESE PRESENTS: 


That I, the undersigned, do hereby constitute and appoint Kenneth J. Johnson 
my true and lawful attorney with full powers of substitution and revocation, to 
represent me at the special meeting of stockholders of the Graham Navigation 
Company, to be held on the roth day of June, 1922, at 3 P.M., and do hereby 
authorize and empower him to vote at said meeting and at any adjournment thereof, 
for me and in my name and stead, upon the stock then standing in my name on the 
books of said Company, and I hereby grant my said attorney all the powers that I 
should possess if personally present at said meeting. 


Witness my signature and seal this rst day of May, 1922. 


Metver M. McK [L. s.] 
In the presence of 
Henry P. SWENTON 


Outside its limitation as to time, the preceding proxy is 
broad. It not only covers all stock held in the name of the 
maker at the time of meeting and empowers the appointee 
to act as fully and with the same authority as the owner might 
himself, but also empowers him to give and revoke proxies 
conveying similar voting powers to others. If it is not desired 
to convey these latter powers, the words “with full power of 
substitution and revocation” should be omitted. 

If all the stock covered by a proxy is disposed of before 
the date of meeting, such proxy is, as already stated, thereby 
nullified. If part of the stock is sold, the proxy still holds for the 
remaining stock. If a proxy specifies the number of shares of 
stock to be voted upon, such proxy is good for the number of 
shares standing in the maker’s name up to the specified number. 

The following form may be used when but a portion of the 
stock owned by a stockholder is to be represented by his proxy. 
A single stockholder may give several such proxies to cover his 
entire holding of stock, the object being to admit several repre- 
sentatives to the proceedings of the meeting. 

The following proxy does not convey any greater or more 
complete powers than the shorter forms heretofore considered, 
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but is more specific and conventional and therefore preferable 
when matters of importance are to be considered and acted upon. 


Form 131. Proxy—Limited as to Stock 


PROXY 


I, the undersigned, do hereby nominate and appoint John H. McConnell my 
true and lawful attorney, for me and in my name, place, and stead to vote at all 
stockholders’ meetings of the Fowler Watch Company upon Twenty-five Shares of 
the stock of said Company standing in my name, and I hereby grant my said 
attorney all the powers as to said Twenty-five Shares of stock that I would myself 
possess if personally present at such meetings. 


Witness my signature and seal this roth day of March, 1922. 


Francis P. STERLING 
In the presence of 
Harry H. FRENCH 


Form 132. Proxy for Annual Meeting—Formal 


Know Att MEN By THESE PRESENTS: 


That, we, the undersigned, stockholders of the Carney Falls Power Company, 
do hereby constitute and appoint J. Adam McCall our true and lawful attorney 
with full power of substitution and revocation, for us and in our names, place, and 
stead to vote upon the stock then standing in our respective names upon the books 
of said Company, at the annual meeting of the stockholders thereof to be held in 
the office of the Company, 425 Fifth Ave., New York City, January 17, 1922, at 
10 o’clock in the forenoon, and at any meeting postponed or adjourned therefrom, 
hereby granting to our said attorney full power and authority to act for us, and in 
our names and stead to vote thereat upon our said stock in the election of directors 
and in the transaction of such other business as may be brought before the said 
meeting, all as fully as we might or could do if personally present, and we hereby 
ratify and confirm all that our said attorney or his substitute shall lawfully do at 
such meeting in our names, place and stead. 


In Witness WHEREOF, we have hereunto affixed our respective signatures 
and seals this 2nd day of November, 1921. 


S. S. Fortsom [L. s.] 
Henry M. CLEVELAND [L. s.] 
J. B. McLain [L. s.] 
SARGENT McLain [L. s.J 


In the presence of 
Witiiam J. HAMMoND 
as to S. S. Folsom 
and Henry M. Cleveland 
Jerry T. McALLISTER 
as to J. B. McLain 
and Sargent McLain 
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If corporate stock is held by a corporation in its own name, 
the proxy might be given under the corporate name as in the 
following general form. 


Form 133. Corporate Proxy 


Know Att MEN By THESE PRESENTS: 


That the Steel Company of the Republic, a corporation organized under the 
laws of the State of Pennsylvania, owning and holding Five Hundred Shares of the 
Capital Stock of the Howard Welding Company of New York City, does hereby 
constitute and appoint Frederick W. Morton of New York City its true and lawful 
attorney to attend the annual meeting of the aforesaid Howard Welding Company 
to be held in its office, No. 22 Broad St., New York, on Monday, January 16, 1922, 
at 10 o’clock in the forenoon, and thereat for this Company and in its name, place, 
and stead to vote upon the said Five Hundred Shares of stock, and to do all such 
other things competent to a stockholder of said Howard Welding Company, as may 
in his judgment be necessary or advantageous for the interests of this Company, 
and to that end the said Steel Company of the Republic does hereby grant to its 
said attorney for said meeting, and for any meetings adjourned therefrom, any and 
all powers belonging to or pertaining to this Company as a stockholder of the 
aforesaid Howard Welding Company, hereby ratifying and confirming all that its 
said attorney may lawfully do at said meeting in its name, place and stead. 


In Witness WuEREoF, the President and Secretary of the said Steel 
Company of the Republic, duly authorized thereto, have hereunto 
affixed the signature and seal of their said Company, all being done in 
the City of Philadelphia, Pennsylvania, on this 3rd day of January, 


1922. 
STEEL COMPANY OF THE REPUBLIC, 
{ CORPORATE \ By JoHN H. SHERMAN, | 
rh span o> J President 


Attest seal: 
Wiiuram M. McDonatp, 
Secretary 


In some states the statutes empower the corporate officials 
to vote the stock of other corporations held by their corpora- 
tion. In such case no proxy is necessary, but a certification 
that the official representing the company is its official, properly 
representing the company, is required. 
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Form 134. Revocation of Proxy 


REVOCATION OF PROXY 


Know Att MEN BY THESE PRESENTS: 


That I, the undersigned, do hereby revoke and annul any and all proxies or 
powers of attorney heretofore given by me, authorizing or empowering any person 
or persons to represent me, or vote in my name and stead or act for me in any way 
whatsoever at any meeting or meetings of the stockholders of the Carney Falls 
Power Company. 

Witness my signature and seal this roth day of May, 1922. 


DANIEL H. Ronatps [L. s.] 
In the presence of 
Joxnn H. DuNN 


The foregoing revocation of outstanding proxies is sweeping 
in its terms. If some particular proxy is to be excepted from 
the general revocation, such proxy may be specifically reserved, 
or otherwise the revocation may itself be limited by its terms 
to the one or more proxies to be revoked, in which case any other 
outstanding proxies are not affected. 


CHAPTER XIV 


MOTIONS AND RESOLUTIONS 


In the course of corporate meetings, whether of stockholders 
or directors, anything to be done that is obviously proper and of 
no great importance may be merely ordered by the president, 
as for instance, the reading of the minutes of the previous 
meeting, or the filing of some paper or report, and, in the absence 
of objection, this is held to be the action of the meeting. Matters 
of more importance are sometimes acted upon in this same way, 
but usually, and preferably, action is then taken by means of 
either a motion or a resolution. 

There is no distinct line of demarcation between these two. 
They differ as to form but both are expressions of the decisions 
of the meeting and are of the same legal force. The motion is 
the simpler in form, and, though there is no well-established 
rule, is usually employed for matters of minor importance; 
while resolutions, which are formal and usually go further into 
their subject matter, are employed for such important corporate 
actions as require a more complete statement and record. 

Motions are not as a rule submitted in writing. The secre- 
tary must therefore exercise every care to get the sense of what is 
intended. If he is in doubt in any case as to whether he has 
understood the motion, or if its subject matter is of unusual 
importance, or if it is desirable that the exact wording be pre- 
served, the presiding officer should request the maker of the 
motion to repeat it, or, better, to reduce it to writing. When 
this is done, the written motion is turned over to the secretary, 
and, if carried, is incorporated in his minutes in the exact form 
submitted. 

The following forms show motions as they should appear in 
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the secretary’s minutes. The form is the same for either 
stockholders’ or directors’ minutes. 


Form 135. Motion Instructing Secretary to Cast Vote 


There being no other nominations, the Secretary was instructed by motion 
unanimously carried, to cast the single ballot of the meeting for the five candidates 
for Directors already named. 


On motion unanimously carried, the Secretary was instructed to cast the single 
ballot of the meeting as follows: 


Ror President co isn an een tee ter ie John H. McNeil 
atiNice=Président. 00/05 fies west oes Samuel French 
SS SOCTREAEY ives fon wats s aa yo nasty aticraigs: Harry McGill 
eT TCASULEL«. Rasgitecjoys coer Sree Nan Joseph F. Macklin 


An amendment to the by-laws is usually acted upon by 
means of a resolution. In the following instance, as the amend- 
ment is of minor importance it is decided by motion. 


Form 137. Motion to Amend By-Laws 


By motion unanimously carried, Section 1 of Article II of the By-laws was 
amended by changing the hour for the assembling of the annual meeting of the 
Company from 12 o’clock noon to 3 P.M. 


Upon motion duly seconded and unanimously carried, the Treasurer was in- 
structed to pay the account of the Meyer Contracting Company for One Hundred 
and Thirty-Five Dollars, due for repairs on roof of the Franklin Mill as per state- 
ment submitted. 


wa tenn en nc ere nnn er ene nee nee ee ewes ewer ewes rene c ese wee seer esenseree ence roses eter es aren ae ntn anne nnn naceecccencren ccc cesccceccceccecccesecccece 


Usually the secretary uses his discretion as to recording 
the names of the parties making and seconding motions. They 
are not essential in the case of routine motions, motions covering 
matters of minor importance, or motions unanimously carried. 
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Under other circumstances the name of the party making and 
also the party seconding a motion should be recorded. The 
vote on important motions when there is opposition, is sometimes 
recorded as well. 


Form 139. Motion to Employ General Manager 


Mr. Henry Sheldon moved that James J. McLain be employed as General 
Manager of the Company.for a term of two years from date, at the annual salary 
of Four Thousand, Five Hundred Dollars payable in monthly instalments. The 
motion was seconded by Mr. Charles H. Corbett and carried; Messrs. Sheldon, 
McLemore, Corbett, and Johnson voting in the affirmative, and Messrs. Franklin, 
Hereford, and Trask in the negative. 


A motion in writing should appear on the minutes in the 
exact form submitted, as in the following example, and should be 
introduced by an explanatory statement, as “The following 
motion offered by Mr. Wilson was duly seconded and carried 
by unanimous vote.” 


Form 140. Motion to Appoint an Investigating Committee 


Moved, that the President be authorized and directed to appoint a Committee 
consisting of three Directors of this Company, to investigate the books and accounts 
of the Treasurer for the past three years, such Committee to have full access to the 
Company’s financial records and to have authority to employ an Auditor to con- 
duct the technical work of their examination, the compensation of said Auditor 
not to exceed the sum of Three Hundred Dollars. 


Resolutions should be submitted in writing. They are 
entered in the minutes prefaced with such explanatory remarks 
as the conditions require or the secretary thinks desirable, as 
“Upon motion duly made and seconded the following resolution 
was unanimously adopted,” or “The following resolution was 
presented by Mr. Cassellton, seconded by Mr. Edwards and 
adopted, Messrs. Cassellton, Edwards, Brice, and McNeil 
voting in the affirmative, and Messrs. Mack and Adams voting 
in the negative.” A preamble to a resolution is always ad- 
missible but, if its subject matter is simple, is not necessary. 
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There is no difference in form between a resolution adopted 
by the stockholders and one adopted by the directors. 


Form 141. Stockholders’ Resolution for Sale of Entire Assets } 


Wuereas, William F. Gaynor and James G. Reilly, as Trustees before organi- 
zation for the New Hampshire Granite Company, have made a proposition to 
purchase the entire plant and business of this Company as a going concern, includ- 
ing all assets and liabilities, save cash in bank and on hand, for Ten Thousand Dol- 
lars ($10,000) in cash and Forty Thousand Dollars ($40,000) par value of the stock 
of said New Hampshire Granite Company: 

Now, THEREFORE, Br Ir REsotven, That the said proposition be hereby ap- 
proved, and that the Directors of this Company be and hereby are fully authorized, 
instructed, and empowered to accept the said proposition for the sale of its entire 
property and business, and to do all things necessary to carry such acceptance into 
effect according to the terms of said proposition. 


Form 142. Stockholders’ Resolution Authorizing Consolidation 
Wuereas, A consolidation of the Midvale Foundry Company and the 
Wanaaue Steel Company under the name of the New Jersey Steel Foundry Com- 


pany, has been proposed by the Wanaque Steel Company on terms and conditions 
approved by the Board of Directors of this Company; and 

WHEREAS, Said proposed consolidation on the terms set forth meets with the 
approval of the stockholders of the Company: 

Now, THEREFORE, BE It RESOLVED, That the Board of Directors of this Com- 
pany be and hereby is fully authorized, empowered, and instructed to take all 
such steps as may be necessary or desirable to carry said consolidation into effect 
in accordance with the terms submitted by the said Wanaque Steel Company. 


Form 143. Stockholders’ Resolution to Amend By-Laws 


WaeErEas, Section 2 of Article IV of the By-laws of this Company relating to 
the President reads and provides in part as follows: ; 


“He may also, in the absence or disability of the Treasurer, indorse 
checks, drafts, and other negotiable instruments for deposit or collection, and 
shall, with the Secretary, sign the minutes of all meetings over which he may 
have presided.” 

AnD WuHErEas, It seems to the stockholders of the Company that the interest 
of the Company will be better conserved if these duties are assigned to the Vice- 
President of the Company, save as to the signature to minutes: 


Now, THEREFORE, BE IT RESOLVED, That said Section 2 of Article IV of said 
By-laws be and hereby is amended as to the part above set forth to read and pro- 
vide as follows: 


1 For corresponding directors’ resolution, see Form 159. 
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“He shall, with the Secretary, sign the minutes of all meetings over which 
he may have presided.” 


and that Section 3 of Article IV of said By-laws relating to the Vice-President be 
amended by the addition of the following provision: 


“He may, in the absence or disability of the Treasurer, indorse checks, 
drafts, and other negotiable instruments for deposit or collection.” 


The following is a simple form of resolution authorizing 
the treasurer to open a bank account. It should be certified 
before submission to the bank. 


Form 144. Directors’ Resolution to Open Bank Account 


RESOLVED, That the Treasurer be and hereby is authorized and instructed to 
open an account for the Company with the Irving National Bank of New York 
City, and to deposit therein all funds of the Company coming into his possession, 
- such account to be in the name of the Company and funds deposited therein to be 

a Sle only by check signed by the Treasurer and countersigned by the 
President. 


In some cases the designated bank requires a certified 
transcript of any by-laws giving the duties and powers of the 
officers in relation to the funds. Such by-laws may be certified 
separately, or may be included in the resolution, as in the 
following example: 


Form 145. Directors’ Resolution Designating Depositary 2 


WHEREAS, Section 3, Article VII of the By-laws of the Standard Milling Com- 
pany is as follows: 


“The Moneys of the Company shall be deposited in the name of the Com- 
pany in such bank or banks as the Board of Directors shall designate, and shall 
be drawn out only by check signed by the Treasurer and countersigned by the 
President, unless otherwise provided by resolution of the Board.” 


Now, THEREFORE, In pursuance of said By-law, the Board of Directors of the 
Standard Milling Company hereby designates the Sherman Trust Company of 
New York City as a depositary of this Company, and authorizes and instructs the 
Treasurer to open an account with said Trust Company in the name of the Com- 
pany, and to deposit therein all funds of the Company coming into his custody, 
save as may be otherwise directed by the Board, said funds to be withdrawn only 
by check signed by the Treasurer and countersigned by the President 


2 For certification, see Form 225. 
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In many cases, as already stated,? the banks have their own 
forms of resolution for designation of the corporate depositary, 
which they supply on réquest and which they naturally prefer 
should be used. Asa rule these forms are good, though occasion- 
ally the latitude and power they confer upon the officers of the 
corporation are somewhat excessive. If this is the case, the 
resolution may be so modified as to eliminate these undesirable 
provisions while still preserving its generalform. ‘The resolution 
which follows is used by some of the large New York banks. 


Form 146. Directors’ Resolution Designating Bank 


RESOLVED, That the Sherman National Bank of the City of New York be and 
the same is hereby designated as the depositary of the funds of the American Tex- 
tile Company, and that an account be opened with such Bank in the name of said 
Company, and that George H. Wahrman, the Treasurer of said Company, so long 
as he shall be Treasurer thereof, is hereby authorized to sign or indorse any instru- 
ment for or on behalf of said Company and have the same placed to the credit of 
said account, and also from time to time withdraw or transfer by check or draft 
or other instrument signed by him and countersigned by Henry G. Maxim, Presi- 
dent of the said American Textile Company, or any successor President of said 
Company, any amount or parts thereof which may from time to time be to the 
credit of said account; and 

RESOLVED, FURTHER, That the respective powers and the authority conveyed 
by this present resolution shall pass to any duly elected and qualified successor 
Treasurer or President of the said American Textile Company without further 
action of this Board, and as fully and to the same extent as if said successor officer 
were named herein. 


Under this resolution, if a new treasurer or president is 
elected, nothing is necessary save for the election and acceptance 
of the new official to be certified to the bank by the secretary 
of the company. 


Form 147. Directors’ Resolution Authorizing Issue of Stock 


Reso.veD, That the President and Treasurer be and hereby are authorized and 
directed to issue certificates of the full-paid Capital Stock of this Company to the 
aggregate amount of Ten Thousand Dollars ($10,000), and to deliver the same to 
the written order of Robert H. Stuart, Fiscal Agent for the Company, against pay- 
ment into the treasury of the Company of the full par value thereof. 

® 


* 3Ch. IX, “Organization Meeting of Directors.” 
4See Forms 227, 228. 
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Form 148. Directors’ Resolution Authorizing Contract 


ResotveD, That the President and Secretary be and hereby are authorized 
and instructed to enter into a contract with the Wilbur Collins Construction Com- 
pany on behalf of this corporation, for the erection of a power house, the construc- 
tion of said power house to be in accordance with the plans and specifications on file 
in the office of this corporation, and the cost thereof not to exceed Twenty-Five 
Thousand Dollars ($25,000), payment thereof to be made as set forth in the written 
proposition heretofore submitted to this corporation by the said Wilbur Collins 
Construction Company. 


ResotvepD, That the sum of Ten Thousand Dollars ($10,000) be and hereby 
is appropriated and set aside from the surplus profits of this Company for the pay- 
ment of the regular Two Per Cent (2%) quarterly dividend upon its outstanding 
stock, said dividend to be due and payable on the zoth day of May, 1922, to stock- 
holders of record as shown by the books of the Company at the close of business on 
the 15th day of May, 1922. 

RESOLVED FuRTHER, That the Treasurer of this Company be hereby author- 
ized and instructed to give notice of such dividend and to pay the same when due. 


Form 150. Directors’ Resolution Declaring Dividend—Preferred 
Stock 


Reso_vep, That the semiannual dividend of Three Per cent (3%) upon the 
putstanding Preferred Stock of the Company be and hereby is declared from sur- 
plus profits, said dividend to be paid on the roth day of March, 1922, and to be 
payable to stockholders who appear of record on the rst day of March, 1922, at 
3 pM., and that the Treasurer of this Company be hereby instructed and fully 
authorized to give due notice of such dividend and to pay the same on the date set 
forth. i 


Form 151. Directors’ Resolution Declaring Dividend—Preferred 
and Common Stock 


Wuereas, The surplus profits of this Company now exceed the sum of Ten 
Thousand Dollars ($10,000) required by the By-laws of this Company to be in 
reserve before dividends may be paid upon either the preferred or common stock 
of this Company, and such excess is now available for payment of dividends: 


Now, THEREFORE, BE IT RESOLVED, That a dividend of Five Per Cent ( 5%) 
be and hereby is declared upon the outstanding Preferred Stock of this Company, 
and a dividend of Three Per Cent (3%) on the outstanding Common Stock of this 
Company, said dividends to be payable from said excess surplus profits of the 
Company on the sth day of March. 1922, to stockholders appearing of record at 
3 P.M., on this 15th day of February, 1922; and that the Treasurer of this company 
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be hereby fully authorized and instructed to give proper notice of said dividends, 
to pay the same when due, and to take all other necessary steps to carry out the 
intent of the present resolution. 


Form 152. Directors’ Resolution Appointing Managing Director 


RESOLVED, That Mr. William S. Weston be hereby appointed Managing Direc- 
tor of this Company and be given the general supervision and management of the 
Company’s affairs and business, with such other powers and duties as the Board of 
Directors may from time to time confer upon him; the annual salary of said Man- 
aging Director to be Forty-Eight Hundred Dollars ($4,800), payable in monthly 
instalments of Four Hundred Dollars ($400) each. 


Form 153. Directors’ Resolution Calling Special Meeting of 
Stockholders 


Wuereas, The authorized Capital Stock of this corporation is One Hundred 
Thousand Dollars ($100,000) divided into One Thousand (1,000) Shares of Com- 
mon Stock of the par value of One Hundred Dollars ($100) each, of which Five 
Hundred (500) Shares are issued and Five Hundred (500) Shares are unissued; and 

WHEREAS, It is deemed advisable by this Board that said Capital Stock shall 
be so classified and divided into Common and Preferred Stock that the said Five 
Hundred (500) Shares of outstanding stock shall be and remain Common Stock, 
but shall be of no par value; and that the said Five Hundred (500) Sharesof unissued 
stock shall become and be non-voting Preferred Stock of the par value of One 
Hundred Dollars ($100) each, entitled to receive a cumulative, preferred dividend 
of Seven Per Cent (7%) per annum and redeemable at its par value at the option 
of the Company at any time after ten years from the date of its issue, and upon 
the liquidation of the Company to be redeemed if outstanding, at its full face value 
from the assets before any payment is made upon the Common Stock, but not to 
participate further in said assets: 

Now, THEREFORE, BE It RESOLVED, That a special meeting of the stockhold- 
ers of this Company be and hereby is called to meet in the office of the Company 
on the roth day of May, 1922, at 10 o’clock in the forenoon, for the purpose of 
considering and acting upon the proposed classification of the stock of this Com- 
pany as afore set forth, and that the Secretary of the Company be hereby author- 
ized and instructed to send out notices of said meeting as required by law and by 
the By-laws of this Company. 


This resolution conforms to the requirements of the New 


York laws, classification of the company’s stock requiring 
authorization by the stockholders. 


Form 154. Directors’ Resolution to Sell Bonds 


ResotveD, That Howell & Wilkins of New York City be and hereby are 
authorized and empowered to sell bonds of this Company to the aggregate face 
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value of One Hundred Thousand Dollars ($xr00,000), and to deduct from the price 
received therefor a commission of Two Per Cent (2%), provided, however, that the 
net price received by this Company for each One Thousand Dollar ($1,000) Bond 
shall not be less than Nine Hundred and Eighty Dollars ($980); and 

-ResoLvep, Furtuer, That the Treasurer of this Company be and hereby is 
authorized and instructed to deliver said bonds in whole or in part on the written 
order of the said Howell & Wilkins, and to receive and receipt for all amounts paid 
by them into the treasury of the Company on account of sales of said bonds. 


Resotvep, That the President and Treasurer of the Company be and hereby 
are authorized and instructed to purchase the West Valley marl beds in accordance 
with the terms of the option under which said beds are now held, and that they 
be further authorized and empowered to do all such things for and on behalf of 
the Company and in its name as may be necessary to the consummation of said 
purchase. 


ReEsoLveD, That the President and Secretary of this Company, acting with its 
Counsel, be hereby instructed to use their best efforts to arrive-at some favorable 
settlement with the employees of this Company injured in the recent accident, and 
that said officers be hereby fully authorized and empowered to agree to any settle- 
ment deemed by them satisfactory and approved by the Counsel of the Company, 
provided that the total payments involved therein shall not exceed the sum of 
Twenty-five Hundred Dollars ($2,500). 


Form 157. Directors’ Resolution Ratifying Sale of Property 

Wuereas, The President and Treasurer of this Company have heretofore on 
the 21st day of January, 1922, sold and disposed of the machinery, tools, and other 
apparatus belonging to this Company and then in the premises at 235 Main St., 
Newark, New Jersey, the amount realized from such sale—Two Thousand, Seven 
Hundred and Fifty Dollars ($2,750)—having, been duly paid into the treasury of 
this Company; and 

Wuereas, Said sale was made without authorization from this Board owing 
to the absence from the city of so many of its members that a quorum could not 
be secured; and 

Wuereas, In the opinion of the Board such sale was for the best interests of 
the Company, and the action of said officers in consummating the same therefore 
meets with its approval: 

Now, THEREFORE, BE Ir RESOLVED, That the action of the said officers of 
this Company in selling and disposing of the aforementioned property as aforesaid, 
be and hereby is ratified, approved, and confirmed, and that said action be accepted 
as the action of the Company, and the bills of sale and assignments thereof be 
ratified, confirmed, and accepted as the duly executed assignments of this Com- 
pany, of the same force and effect as if entered into under direct authorization of 
this Board. 
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In some few states the statutes give the directors power to 
remove an objectionable official. The following resolution 
embodies such action taken in accordance with the statutes 


Form 158. Directors’ Resolution Removing Officer (New York) 


Wuereas, In the opinion of this Board the interests of the Company do not 
permit the continuance in his present official position of its President, John Farra- 
day; and 

Wuereas, The said John Farraday has refused to resign although requested 
thereto by members of this Board duly authorized thereunto: 

Now, THEREFORE, BE Ir REsotvenD, That exercising its statutory power the 
Board of Directors of the Manly Electric Corporation does hereby remove the 
said John Farraday from his official position as President of this Company, and 
declares said office vacant and said John Farraday no longer authorized to act on 
its behalf in any capacity; and 

RESOLVED FuRTHER, That the Secretary of the Company be and hereby is 
instructed to notify at once the said John Farraday of his removal from the presi- 
dency of this Company, and to give such other proper and public notice of said 
removal as may in his judgment be necessary to protect the interests of the Com- 
pany. 


Wuereas, A proposition has been made by the Trustees of the New Hamp- 


shire Granite Company to purchase the entire property and business of this Com- .- 


pany for Ten Thousand Dollars ($10,000) in cash and Forty Thousand Dollars 
($40,000) in stock of the said proposed corporation as set forth in their written 
proposition heretofore ordered to be spread upon the minutes of this meeting; and 


Wuereas, The stockholders of this Company in duly assembled meeting at 
which all the voting stock of the Company was represented in person or by proxy, 
did by resolution unanimously carried, approve said sale and authorize and in- 
struct this Board to accept said proposition: 


Now, THEREFORE, Br Ir Rrsotvep, That the said proposition be and the 
same is hereby accepted by this Company on the terms set forth in said written 
proposition as entered upon the minutes of this meeting, and the President and 
Secretary of the Company are hereby empowered and instructed to execute all 
proper instruments to carry such acceptance into effect, and on behalf of this 
Company to receive the said Ten Thousand Dollars ($10,000) in cash and Forty 
Thousand Dollars ($40,00c) in stock of the said New Hampshire Granite Company, 
and to do all such other things in connection with such sale and the said transfer 


a eS eg ee ie Se le Se Oe Lge mcs we See eS Sen ae me el wc a nein went oe cu cebeuuresecenb aps cueene 


5 For corresponding stockhoiders’ resolution, see Form 141, 


CHAPTER XV 
FORMS USED IN CONNECTION WITH MEETINGS 


The secretary will find a list of stockholders, giving the 
stock held by each and arranged as in the following form, of 
much convenience for use at stockholders’ meetings. This 
does not take the place of the statutory list required in some 
states, but is merely for use in calling the roll or noting those | 
present and absent, and the proxies for those absent. 


Form 160. Secretary’s List of Stockholders 


INDUSTRIAL SUPPLY COMPANY 


List OF STOCKHOLDERS 
January 3, 1922 


i) 
PRESENT] PRESENT 


NAME ieee: sie IN BY NAME OF PROXY 
PERSON | PROXY 


Adrian, Henry F. 100 be: 100 
Ahrens, Sam’! T. 50 50 ¥2 a 
Allison, Daniel H. fist - a 75 George T. Foster 
Barry, John J. 85 7 85 a 
Belmont, Maurice 25 a 25 
Colville, Frederick 100 MM 100 ae 
Daniels, E. F. 100 50 4 50 Harry H. Winters 
Greenwald, Martin 80 i. oH 80 William Greenwald 
Hughes, Cora H. 150 3% 150 
Lawrence, Edw. 25 25 - 
McCabe, Albert 50 = ad 50 W. B. Wells 
Mullins, Chas. D. 35 it 35 a3 
Price, Harvey 200 u 200 af . 
Rollins, James H. 50 Ss 34 50 Henry Siebert 
Shanley, J. J. 25 25 on me 
Sherman, B. L. 150 Be 150 a 
Wiley, Edwin H. 100 43 ye 100 Harry T. French 
Zimmer, Henry T. 100 sik 100 = 

1,500 150 945 405 
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The list as shown is after the secretary’s notations have been 
made. The data of the first two columns are taken from the 
stock books of the company before the time of the meeting. 
If a stockholder is not represented at the meeting, a check mark, 
or, better, the number of his shares, is entered in the third column. 
If present in person, the number of shares owned is entered in 
the fourth column. If represented by proxy, the number of his 
shares is entered in the fifth column, and the name of the person 
holding the proxy in the last column. 

It will be noted that in the foregoing list, a portion of the 
holding of one stockholder is entered in the column ‘Not Pres- 
ent” and a portion is entered in the column “Present by Proxy.” 
This shows that the party gave a proxy for a portion of his 
stock and that the person to whom this was given was present, 
while the remaining stock was not represented, this latter stock 
losing its vote. 

The list, when the secretary’s notations are finished, gives a 
complete record of the attendance at the meeting. The com- 
bined footing of columns four and five give the number of shares 
represented, which added to the footing of column three should 
give the total stock outstanding. 

At the annual meeting routine work is apt to be gone through 
with some rapidity and the secretary does not always have 
time for its proper record unless provision is made therefor prior 
to the meeting. For this purpose, in addition to the list of 
stockholders, outline minutes as shown below are frequently 
prepared. 

These outline minutes are best arranged on sheets of loose 
paper with ample room between the items for the interpolation 
of any comments or additional matter. They are merely 
intended to afford memoranda from which the secretary may 
later write out the complete minutes. If, through unexpected 
changes or omissions, any portion of the outline minutes cannot 
be used, the secretary has merely to draw his pencil through 
the part to be eliminated. 
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Form 161. Outline Minutes for Annual Meeting 


INDUSTRIAL SUPPLY COMPANY 
oF NEw YorkK 


Minutes oF ANNUAL MEETING 
Held January 16, 1922 


Meeting called to order at.......... MEG DYE Reaais Sataais os oe Sel etsy a ee 
who presided over meeting. Officiating Secretary............--2.+-+0----005- 
Present at meeting in person............--... ME SAE SNR Shares. By 
2 gopayaalee Aes oer Shares: Total), 23.0.0 ase ees Shares. Necessary 


for quorum, 751 Shares. . 


Copy of notice of meeting submitted with secretary’s certificate of due service 
attached. Ordered spread upon minutes. 


Minutes of previous meeting read and.........-...-ss 0 seers eee eeees ee 


Annual Reports: 
President’s 
Treasurer’s 
Special 


Election of Directors. Nominated: 


PiRe caine bee wicls sete e chelaeiefokess ge@ kl f 918. :6.\shekele 6 oleye sle.ishe/tere ese), > 0 afe.8he) Se 


Seeds le tapedanetolsraieleieis ¢rnrate te. 0) le) 8 shes, 


Results: 
New business: 


In some states the statutes require that the election of 
directors must be conducted by inspectors. Elsewhere they or 
similar officers designated as tellers, are employed as a matter 
of convenience. 

. Usually inspectors are not sworn, but in some states this 
is required by the statutes or is a matter of custom. The oaths 
and certificates of inspectors of election in the general form 
employed in New York follow. They may be easily modified 
to meet the statutory requirements of other states where oaths 
and certificates are required. 
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Form 162. Oath of Inspectors of Election—New York 


OatH oF INSPECTORS OF ELECTION 


STaTE OF NEW YoRK \ eis 
County or New York . 

We, the undersigned, duly appointed to act as Inspectors of Election at the 
annual meeting of the stockholders of the Alvin Auto Car Company, held in the 
office of the Company, No. 72 Broadway, New York, on the 2nd day of February, 
1922, being severally duly sworn, depose and say and each for himself deposes and 
says that he will faithfully execute the duties of Inspector of Election at such 
meeting with strict impartiality and according to the best of his ability. 


Frank H. Astor 

Davip J. McKAneE 
Severally sworn to before me this 

2nd day of February, 1922 
ALLEN T. BAUVELT, 
Notary Public in and for 

J NOTARIAL\ New York County 
\ SEAL 


The oath of the inspectors of election and their certificate 
as to the election results—as given in the form which follows 
—are usually written, as a matter of convenience, on one sheet 
of paper, the oath preceding the certificate. 


Form 163. Certificate of Inspectors of Election—New York 


CERTIFICATE OF INSPECTORS OF ELECTION 


We, the undersigned, duly appointed Inspectors of Election of the Alvin Auto- / 


Car Company of New York City, New York, do hereby certify that at the regular 
annual meeting of said corporation, held in the office of the Company, No. 72 Broad- 
way, New York City, on the znd day of February, 1922, a quorum being present, 
we being first duly sworn by oath hereunto annexed, did conduct the election for 
Directors of said corporation and that the result of the vote taken thereat was the 
election by the plurality vote set opposite their respective names, of the following 
Directors: 


NAMES j VOTES RECEIVED 
Charles onepherd = 2..,chen tens eee ine 2,135 
Branku|eMPlathssscash: Mae eee eee me neete 2,000 
Harrys Poy Duckers section: See ae 1,970 
Hdward! DBowles Mtl. .c Oe . SORE PE eee 1,875 
FISHY TAB NLOOGV PN. «ule euatae) Stee eee MENA SOO hers 1,825 
George Miconald™ c.f Mone eee ee 1,825 
Albertad’ 3 @alkins rt 3918. 1a. gro eee. 1,800 


In Testimony WHEREOF, we have executed this certificate this 2nd 
day of February, 1922. 
FRANK H. Astor 
Davip J. McKanrE 


——————— 


_——— See 
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In New York the inspectors’ oath and certificate must 
be filed in the county clerk’s office. 


Form 164. Acknowledgment of Inspectors’ Certificate 


STATE oF NEW YorK | 
County oF New Yorks 


On this 2nd day of February, 1922, before me personally came Frank H. Astor 
and David J. McKane, to me known to be the persons described in and who 
executed the foregoing certificate and severally acknowledged that they executed 
the samie for the use and purposes therein set forth. 

ALLEN T. BAUVELT, 
vee Notary Public in and for 
\ SEAL New York County 


SS. 


When not required by statute, the formality of swearing 
inspectors is usually dispensed with. An inspectors’ report is, 
however, a convenient method of preserving the results of 
an election, and the written report is therefore desirable. Its 
form under such circumstances might be as follows: 

Form 165. Certificate of Inspectors of Election—General 


CERTIFICATE OF INSPECTORS OF ELECTION 


We, the undersigned, duly appointed Inspectors of Election of the Hamilton 
Machine Company of Philadelphia, Pennsylvania, to conduct the election of 
Directors of said Company held this 14th day of March, 1922, at 3 P.M., in the 
office of the Company, No. 15 Chestnut St., Philadelphia, Pa., do hereby certify 
and report that said election was conducted by us in due and proper form, and 
that the result of the vote taken thereat by ballot was the election by the plurality 
vote set opposite their respective names of the following directors: 


NAMES VOTES RECEIVED 
1 iT Cael Drea Dae ee a | eines CE net ea oie 200 
John C. Robinson........2-.20.28e terete ne: 200 
RELIES aed a llepeetie te cans) oh est cen a, cee ea as 200 
Walliamvble Slodne.ay ¢5 6.0018 wtessitis Gide a nat-itae 200 
INR AIN 12b IMR lies Bey eg abeeamnrinnedines Heenaiolc 200 


In Witness WueEreor, we hereunto affix our respective signatures this 


14th day of March, 1922. 
ARTHUR T. NEWMAN 
GEORGE HAywooD 


A simple form of ballot for the annual meeting is shown 
below. This is prepared before the time of the meeting, com- 
plete—when the candidates’ names are known in advance— 
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save as to signature and the number of shares voted. If there 
are more candidates than the number of directors to be elected, 
the space where the names are to appear would, of course, be 
left blank. 


Form 166. Ballot at Annual Meeting 


MAXIM WATCH COMPANY 


BALLOT 
ANNUAL MEETING, JANUARY I0, 1922 


I, the undersigned, hereby vote 125 shares of stock for the following named 
persons to serve as Directors for the ensuing year: 

John H. Brown Frank T. Jones 

Howard McCall Fowler McVeigh 

Marvin H. Smith 

Signature, 
Harotp McKarn, 
Proxy for Samuel H. Hilton 


Where a more formal ballot is desired the following will 
serve: 


Form 167. Ballot at Annual Meeting —Formal 


UNITED STATES POTTERIES 


BALLOT 
SIXTEENTH ANNUAL MEETING, APRIL 20, 1922 


The undersigned votes the number of shares noted in the subscription hereto 
as follows: 

1. In favor of approving and ratifying all purchases, contracts, acts, pro- 
ceedings, elections, and appointments by the Board of Directors or the Finance 
Committee, since the fifteenth annual meeting of the stockholders of the Corpora- 
tion on April 15, 1921, as set forth in the minutes of the Board of Directors, or of 
the Finance Committee, or in the Fifteenth Annual Report. 

: 2. For the following named persons, as Directors for the three years ending 
in 1925: 
> NAME NUMBER OF SHARES 
PREFERRED COMMON 
in person 


proxy for 


_3-eFor the firm of Jones, Williams & Company, as independent auditors, to 
audit the books and accounts of the Corporation at the close of the fiscal year 
ending December 31, 1922 


a? oe 


CHAPTER XVI 
MINUTES OF CORPORATE MEETINGS 


The general form in which minutes are kept is a matter | 
of custom. The details are determined by the secretary of 
the particular company. The headings should, however, 
always be sufficiently full and explicit to show at a glance 
whether the meeting is of stockholders or directors and whether 
it is a regular, special, or adjourned meeting. The date of the 
particular meeting, though always stated in the body of the 
minutes, should also appear in the heading as a matter of con- 
venience. 

The name of the corporation is frequently brought in at the 
head of every set of minutes. When this is not done the minute 
book itself should be very plainly stamped or marked with 
the name of the company, which should also appear on the 
title page of the book and again at the top of the first written 
page of minutes. 


Form 168. Minutes of Annual Meeting of Stockholders ? 


MIDVALE FOUNDRY COMPANY 
of New Jersey 
MINUTES OF REGULAR MEETING OF STOCKHOLDERS 
Held March 2, 1922 


The stockholders of the Midvale Foundry Company met in annual meeting 
in the office of the Company at Midvale, New Jersey, at 10 o’clock in the forenoon, 


March 2, 1922. ‘ ; 
The meeting was called to order and presided over by Frederick H. Colgate, 


President of the Company. The Secretary of the Company, W. A. Thompson, 
acted as Secretary of the meeting. 


1See Ch. XLII, ‘Annual Meeting of Stockholders. "’ 
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The Secretary after noting the stockholders present, reported that out of a 
total of s,o0o shares of stock outstanding and entitled to vote at the meeting, 
4,900 shares were represented at the meeting; 3,500 shares in person, and 1,400 
shares by proxies filed with the Secretary. sh me ‘ 

The Secretary then read a copy of the notice of the meeting, with his certificate 
attached showing that a copy thereof had been mailed to each stockholder of record 
on or before the 17th day of February, 1922. He also presented copies of the 
Newark Advertiser and the Jersey City Journal under date of February 18 and 25, 
1922, containing due advertisement of the meeting. The proof of notice as pre- 
sented was ordered received and filed. 


The Secretary produced the stock and transfer books of the Company, together 


with an alphabetical list giving the name, residence, and number of shares of stock 
_ held by every stockholder entitled to vote in the election of directors. This list 
remained open to inspection during the election of directors and for the entire time 
of the meeting. 

The minutes of the preceding annual meeting were then read and approved. 
The minutes of the special meeting of stockholders held December 10, 1921, were 
also read and approved. 

Upon motion duly seconded and carried, Messrs. W. B. Johnson and D. L. 
Boyd were appointed Inspectors of Election, were duly sworn, and the meeting 
then proceeded to the election of Directors. The election was held by ballot and 
the polls were opened at 10:15 o’clock a.m. and closed at 11:15 o’clock A.m. 

The Inspectors thereupon presented their report in writing showing that 
Frederick H.' Colgate, Benson R. Vale, William R. Buchanan, Malcolm R. Rigby, 
and Robert H. McCarter had received a plurality of all the votes cast, and the said 
parties were thereupon declared to be the duly elected Directors of the Company 
for the ensuing year and until the election of their successors. 

The annual report of the President was then presented and upon request was 
read by him. The report was by unanimous motion ordered received, and filed. 

The Treasurer’s annual report was submitted, and, no objection being offered, 
was ordered received and filed. 

The report of the committee appointed at the special meeting of stockholders 
held December 10, 1921, to examine the accounts of the Company, was received, 
and by motion its findings were approved and the report ordered received and filed. 

Upon motion duly made and unanimously adopted, the Board of Directors 
were authorized to secure plans and estimates for enlarging the plant of the company. 

There being no further business before the meeting, a motion to adjourn was 
unanimously adopted. 

FREDERICK H. CoLcate, W. A. THompson, 

President Secretary 


MIDVALE FOUNDRY COMPANY 
of New Jersey 


Minutes oF SPECIAL MEETING OF STOCKHOLDERS 
Held March 20, 1922 


The stockholders of the Midvale Foundry Company assembled in special 
meeting in the office of the Company at Midvale, New Jersey, at 10 o’clock in the 


2See Ch. XLIII, ‘‘Speciai Meetings of Stockholders. ’’ 


ee 
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forenoon on the 20th day of March, 1922, pursuant to call of the President followed 
by due notice thereof to the stockholders. 

The Meeting was called to order by Frederick H. Colgate, President of the 
pee the Secretary of the Company, W. A. Thompson, officiating as recording 
officer. 

The entire capital stock of the Company was represented at the meeting, either 
in person or by proxy filed with the Secretary. 

The Secretary presented the Call and Notice pursuant to which the meeting 
was held, with his certificate that said notice had been sent out not less than twenty 
days before the date of meeting. The Call and Notice were ordered spread upon 
the Minute Book immediately following the minutes of the meeting. 

The President then stated briefly that the meeting was assembled to consider 
a proposition from the Wanaque Steel Company for the consolidation of the two 
companies under the general name of the New Jersey Steel Foundry Company, the 
new company to have a capitalization of One Million, Five Hundred Thousand 
Dollars ($1,500,000) and stock in both companies to be exchanged for stock of the 
new company, share for share. 

A discussion of the proposition disclosed considerable opposition mainly on the 
ground that the financial conditions of the Wanaque Steel Company were not such 
as to make the desired consolidation advantageous. 

Replying to this objection, the President stated that the financial statement 
of the Wanaque Steel Company as presented in the proposition from that Company, 
apparently misrepresented its real condition, and suggested that an adjournment 
of the meeting be taken until 10 A.M. on the following day, in order to permit the 
officers of the Wanaque Steel Company to furnish authoritative information on this 

oint. 
i No objection being offered to this suggestion, the President declared the 
meeting adjourned to assemble again in the office of the Company at Io AM., 
March 21, 1922. ; 

FREDERICK H. COLGATE, W. A. THOMPSON, 

President Secretary 


Form 170. Minutes of Adjourned Meeting of Stockholders 


MIDVALE FOUNDRY COMPANY 
of New Jersey 


MInuTES OF ADJOURNED SPECIAL MEETING OF STOCKHOLDERS 
Held March 21, 1922 


(Adjourned from meeting of March 20, 1922) 


The stockholders of the Midvale Foundry Company met in adjourned meeting 
in the office of the Company at Midvale, New Jersey, at 10 o’clock in the forenoon 
on the 21st day of March, 1922. : 

Frederick H. Colgate called the meeting to order and presided. W. A. 
Thompson acted as Secretary of the meeting. : 

The stockholders of the Company were all present in person or by proxy. 

The minutes of the special meeting of stockholders held on the preceding day 
and from which the present meeting was adjourned, were read for the information 


of those present. 
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The President then presented and read to the meeting a letter from the 
Treasurer of the Wanaque Steel Company, explaining satisfactorily the financial 
condition of that Company. 

The President further stated that the proposed consolidation had already been 
authorized, on the terms set forth, by the stockholders of the Wanaque Steel 
Company, and that if it were also authorized by the Midvale Foundry Company, 
the proper action would be taken by the Boards of Directors and officials of the 
respective companies to consummate the consolidation at the earliest possible 
moment. 

The following resolution was then offered by Charles H. Curtis: 


Wuereas, A consolidation of the Midvale Foundry Company and the 
Wanaque Steel Company under the name of the New Jersey Steel Foundry 
Company, has been proposed by the Wanaque Steel Company on terms and 
conditions approved by the Board of Directors of this Company; and 

WHEREAS, Said proposed consolidation on the terms set forth meets with 
the approval of the stockholders of the Company: 

Now, THEREFORE, Br It RESOLVED, that the Board of Directors of this 
Company be and hereby is fully authorized, empowered, and instructed to take 
all such steps as may be necessary or desirable to carry said consolidation into 
effect in accordance with the terms submitted by the said Wanaque Steel 
Company. 


After a short discussion, D. W. Jackson moved that the resolution be adopted. 
The motion was thereupon seconded by Henry B. Vale, and was carried by 
unanimous vote. 

Frederick W. Howard stated that the conditions made prompt action im- 
portant and asked that the Board be instructed to complete the pending con- 
solidation at the earliest possible moment. A motion to this effect was there- 
upon made and unanimously carried. 

here being no further business before the meeting, the President declared it 
adjourned. 


FREDERICK H. COLGATE, W. A. THompson, 
President Secretary 


The proposition for consolidation presented at the special 
meeting of the stockholders of the Midvale Foundry Company, 
does not appear in connection with the foregoing minutes of that 
meeting, as it would properly appear in the minutes of the 
directors’ meeting at which final action upon it is taken. The 
proposal does not have to be brought into the minutes of both 
meetings. 

The general form of directors’ minutes is the same as for 
minutes of stockholders’ meetings. It is, however, customary 
to enter the names of those present at the directors’ meeting, 


Such an entry is not usually made in the case of stockholders’ 
meetings. 
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Form 171. Minutes of Regular Meeting of Directors * 


FAIRFIELD CEMENT COMPANY 
of New York 


Minutes oF REGULAR MEETING OF DIRECTORS 
Held December 15, 1921 


The Board of Directors of the Fairfield Cement Company of New York 
assembled in regular meeting in the office of the Company, Fairfield, New York, at 
3 p.m. on Wednesday, December 14, 1921. 

The meeting was called to order and presided over by William A. Pierce, 
President of the Company. Morris H. Goodrich, Secretary of the Company, 
acted as Secretary of the meeting. 

Present: Messrs. William A. Pierce, John H. Pickering, Walter S. Laighton 
John K. Bates, Fred N. Barney, and Morris H. Goodrich, constituting a quorum 
of the Board. 

The minutes of the preceding meeting of September 9, 1921, and of the meet- 
ings of September 15 and of September 18 and September 25 adjourned therefrom, 
were read and approved. 

The President reported that the new plant of the Company at the West Valley 
marl beds was progressing rapidly and should be completed on or before March 1, 
1922. Healso stated that arrangements had been made for the installation of the 
necessary machinery and for the general equipment of the plant, and that it was 
hoped it would be in full operation before the first of June, 1922. 

The President also reported that the Deering Construction Company was 
about to contract for a large amount of cement, aggregating nearly One Hundred 
Thousand (100,000) barrels, with deliveries extending over a year, and that he felt 
confident that if the Company would make the proper concessions as to price that 
the contract could be secured, and asked that the Board authorize him to make such 
concessions—not exceeding fifteen cents per barrel—as might be necessary to secure 
said contract. 

The President further reported that additional funds amounting to about 
Forty Thousand Dollars ($40,000) would be required for the completion of the 
West Valley plant not later than February 15, 1922, and asked the Board to take 
such action as might be necessary to secure these needed funds. 2 

The Treasurer then submitted a report giving the receipts and expenditures 
for the past month and showing a present cash balance on hand of $15,525.25. 
The report was ordered received and filed. 

Arthur Hurd, Counsel for the Company, who was present by request, reported 
verbally that his investigations of the titles of the marl beds lying to the north of 
the Company’s West Valley beds had disclosed some apparent imperfections, and 
he therefore advised the Board to postpone the consummation of the purchase of 
these beds until further investigation should show definitely that either the titles 
were or were not in satisfactory shape. 

The President’s recommendations were then taken up, and after some discus- 
sion the President was authorized by motion unanimously carried to make such 
discounts to the Deering Construction Company—not exceeding fifteen cents per 
barrel—as might be necessary to secure the contract mentioned. 

The matter of finance for the West Valley plant was by unanimous consent 
deferred until the next meeting of the Board. 


3 See Ch. XLIV, “Meetings of Directors.””. 
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The report of the Company’s Counsel in regard to the marl beds north of the 
West Valley beds was then taken up for discussion. Walter S. Laighton urged that 
no lengthy delay should be permitted, stating that he was personally cognizant of 
the fact that other parties were desirous of securing these same marl beds, and that 
the present option under which the beds were held would expire in three weeks 
from date and he was positive could not be renewed at anything like the present 
option price. Arthur Hurd, Counsel for the Company, in answer to an enquiry 
from the presiding officer, stated that his investigations could be completed inside 
a week, and thereupon on motion duly carried, the meeting was adjourned to assem- 
ble again in the office of the Company, December 22, at 3 P.M. 

WitiraM A. PIERCE, Morris H. Goopricu, 

President Secretary 


FAIRFIELD CEMENT COMPANY 
of New York 
Minutes oF ADJOURNED MEETING OF DIRECTORS 
Held December 22, 1921 
(Adjourned from regular meeting of December 15, 1922) 


The Board of Directors of the Fairfield Cement Company met in adjourned 
meeting in the office of the Company at Fairfield, New York, at 3 o’clock in the 
afternoon on Thursday, December 22, 1921. 

The meeting was called to order and presided over by the President, William 
A. Pierce. The Secretary of the Company, Morris H. Goodrich, acted as Secretary 
of the meeting. 

There were present: Messrs. William A. Pierce, John H. Pickering, Walter S. 
Laighton, John K. Bates, Fred N. Barney, Silas H. Harvey, and Morris H. Good- 
rich, constituting a quorum of the Board. 

The minutes of the board meeting of December 15, 1921, were read for the 
information of those present. 

After the reading of the minutes, Arthur Hurd, Counsel for the Company, re- 
ported that his investigation of the titles of the marl beds lying north of the West 
Valley beds had been completed, that the apparent defects to which he had referred 
in his previous report had been explained satisfactorily, that he believed the titles 
to be in good shape, and that in his opinion the purchase of the beds could be safely 
consummated. 

Thereupon on motion of John H. Pickering, seconded by Walter S. Laighton 
and carried by unanimous vote, the following resolution was adopted: 


REsoLvED, That the President and Treasurer of the Company be and 
hereby are authorized and instructed to purchase the West Valley marl beds 
in accordance with the terms of the option under which said beds are now 
held, and that they be further authorized and empowered to do all such things 
for and on behalf of the Company and in its name as may be necessary to the 
consummation of said purchase. 


There being no further business before the meeting, it was adjourned. 


Wittram A PIERCE, Morris H. Goopricu, 
President Secretary 
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Form 173. Minutes of Special Meeting of Directors 


NORWICH METAL SPINNING COMPANY 


Minutes oF SPECIAL MEETING OF DIRECTORS 
Wednesday, February 16, 1922 


The Directors of the Norwich Metal Spinning Company met, pursuant to Call 
and Waiver of Notice signed by all the Directors of the Company, in the offices of 
the Company at 2 p.m., February 16, 1922. 

William S. Dickenson, Chairman of the Board, presided, and Henry B. Horton 
acted as Secretary of the meeting. 

There were present: Henry B. Horton, John Harrison, Philip G. Sanderson, 
William S. Dickenson, and Howard Dickenson, constituting the entire membership 
of the Board. 

The Chairman stated that the special business before the meeting was a propo- 
sition to increase the capitalization of the Company from Four Thousand Shares 
of no par value, to Ten Thousand Shares of no par value, this in order to give a 
margin of common stock that could be sold to provide the capital needed for the 
Company’s rapidly expanding business. He also stated that if the suggested in- 
crease of capitalization were carried out, it was proposed to issue Five Thousand 
Shares of the new no-par-value stock to the present holders of common stock, these 
stockholders receiving for each share of common stock now held by them one and 
one-quarter shares of the new stock. This would leave Five Thousand Shares of 
the new stock unissued to meet the future requirements of the Company. He also 
stated that the plan contemplated a sale of so much of the unissued stock as might 
be authorized by the Board at Fifty Dollars a share, and the exchange of the new 
common stock for the outstanding preferred stock of the Company of the par value 
of One Hundred Dollars at the option of the preferred holder on the basis of two 
shares of no-par-value common stock for each share of preferred. 

‘After a full discussion of the suggested plan, the following resolution was 
moved and adopted by the unanimous vote of all present. 


ReEsoLvep, That the Board of Directors does hereby approve the increase 
of the common capital stock of the Company from Four Thousand Shares of 
no par value, to Ten Thousand Shares of no par value, and does hereby 
authorize the proper officers of the Company to take all such steps as may be 
necessary to secure the consent of the stockholders of the Company to such 
increase, and, this consent being secured, to take stich further steps as may be 
necessary to make the proposed increase effective. 


The Board also passed the following resolution as a statement of the plan to 
be carried out when and if the common stock of the company is increased as con- 
templated. 


RESOLVED, That in event of the proposed increase of common stock being 
effected, the Board approves the retirement of the present outstanding cer- 
tificates of common stock, and the issue to the holders thereof, in exchange 
therefor, of new certificates on the basis of one and one-quarter shares of the 
new common stock for each one share of the old common stock; 

And in event of said increase being effected, the Board also approves the 
sale of Two Thousand Shares of said new common stock at the rate of Fifty 
Dollars a share, preference in said sale of common stock to be given first to 
officers and to the employees of the Company, and then to outsiders friendly 
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to the Company, no more, however, than Five Hundred Shares of stock to be 
sold to any one individual. 

And in event of said increase of common stock being effected, the Board 
further approves the exchange of two shares of said common stock for each one 
share of the preferred stock of the Company now outstanding, said exchange 
to be made at the option of the holder of such preferred stock and upon his 
written request; said preferred stockholders to be notified of such proposed 
exchange as soon as the increase of the common stock shall have been effected, 
and their written request to be made and their option exercised within sixty 
days after such notice has been mailed, 


The Chairman of the Board then presented the following communication: 


To the Boarp oF Directors of 
NorwicH METAL SPINNING COMPANY 


GENTLEMEN: 


Recognizing the disturbed industrial conditions now existing and the depress- 
ing effect this has had and is likely to have for some months to come on the business 
of the Norwich Metal Spinning Company, we, the undersigned executive officers of 
the Company, do hereby suggest and recommend that all salaries paid by the Com- 
pany be reduced as far as practicable, and that the operating expenses of the Com- 
pany be cut in every way consistent with real economy and the preservation of the 
organization, and, looking to this end, we hereby recommend that said reduction 
begin with the salaries of the executive officers of the Company, said salaries being 
reduced net less than 33! per cent, and such reduction of salaries to continue in 
effect until the status of the Company justifies their reinstatement. 


Respectfully submitted, 


JoHN HARRISON 

Purr G. SANDERSON 
Henry B. Horton 
Wiiiiam S. DicKENSON 
Howarp DIcKENSON 


After the reading of this communication, the following resolution was passed 
by the unanimous vote of all present: 


REsoLveED, That the salaries of the five executive officers of the Company 
—John Harrison, Philip G. Sanderson, Henry B. Horton, William S. Dicken- 
son, and Howard Dickenson—be reduced from Nine Thousand Dollars per 
annum to Six Thousand Dollars per annum, payable in monthly instalments 
of Five Hundred Dollars each, said reduction being effective from March 1, 
1922, and continuing until in the opinion of the Board the finances of the Com- 
pany justify the reinstatement of the executive salaries to their former figure. 


The Chairman of the Board reported that in accordance with the authoriza- 
tion already given, the Metal Polish Corporation had been formed under the laws 
of the State of New York with a capital stock of Five Hundred Shares of no par 
value; that all this stock had been issued to the Norwich Metal Spinning Company 
in payment for the patents, machinery, and equipment belonging to the Norwich 
Company and used in connection with the manufacture and sale of metal polish 
and that in accordance with authority given them at the meeting of the Board of 
Directors of November 25, 1921, the officers of the Company had transferred the 


a of said patents, machinery, and equipment to the Metal Polish Cor- 
poration. 
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Philip G. Sanderson, Treasurer of the Company, then called attention to the 
fact that the existing method of writing off depreciation on the machinery belong- 
ing to the Company was unsatisfactory in its operation, and asked authority to 
modify the present plan so that an arbitrary write-off of Fifteen Per Cent would 
be made annually, any corrections necessary to be made as to any particular 
mechanism at the time it was replaced or otherwise disposed of. 

Upon motion carried by unanimous vote of all present, the Treasurer was 
authorized to adopt this method of writing off depreciation. 

There being no further business before the meeting, it was adjourned. 


Henry B. Horton, 
WittiAm S. DIcKENSON, Secretary 
Chairman of the Board 
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Part IJ1]—Forms Relating to General Procedure 


CHAPTER XVI 
MISCELLANEOUS NOTICES * 


SUBSCRIPTION AND ASSESSMENT NOTICES 


The following form of mailing notice is suitable when sub- 
scriptions to stock are payable in instalments as called for by 
the board. 


Form 174. Instalment Notice 


HILBERT DESK COMPANY 
225 Main St., Grand Rapids, Mich. 


INSTALMENT NOTICE 


Mr. Howarp Burns, 
Sparta, Mich. 


DEaR SIR: 
You are hereby notified that by due resolution of the Board of Directors, an 
instalment of Ten Per Cent on subscriptions to the stock of this Company has been 
called for, the amount thereof to be paid to the Treasurer of the Company on or 


before the 15th day of January, 1922. 
Henry H. HILsBeERt, 


Treasurer 
Grand Rapids, Mich., 
January 3, 1922 
Shares subscribed, 25. 
Amount of Assessment, $250. 


Draw checks payable to Treasurer. 


1 See also Ch. XII, ‘‘Notices of Meetings.” 


1569 


1570 CORPORATE FORMS [Bk. IV- 


The following form of assessment notice may be used as 
either a mailing or publication notice. 


Form 175. Notice of Stock Assessment 


BURNS REFRIGERATING COMPANY 
ASSESSMENT NOTICE 


Notice is hereby given that assessment No. 2 of Fifteen Per Cent on the 
subscribed Capital Stock of this Company has been called for by due resolution 
of the Board of Directors, and is payable to the Treasurer of the Company on or 
before the 18th day of January, 1922. : 

Newark, New Jersey, Francis H. WILson, 

December 15, 1921 : Secretary 


Make checks payable to Treasurer. 


In some states the directors have statutory power to levy 
assessments under certain conditions. In several of the western 
states the statutes prescribe the form of notice for such assess- 
ments. This is substantially as follows: 


Form 176. Notice of Stock Assessment—Statutory 


RED GULCH MINING COMPANY 
Sacramento, California 


Notice is hereby given that at a meeting of the Directors held on the roth day 
of December, 1921, an assessment of Ten Dollars per share was levied upon the 
Capital Stock of the corporation, payable on the rath day of January, 10922, to 
the Treasurer of said Red Gulch Mining Company at its principal office, No. 584 
J. Street, Sacramento, California. Any stock upon which this assessment shall 
remain unpaid on the 27th day of January, 1922, will be delinquent and adver- 
tised for sale at public auction, and unless payment is made before, will be sold on 
the 11th day of February, 1922, to pay said delinquent assessment together with 
costs of advertising and expenses of sale. 

Joun H. McCiLe.ranp, 
Secretary 
December 10, 1921 


This notice must be served upon each stockholder either 
personally or by mail, and must also be published. 
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In case assessments are not paid when due, public notice 
must be given before the delinquent stock can be sold. A gen- 
eral form of assessment notice that may be used where the 
specific form is not prescribed by statute, is as follows: 


Form 177. Notice of Sale of Delinquent Stock 


BURNS REFRIGERATING COMPANY 
Notice oF SALE OF DELINQUENT STOCK 


Notice is hereby given that the undersigned, Treasurer of the Burns Re- 
frigerating Company, will on order of the Board of Directors and pursuant to the 
statutes in such case made and provided, sell at public auction on the 2nd day of 
June, 1922, at 2 o’clock in the afternoon at the office of the Company, 345 Broad 
St., Newark, New Jersey, Twenty (20) Shares of the stock of said Company now 
standing in the name of Howard T. Carleton, or so many of said shares as may be 
sufficient to satisfy the unpaid assessment on said shares amounting to Three 
Hundred Dollars ($300), and also the interest thereon from the 19th day of Septem- 
ber, 1921, to the date of sale, and all necessary incidental charges. 

Fifty Dollars ($50) per share has already been paid the Company on said 
stock. 

Howarp W. Bronson, 
Treasurer 
Newark, N. J., 
May 1, 1922 


Notices RELATING TO DIVIDENDS 


In the smaller corporations dividend notices are usually 
sent only by mail. In the larger corporations they are almost 
invariably published and are usually also sent by mail. 


Form 178. Dividend Notice—Mailing 
CHARLESTON MILLING COMPANY 
785 Grand St., New York 
December 1, 1921 
DEAR SIR: 

You are hereby notified that the Directors of the Charleston Milling Company 
have this day declared the regular semiannual dividend of Three Per Cent on the 
Capital Stock of the Company, payable January 15, 1922, to stockholders who 
appear of record at the close of business January 10, 1922. 


Harry H. McCatium, 
Treasurer 
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If the transfer books are closed preparatory to payment 
of dividends, the dates of closing and reopening should appear 
as in the following notice, which may be used either for pub- 
lication or for mailing. 


Form 179. Dividend Notice—Publication 


a ww an ww nen nnn enn ne eran eae ceccmnenmcos 


MARTIN FOUNDRIES COMPANY 


New York, February 1, 1922 
Divwenpv No. 25 

The, Directors of the Martin Foundries Company have this day declared a 
quarterly dividend of One and One-Half Per Cent on the Capital Stock of the 
Company, payable March 1, 1922, to stockholders of record at the close of business 
February 10, 1922. 

Transfer books will close February 10, 1922 and reopen February 20, 1922. 
Checks will be mailed. 

Joun H. Martin 
Treasurer 


When notice of dividends is by publication alone, an explan- 
atory statement usually accompanies the dividend check. An 
announcement of this nature used by some of the larger cor- 
porations is given in the following form: 


Form 180. Notice Accompanying Dividend Check 


MARTIN FOUNDRIES COMPANY 


New York, March 1, 1922 

On February 1, 1922, the Directors declared quarterly dividend No. 25 of 
One and One-half Per Cent upon the Preferred Stock of the Company, payable 
this day to stockholders of record of February ro, 1922. 

In accordance with permanent order on file, enclosed please find check for 
above dividend on the Preferred Stock standing in your name. No acknowledg- 
ment Is necessary. 

Kindly advise John J. Hart, Assistant Secretary, No. 575 Broadway, New 
York, of any change in your address, giving your old address as well as the new. 


Joun H. Martin, 
Treasurer 


+ Dividend check enclosed which please cash immediately. 
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The following publication notice is somewhat informal but 
sufficient. 


Form 181. Dividend Notice 


THE CORN EXCHANGE BANK 
New York 


At a regular meeting of the Board of Directors of The Corn Exchange Bank 
held January 11, 1922, a quarterly dividend of $5.00 per share was declared, pay- 
able February 1, 1922, to stockholders of record at the close of business January 31, 
1922. 

Epwarp S. MaAtmar, 
Cashier 


This notice is signed by the cashier of the corporation. 
Usually, though not necessarily, dividend notices are signed 
by the treasurer. 


Form 182. Dividend Notice—Common Stock 


OFFICE OF 
AMERICAN DREDGING COMPANY 


No. 145 Broapway, New York City, 
April 4, 1922 
QUARTERLY Common Stock DIVIDEND No. 23 


The Directors of the American Dredging Company have this day declared a 
dividend of Two Per Cent on the Common Capital Stock of the Company, payable 
May 15, 1922, to stockholders of record April 28, 1922. The books of the Com- 
pany for the transfer of Common Stock will be closed at 3 p.M., April 28, 1922, 
and will be reopened May 2, 1922. 

M. W. ERICKSON, 
Treasurer 


The following publication notice covers the dividend on 
both common and preferred stock. This inclusion is not in 
any way objectionable, but at times, for the sake of greater 
emphasis and publicity, a separate notice for each dividend is 
preferred. 
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PREFERRED DIVIDEND 
Common DIviDEND 


A dividend of one and three-quarters per cent., being the 92nd consecutive 
quarterly dividend, has been declared on the Preferred Stock, payable February 
15, 1922, to stockholders of record close of business February 1, 1922. 

A dividend of One Dollar per share, being the 7oth consecutive quarterly 
dividend, has been declared on the Common Stock, payable March 31, 1922, to 
stockholders of record close of business March 15, 1922. 

The Transfer Books will not close. 

WETMORE HODGES 
Secretary 


SOUTHERN NAVIGATION COMPANY 
DiviwEnD No. 95 


A Quarterly Dividend of One Dollar and Fifty Cents ($1.50) per share on the 
Capital Stock of this Company has been declared payable at the Treasurer’s 
Office, No. 165 Broadway, New York, N. Y., on July 2, 1922, to stockholders of 
record at 3 P.M., on Thursday, May 31, 1922. The stock transfer books will not 
be closed for the payment of this dividend. Cheques will be mailed only to 
stockholders who have filed permanent dividend orders. 


A. K. Van DEVENTER, 
May 10, 1922 Treasurer 


The mailing order referred to in the foregoing dividend 
notice is shown below: 


Form 185. Mailing Order for Dividends 


No Check Mailed Without an Order 
To the TREASURER of SoUTHERN NaviGATIoN ComPANY, 
165 Broadway, New York, N. Y. 
Until this order shall i iting . ee bas 
bisbaBle U6 ENC oder at oe aoe EO ee SR oS 
See printed Address 
instructions. in 
(Please write Full 
distinctly)" 0 OUTS TS Tas ea doe cae RO Cn Se ae eae ae ee ee 
all dividends now due, or which may hereafter become due, on all stock now stand- 
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ing or which may hereafter stand, on the books of your Company in 
name. 


(Sign here 
(Date) exactly as 
1 GRE a name ap- 
pears on 
stock.) 


When payment is to be made to other than the stockholder, signature of the latter MUST 
be acknowledged before a Notary Public on the back of this order, and if signed by an Attorney, 
Administrator, Executor, Guardian or Trustee, it MUST be accompanied by satisfactory 
evidence of the signer’s authority. 


On the back of this mailing notice appears form for notarial 
acknowledgment. 


Notices OF APPOINTMENT 


When an election is held, it devolves upon the secretary 
to notify the officials-elect. 


Form 186. Notice of Election as Director 


ORVELLE MACHINE WORKS 
Trenton, New Jersey 


January 10, 1922 
Mr. Grorce W. BRoMLEIGH, 
236 Greenwood Ave., 
Trenton, N. J. 
DEAR SIR: 


You are hereby notified that at the annual meeting of the Orvelle Machine 
_ Works held this day, you were elected a member of its Board of Directors. 

The next regular meeting of the Board will be held in the office of the Com- 
pany, February 5, 1922, at 3 P.M., for the election of officers and for the trans- 
action of such other business as may come before the meeting. 

You are requested to be present and participate in that meeting. 


Respectfully, 


Martin B. HEREFORD, 
Secretary 
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Usually before the election of a director, those interested 
assure themselves that he will serve if elected. In such case 
the notification need not ask his acceptance of the position. 
If, however, there is any uncertainty, the notification of election 
should request a formal acceptance of the position. If the 


Eee 
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director-elect refuses to accept, his election is void, as he cannot 
be forced into office against his will. 


Form 187. Notice of Election as Director—Acceptance Requested 


BLACK DIAMOND DRILL COMPANY 
23 State St., Boston, Massachusetts 


January 10, 1922 
Mr. Horace H. FLEMING, 
T716sstate St, 
Boston, Mass. 
DEAR SIR: 


At a meeting of the Directors of this Company held this roth day of January 
1922, you were elected a member of the Board to fill the vacancy caused by the 
death of Mr. Frederick Colwell. Will you kindly indicate your acceptance of the 
position at your early convenience- 


Respectfully, 


Howarp B. IvEs, 
Secretary 


As a rule, when corporate officials are elected, either the 
officers-elect are present at the meeting at which their election 
occurs, or are in such close personal touch with the corporate 
proceedings that formal notice of their election is unnecessary. 
If, however, a stranger is elected or appointed to an official 
corporate position, notice must be given. 


Form 188. Notice of Appointment as General Manager 


WILLIS OIL WELL COMPANY 
265 Madison Avenue, New York 


January 17, 1922 
Mr. Henry P. Smupson, 
445 Greenwood Ave., 
Newark, New Jersey 


DEAR Sir: 


At a meeting of the Board of Directors of this Company held this day, you 
were appointed General Manager of the Company at a salary of Forty-Eight 
Hundred Dollars per annum, payable in monthly instalments of Four Hundred 
Dollars each, your employment and duties to begin on the rst day of February, 
1922, and the first instalment of your salary to be due and payable on the roth 
day of the following month. 
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Will you kindly notify me without delay of your acceptance of the position 
and report for duty on the day above designated. 


Yours very truly, 


GERALD E. Conway, 
Secretary 


Tf the acceptance of the party elected is doubtful, his appoint- 
ment and the notice thereof are usually made tentative as in 
the following example. 


Form 189. Tender of Position as Sales Manager 


HOWARD DESK COMPANY 
25 Stone St., New York 


December 10, 1921 
\ Mr. Wiruts H. Watters, 
225 Broadway, New York. 


DEAR SIR: 


I am instructed by the Board of Directors to tender you the position of Sales 
Manager of this Company at a salary of Six Thousand Dollars per annum, payable 
in monthly instalments of Five Hundred Dollars each, your employment and duties 
to begin in case of your acceptance, on the 3d day of January, 1922. 

Your early action in the matter will greatly oblige, 

Yours very truly, 


SHERWIN F. HAMILTON, 
Secretary 


CHAPTER XVIII 
RESIGNATIONS 


Resignations may be divided into two general classes—those 
which are so phrased as to be effective without an acceptance, 


which may be termed peremptory resignations, and those which — 


are tentative in their nature and therefore not effective until 
accepted. The following form is of the latter nature. 


Form 190. Resignation of Director 


To the Boarp oF Directors of the 
Howarpb SCALE COMPANY 


GENTLEMEN: 


On account of my continued ill health, which prevents my proper attention — 
to the duties of the position, I hereby tender my resignation as a member of your 


body. 
Very respectfully, 
Henry H. GALE 
New York City, 
January Io, 1922 


If a resignation of this kind is accepted without qualification, 
its effect is immediate and the resigning director, though present 
at the meeting, ceases to be a director at the moment the resolu- 
tion or motion of acceptance is adopted. If it is desired to avoid 
this, acceptances may be phrased ‘“‘to take effect at the close of 
the meeting.” It may be noted in this connection that a director 
retiring by resignation cannot legally vote on his own successor. 
The vacancy does not exist until his resignation is effective and 
thereafter he is not a director. 

Dummy directors are sometimes elected to fill a position or 
vacancy in the board until a permanent incumbent is elected. 
In such case the dummy director’s resignation in tentative form 
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is usually secured at the time of his election and is placed on file. 
Then when a suitable person for permanent director has been 
found, the resignation on file is accepted and the successor is at 
once elected. The following form of resignation is commonly 
used under such circumstances. 


Form 191. Resignation of Director—Effective on Acceptance 


To the Boarp oF Drrecrors of the 
HARVARD PUBLISHING COMPANY 


GENTLEMEN: 


I hereby tender my resignation as a member of your body, to take effect upon 
acceptance. 


Respectfully, 


FRANK McCLetitanp 
New York City, 


March 1, 1922 


This resignation holds good until acceptance or until the 
party’s term as director expires, unless sooner withdrawn. If 
the party is again elected as a director, his old resignation is of 
no further effect and must be renewed if his same uncertain ten- 
ure of office is to be maintained. It must be remembered, how- 
ever, that a party tendering such a resignation has the right to 
withdraw it or to revoke it at any time prior to its acceptance. 

The final clause of the foregoing resignation, while con- 
ventional, is of no direct effect. A “tendered” resignation can- 
not take effect until accepted. 

The following form terminates the official status of the party 
signing the same as soon as the document is filed with the secre- 
tary of the company. No action of the board is required nor 
can the board in any way prevent its effect. This peremptory 
form of resignation is often employed in cases where a director 
wishes to escape responsibility for some proposed action of the 
board or wishes to express his disapproval of some action already 
taken. It does not in any way relieve him from responsibility 
for past actions but does relieve him from responsibility for any 
future board actions. 
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Form 192. Resignation of Director—Peremptory 


To the Boarp oF Directors of the 
FRANKLIN ELECTRIC CORPORATION 


GENTLEMEN: 
I hereby resign my position as a director of the Franklin Electric Corporation, 
my resignation to take immediate effect. 
Respectfully, 


WILi1AM FH. CoLiins 


New Brighton, Pa., 
January 21, 1922 


A resignation may be made effective at a future date as in the 
following form. The object of such a deferred resignation is 
usually to give time for the selection of a suitable successor. 


Form 193. Resignation of Director—Future Date 


To the Boarp oF DrrecrTors of the 
COOPERSTOWN TANNERY 


GENTLEMEN: 
I hereby resign my membership in your body, such resignation to be effective 
May 21, 1922. 
Respectfully, 
Howarp McCati 
Cooperstown, New York, j 
May 1, 1922 


When, as occasionally happens, some difficulty has arisen 
between the directors and an official, and this latter wishes a vote 
of confidence or an expression of the feeling of the board towards 
him, he will hand in a tentative resignation as in the form given 
below. 

If a majority of the board wish to retain the president, they 
either vote that the resignation be not accepted or vote against 
a motion for its acceptance. In either case the president’s 
resignation is of no effect and the incident is merely an indorse- 
ment of him and his position. If, however, those opposed to the 
president are in a majority and accept the resignation, his official 
connection with the company is peremptorily terminated. 
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Form 194. Resignation of President—Conditional 


To the Boarp oF Directors of the 
STANDARD MILLING CoMPANY 
GENTLEMEN: 
I hereby tender my resignation as President and Director of your Company 
and request your immediate action thereon. 
Very respectfully, 


: Henry H. MAxwety 
Franklin, Pa., 
January 21, 1922 


ee ht htt itt tht ht hth iit thet it) hit iio niin ior itt iin tie Tin Tht Tit hn fe hii hin hhn fhn fhe beronnny 


A more friendly resignation is given in the following form. 


Form 195. Resignation of Treasurer 


New York, June 28, 1922 
To the Boarp oF Directors of the 
Otis MacHINE Company, 
43 Dey St., New York 

GENTLEMEN: 

I am offered the position of Treasurer of the Los Angeles Fruit Company of 
Los Angeles, California, and on account of the condition of my health am very 
desirous of accepting the same. Therefore, I hereby tender my resignation as 
Treasurer of the Otis Machine Company and ask your acceptance of same at the 
earliest possible date. I would also request the early appointment of a committee 
to audit my accounts; also the due authorization of my successor to take over and 
receipt for the moneys and other property of the Company now in my charge. 

Regretting the termination of my pleasant official relations with the Company 
and thanking you for the uniformly kind consideration accorded me by your body, 
I remain, 

Respectfully, 
James H. McDonaLpD 


Resignations and other communications for the board of 
directors are frequently addressed to the secretary or even to 
the president of the company. ‘The better practice is to address 
the communication to the board, enclosing it in an envelope 
addressed to the secretary or the president of the company, as 
the case may be. It is then the duty of the officer receiving the 
communication to present it to the board. Such service on, 
or delivery to, the president or secretary is legally sufficient. 


CHAPTER XIX 
CORPORATE AND OFFICIAL SIGNATURES 


The signature of a corporate official followed by his official 
designation is usually referred to as an “official” signature. The 
name of a corporation duly affixed and evidenced by the signature 
of the affixing officer or officers is known as a “corporate” 
signature. 


statin he 


Speaking generally, the corporate signature is affixed to all 


important instruments by which the corporation itself is to be 
directly and legally obligated, while the official signatures are 
employed by the corporate officials in matters pertaining par- 
ticularly to their respective departments, in which the contract 
relations of the corporation do not enter in, or, if otherwise, the 
authority of the officer signing the contract is sufficient to sustain 
his action. 

Thus, the president signs reports, letters, instruments, etc., 
with his official signature; the treasurer signs notices of dividends 
or assessments, financial statements, and even corporate checks 
and reports in the same manner; while the secretary affixes his 


official signature to the minutes of meetings, to reports, notices, | 


certificates, etc. 

In regard to letter signatures, practice varies widely. In 
perhaps the majority of corporations the corporate signature is 
attached to every letter pertaining to the business of the corpora- 
tion unless there is some special reason for a different signature. 
In many corporations, however, this practice is exactly reversed, 
the official signature of the writer being always employed unless 
there is some special reason for the corporate signature. The 
former is the preferable plan. 
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Form 196. Official Signature—Informal 


HOLLISTER PIANO COMPANY 
63 State Street, Chicago, IIl. 


January 3, 1922 
Mr. Wrti1am Hotcoms 

155 Broadway, New York 
DEAR SIR: 


Your offer to supply this Company with mahogany veneer has been accepted. 
The matter will be formally closed as soon as the necessary papers can be prepared. 


Yours very truly, 


JosEpxH H. McPHERSON, 
President 


This is the simplest form of official signature. It should be 
used only when the letter or other instrument to which it is 
appended shows plainly and unmistakably, by heading or subject 
matter, of what company the person signing is an official. If this 
is not the case, the official signature should be written in full as in 
the following form: 


Form 197. Official Signature—Formal 


JosErpH H. MacPHERSON 
F President HoLuIstER Prano Co. 


The corporate signature is shown below in its simplest form. 


Form 198. Corporate Signature— Informal 


(1) Ramsay WATER CoMPANY, 

LBA chc Stich eaele Ch OTe othe es 

President 

(2) Ramsay WaTER COMPANY, 
By Howard Ramsay, 

President 


The first of these forms shows a partial corporate signature— 
usually affixed by means of a rubber stamp—-awaiting completion 
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by the insertion of the president’s signature as shown in the 
second form. 

The word “By” as given in the preceding form is sometimes 
omitted from the corporate signature. The word is, however, 
employed by a majority of the best conducted corporations of the 
country and its omission-may, under some circumstances, involve 
the officer whose name is affixed in a personal liability: The 
form as given is therefore regarded as distinctly preferable. 

When the corporate signature is affixed to important instru- 
ments, usually, though not necessarily, two or more official 
signatures are employed. The seal is also usually affixed even 
when not legally necessary. It is to be remembered that seals 
were used before signatures and for many years corporations used 
seals, unaccompanied by written signatures, in attestation of 
their acceptance of the instruments to which their seals were 
affixed. 


Form 199. Corporate Signature—Formal 


WESTERN CHEMICAL COMPANY, 
By JosEpH H. McCLeary, 


f CORPORATE President 
SEAL FREDERICK WELLMAN, 
Secretary 


Maw ee en en en pen ewe enn nnn nnn anne eee nnn en nnn a mn nn no nn meno nn ee rene rn we nee re ne nnn nee eee ree re nese pecs re ceeaeso nono eo-spsecpece 


The corporate signature may be legally affixed by any 
corporate official or agent authorized thereto by the directors or 
by-laws. In all current business, however, where but one signing 
officer is desired, the president is usually designated, unless the 
transaction pertains specially to the department of some other 
official. 

When the secretary’s name is employed in a corporate 
signature, as in the foregoing form, no specific attestation of the 
seal is usual or necessary. If otherwise, the seal should be 
formally attested as in (1) the following form which gives the 
corporate signature usually employed. 


1 See comment on Form 217. 
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Signatures affixed to formal instruments are customarily 
preceded by an explanatory statement termed a “‘testimonium 
clause.” Common forms of testimonium clauses follow. 


Form 200. Testimonium Clauses—Corporate Signature—Seal 
Attested 


(2) In Witness WHEREOF, the said Powell Steel Company has caused 
its corporate name to be hereunto subscribed by its President 
and its duly attested corporate seal to be hereunto affixed by its 
Secretary, all in the City of Hartford, State of Connecticut, on 
the 12th day of January, 1922. 


{ CORPORATE \ PoweELL STEEL COMPANY, 
Nee asraL! ff By ALEXANDER H. McDowEL1, 
President 
Attest seal: 
FRANKLIN B. Lorn, ' 
Secretary 
(2) In Witness WHEREOF, the said corporation has hereunto affixea its 


corporate signature and seal, acting through its President and 
Secretary,duly authorized thereunto, all being done in the City, 
County, and State of New York, this rst day of February, 1922. 
Horiick CARPET CORPORATION, 
By Howarp Hor ick, 


CORPORATE President 
SEAL WILLIAM JOHNSON, 
Secretary 


Ln Witness WuEREOF, the said parties of the first and second parts 
have caused their respective corporate signatures and seals to be 


hereunto affixed by their duly authorized officers, in the City, 
County, and State of New York, on the day and year first above 


written. 
{ CORPORATE | ARLINGTON Brass WORKS, 
yo wsran f By Henry BRIERLY, | 
ae President 
Attest seal: 
Joun H. SAvacE, 
Secretary 
CORPORATE NEWARK CASTINGS COMPANY, 
SEAL By Horace D. PowERs, - 
President 
Attest seal: 


Henry ‘M. SUNTHEIN, 
Secretary 
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The foregoing is a convenient form of testimonium clause 
when the instrument is to be signed by two or more corporations. 

An informal but effective testimonium clause for a corporate 
and individual signature is as follows: 


Form 202. Testimonium Clause—Corporate and Individual 
Signatures 


In Witness WHEREOF, the parties hereunto have affixed their legal 
signatures and seals, all being done in the City of Trenton, State 
of New Jersey, on this 3rd day of January, 1922. 


CORPORATE \ TRENTON CHAIN COMPANY, 
SEAT a, By Howarp MARKHAM, 
President 


Attest seal: 
HENRY JORDAN, 
Secretary JoHn H. Patterson [L. s.] 


A more formal testimonium clause for a corporate and in- 
dividual signature is given below: 


Form 203. Testimonium Clause—Corporate and Individual Sig- 
natures 


In Witness WHEREOF, the Little Falls Carpet Company, said party 
of the first part, has caused its corporate seal to be affixed to this 
indenture and its corporate signature to be subscribed hereunto 
by its President and Secretary duly authorized thereunto, and the 
said Harrison H. Spellman, party of the second part, has affixed 
his signature and seal hereunto, all being done in the City of 
Trenton, State of New Jersey, on the day and year first above 


written. 
{ CORPORATE LitTLE FALLS CARPET COMPANY, 
Kee SHVAT: By Wiis H. SHELLEY, 
President 
James H. McCieLranp, 
Secretary 
Harrison H. SPELLMAN [EseSit 


If a contract is signed by an agent, the corporate seal is not 
usually affixed. 
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Form 204. Testimonium Clause—-Signature by Agent 


Iy Witness Wuereor, the said Milton Smelting Corporation, party 
of the first part, acting through its duly appointed agent, 
Mortimer H. Shepherd, authorized thereunto by resolution of its 
Board of Directors (certified copy of which resolution under the 
corporate seal is hereunto annexed), has caused its corporate 
signature to be hereunto affixed, and Samuel Jaros, party of the 
second part, has hereunto affixed his signature and seal, all on the 
day and year first above written. 

MILton SMELTING CORPORATION, 
By Mortimer H. SHEPHERD, 
Agent 
SAMUEL JAROS fir. ull 


A copy of the resolution which authorizes the agent to execute 
the instrument on behalf of the corporation, duly certified under 
the corporate seal, should be attached to the signed instrument. 


CHAPTER XX 


CHECKS, RECEIPTS, AND NOTES 


CORPORATE CHECKS 


The form of signature to a corporate check is not material. 
Its purpose is merely to identify and authenticate the instru- 
ment, and any signature duly prescribed by the by-laws or 
by resolution of the directors and recognized by the company’s 
bank is sufficient. Consequently, while the corporate signature 
is usually to be preferred, there is in practice much variation as 
shown in the forms which follow. 

The corporate seal is seldom if ever used on corporate checks, 
though its use does not affect the check in any way. When the 
corporate funds are material in amount, the names of two 
officials, the president and treasurer, are usually required upon 
the check. 

The forms of corporate checks which are given below are in 
common use. 


Form 205. Check—Corporate Signature 


No. 1754 NEw York, May 1, 1922 


S SEABOARD NATIONAL BANK 

z e of the City of New York 

2 a| Pay to the order of John H. Wiking, — sa..4.ee yeh eee $425.75 

a = Four Hundred and Twenty-five 75/100..................+0- Dollars 
Los STANDARD RADIATOR COMPANY, 
Se SAMUEL S. STEIGEL, 
hee President 
hy SO STEWART H. Witson, 

. Treasurer 
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Frequently the number is placed in the upper right-hand 
corner of a check, the date line coming in above or below. 
Such an arrangement, with the other details as shown in the 
form given, is highly approved by bank officials, as it brings 
the essential features of the check—number, date, amount, 
payee, and signature—all well over to the right-hand side 
of the check in the position that is most convenient for rapid 
reference. 

If the by-laws or a directors’ resolution require that th 
corporate name be affixed by the treasurer and the check be 
countersigned by the president of the company, as is frequently 
found to be the case, the following is an approved form of such 
a check. 


Form 206. Check—Countersigned 


k 


No. 244 New York, June 8, 1922 


STANDARD NATIONAL BANK 
of the City of New York 


Pay to the order of Howard P. HMumtine tome ee eee cols $475.00 
Four Hundred and Seventy-five no/too.....-.-...4+ sees Dollars. 


Countersigned: MERRIVALE COAL COMPANY, 


James J. McLane, By Horace P. WISNER, 
President Treasurer 


MERRIVALE CoAL COMPANY 
No. 1 Broadway, New Yor 


Form 207. Check—Official Signatures 


on No. 1582 New York, January 3, 1922 
apa THE PEOPLE’S NATIONAL BANK 

| ED of New York 

As! ; 

ze, Pay to the order of Jesse Claire...... 0.000 sseeerteerenes $125.45 
isa. One Hundred and Twenty-five 45/100......-.+. sess eeees Dollars. 
ne 

ae) oa Watrace McComs, Perry H. Ducrorx, 

; iM President Treasurer 
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Form 208 Check—Official Signatures—Purpose Stated 


M No. 745 New York, May 1, 1922 

; oh 

i Om BANK OF MANHATTAN 

Sets 3 of New York City 

' is . 

i a = Pay, touthe order of James Sc Oliver quam. cn ees $125.75 
BH One Hundred and Twenty-five 75/100..............-0006 Dollars. 
x g RupoLF HESsLER, 

Pe tires President 

i Arw| In full for 

Oe) September printing. JASPER H. McMets, 
Treasurer 


Where the official signatures of the treasurer and the president 
are affixed, the form is usually as above. 

There is no objection, legal or practical, to the entry on a 
check of the purpose for which it is issued, if so placed as not 
to obscure or interfere with its essential details. The advantage 
in the use of such a check is apparent. Duly indorsed, as it 
must be before payment is made, the check itself affords the best 
possible evidence of the settlement effected thereby, and saves 
the expense and trouble of a more formal receipt. 

A form of check much in favor because of the prominence 
given to the name of the issuing corporation, is as follows: 


Form 209. Check—Draft Form 


ALLIS-WILKINS COMPANY 
1675 Broadway, New York 


No. 1728 March 10, 1922 
Pay tothe order of Jesse H.:Sinclaw to, Gone 2. . sw cen $35.25 
eTHIntysnve s25y/\1OO ton, See ato eRe Ns saree aic, 2 oe De Dollars. 


ALLIs-WILKINS CoMPANY, 
By Francis H. WuHiTmMan, 
Treasurer 
To the 
SEABOARD NATIONAL BANK, 
New York 


—_— 


Ch. 20] CHECKS, RECEIPTS, AND NOTES I591 


In the smaller corporations dividends are usually paid by 
means of the ordinary corporate check, the words “Dividend 
Check” being stamped or written across its face. In the larger 
corporations special checks are employed for the purpose, as in 
the following form: 


Form 210. Dividend Check 


a 
a AMERICAN WOOL EXPORT COMPANY 
(a2 New York, February 3, 1922 No. 1482 
ea 
A AMERICAN NATIONAL BANK 
Soe of New York 
a, > 
Es Pay to the order of 
i a reentry He MeCall... 0s. 20.005 «2 - tag Sees omens ieee: $125.00 
} E One Hundred and Twenty-five 00/100....-.-+++ssesererres Dollars. 
a Countersigned: 
Hees StrocK TRANSFER DEPARTMENT, FRANK S. JORDAN, 
- JoHN FRENCKEL, Transfer Agent Treasurer 


No receipt is usually required when this form of dividend 
check is employed, the duly indorsed check in itself affording 
the best possible evidence that payment of the dividend has 
been made. 

The ordinary indorsement of a corporate check is given 
in the following form: 


Form 211. Indorsement of Corporate Check 


nw 
Sie 
a 
yas 
ars 
S< 
iS 
OF 
R< 
m4 
i) 
| 
& 
o 
fe) 
> 
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This indorsement is usually affixed by the treasurer or 
cashier, though the president is frequently authorized thereto. 

The following form of indorsement is usually affixed in 
its entirety—corporate name, official signature, and all—with 
a rubber stamp. Such an indorsement is approved by the 
banks and, on account of the rapidity and convenience with 
which it may be affixed, is generally employed. 


Form 212. Indorsement of Check for Deposit 


Pay to the Order of the 
CHASE NATIONAL BANK 
Howett HarpwArE ComMPpANy 
Joun Brake, Treasurer 


The following is a common form of corporate draft, signed 
by one official. 


Form 213. Corporate Draft 


No. 745 New York, May 15, 1922 


Three days after sight pay to the order of 
seaboard National Bank of New York............-..........1e mo. $15245.25 
Twelve Hundred’and Forty-five-25/106. <. 5 - ceca os. -0. nc Dollars 
payment of account as per our statement of April 10, 1922. 

Value received. Charge same to account of ; 


Car Equipment Company, 


By Howarp JAMEs, 


Treasurer 
To NortH WHEELING Car Co., 


Wheeling, West Virginia 
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A common form of corporate receipt is as follows: 


Form 214. Corporate Receipt 


5 : 

3 va 

5 a $250.00 ° New York, July 15, 1922 
Z See Received from Edward M. Blair Two Hundred and Fifty Dollars, 
; &OM | rental of Store at No. 65 Vesey St. for the month of July, 1922. 

Pa & 

1: OF 8 

& ri METROPOLITAN REALTY COMPANY, 

& v By SAMUEL F. WATKINS, 

‘ WwW . 

e & Treasurer 


It would seem ‘preferable that all receipts foramoney received 
by a corporation should be given in the corporate name. In 
practice, however, corporate receipts are commonly signed 
by the treasurer. In such case the name of the corporation 
should appear prominently. 


Form 215. Corporate Receipt—Official Signature 


$725.25 March 15, 1922 
WELLMAN SUPPLY CORPORATION 
265 Chambers St., New York 


Received from the Jackson Hardware Company Seven Hundred and Twenty- 
five 25/100 Dollars in full of account. 
H. J. AsHTon, 
Treasurer 


The larger corporations, when dividends are to be paid, 
employ dividend checks, which, when properly indorsed and 
deposited, are usually regarded as all-sufficient receipts. It is 
easy to devise some form of voucher check which will satis- 


factorily meet the situation. 


1 See Forms 73, 74, for receipts for instalment payments 
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If, however, formal receipts are desired, the following form 
will serve: 


Form 216. Dividend Receipt 


iz 

ig $25.00 Boston, Mass., March 1, 192 

i< 

iB a Received of the Howard Foundation Company Twenty-five 
8 < | Dollars, payment in full of quarterly dividend No. 37, of One and 
:* & | One-half Per Cent on the stock of said corporation standing in my name 
Hane 

i a 

is Henry J. Pottocx 

Hae) 

i 


This receipt is sent out with the dividend check to be signed 
and returned by the recipient. 

When payment of dividends is made at ate office of the 
company or at the office of some specified trust company or 
bank, the parties receiving payment usually sign the dividend 
register and no other receipt is necessary. 


CORPORATE NOTES 


A corporate note does not require to be sealed. It may 
be signed by any officer or officers properly authorized thereto. 
Such authority is usually conferred by by-law provisions or 
by resolution of the board of directors, but otherwise may 
be given by custom. For large amounts or special trans- 
actions outside the usual routine, the officer’s authorization 
should always be specific and usually by resolution of the board 
of directors. In such cases the parties accepting the corporate 
note will usually require a certified copy of the resolution author- 
izing the issuance of the note. 

The signature of a corporate note should always be the 
corporate signature. Any other signature may not only fail 
to bind the corporation, but has been held in some states to 
involve the official signing the note in a personal liability as 
its maker or indorser. 
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Form 217. Corporate Note—By President 


$500.00 New York, April 5, 1922 

Ninety days after date the Hillman Dredging Company promises to pay to 
the order of Howard P. Hunt the sum of Five Hundred Dollars. 

Value Received. 

HititMANn DREDGING COMPANY, 
By NATHANIEL POTTER, 
President 

Payable at 

Trvinc NATIONAL BANK, 

New York 


$2,500.00 Boston, Mass., December 1, 1921 


Four months after date the Hanover Securities Company promises to pay to 
the order of James C. Bennett the sum of Twenty-five Hundred Dollars, with 
interest from date until paid, at the rate of Six Per Cent per annum, at the Sedgwick 
National Bank of Boston. 

Value Received. 

HANOVER SECURITIES COMPANY, 
By W1111AM CurTIss, 


No. 725 Treasurer 


Due April 1, 1922 


The preceding notes are in the simplest form. The corporate 
signature is affixed by one officer or by two as may be customary 
or required by by-law provision or directed by the board. 


Form 219. Collateral Note—On Demand 


COLLATERAL NOTE 


$4,000.00 New York, February 3, 1922 


On Demanp the Hanover Power Company promises to pay to the Seaboard 
National Bank of the City of New York, or order, at its Banking House, No. 18 
Broadway, New York, N. Y., Four Thousand Dollars ($4,000) for value received, 
with interest at the rate of Six Per Cent (6%) per annum from the date hereof, 
said corporation having deposited with said Bank as collateral security for payment 
of this or any other liability or liabilities of the undersigned to said Bank, due or 
to be due or which may be hereafter contracted or exist, the following property 
or securities, viz.: Seventy-five (75) Shares of the Preferred Stock of the United 
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States Steel Corporation of the par value of One Hundred Dollars ($100) each, the 
certificate for said stock standing in the name of John H. Howard, Treasurer of the 
said Hanover Power Company, and being indorsed by him in blank on the back of 
said certificate. 

The market value thereof is today $6,225, and full power and authority is 
hereby given to said Bank to sell, assign, and deliver the whole or any part thereof, 
or any substitutes therefor, or any additions thereto, at any Brokers’ Board, or at 
public or private sale, at the option of said Bank or its assigns on the non-perform- 
ance of this promise or the non-payment of any of the liabilities above mentioned, 
or at any time or times thereafter, without advertisement or notice, which are here- 
by expressly waived; and upon such sale the holder hereof may purchase the whole 
or any part of such securities discharged from any right of redemption, and after 
deducting all legal or other costs and expenses for collection, sale and delivery, 
shall apply the residue of the proceeds of such sale or sales so to be made to pay 
any, either, or all of said liabilities to said Bank or its assigns as said Bank or its 
assigns shall deem proper, returning the overplus, if any, to the undersigned. And 
the undersigned gives to said Bank a lien to secure this noteand all said other 
liabilities now existing or hereafter arising, and whether at any time due or not 
upon all property and securities of the undersigned now or hereafter deposited with 
or left in the possession of said Bank, either as collateral for any other obligation 
or otherwise, and also upon any balance at any time of the deposit account of the 
undersigned with said Bank. Other collaterals may be substituted or added from 
time to time with the bank’s consent, all representations, conditions, and agree- 
ments as to original collaterals applying to those so substituted or added. 

In Witness WHEREOF, the said corporation has hereunto affixed its 


corporate signature and seal, acting through its President and 
Treasurer duly authorized thereunto. 


‘din HANOVER POWER CoMPANY, 
SEAL f{ By Joun H. HENDERSON, 
President 
Harry F. SIncrarr, 
Treasurer 


Another form of collateral note is as follows: 


Form 220. Corporate Note—Collateral Security 


COLLATERAL NOTE 


$10,000.00 New York, January 15, 1922 


Ninety days after date, the Berwick Mercantile Company promises to pay to 
the order of the Guardian Trust Company of New York City, at No. 170 Broadway, 
New York City, the sum of Ten Thousand Dollars ($10,000), with interest from 
date until paid at the rate of Six Per Cent (6%) per annum, and the said Berwick 
Mercantile Company doth herewith deposit with the Guardian Trust Company as 
collateral security for the due payment of the foregoing promissory note, Two 
Hundred (200) Shares of its stock in one Certificate No. 325, said Certificate stand- 
ing in the name of Mark Baldwin, Treasurer of the said Berwick Mercantile Com- 
pany, and indorsed by him in blank. 

And in the event that this note or the interest thereon shall not be paid when 
due, the said Berwick Mercantile Company hereby appoints and constitutes the 


Ee 
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said Guardian Trust Company its attorney in fact and irrevocably, with power 
of substitution, to sell at any time after this said note or any interest thereon is due 
and unpaid, with or without notice, and either at public or private sale, the whole 
or any part of said securities, the proceeds thereof to be applied to the payment of 
the said promissory note, any interest due thereon, and any commissions properly 
payable on the sales of said securities so sold, and any surplus remaining thereafter, 
either of cash or of the said securities to belong to and be subject to the order of the 
said Berwick Mercantile Company; and should said securities not bring the full 
amount of this present note, together with any interest accrued thereon, said 
Berwick Mercantile Company undertakes and agrees to pay the amount still due 
to the holder hereof on demand. 

Should any such sale be made, the holder hereof shall directly or in the name 
of any other person, have the right to purchase the security aforesaid. In case the 
market value of the same shall decrease, the said Berwick Mercantile Company 
hereby promises and agrees to proportionately reduce the amount of its indebted- 
ness hereunder, or otherwise increase the security in proportion to said decrease of 
value. 


In Witness WaHeEreor, the said Berwick Mercantile Company has caused 
its name to be subscribed hereunto by its President, and its duly 


attested seal to be affixed hereto by its Secretary, on the day and year 
first above written, 


CORPORATE BERWICK MERCANTILE COMPANY, 
SEAL By Henry S. CoRBIN, 


President 
Attest seal: 


Amos C. HALLOCK, 
Secretary 


CHAPTER XXI 
CERTIFICATIONS 


The certifications so frequently required in corporate pro- 
cedure are never made in the corporate name. Certificates and 
affidavits to corporate instruments are made over their own 
names by the officers directly concerned. Acknowledgments are 
made for and on behalf of the corporation—but not in its name— 
by such corporate officials or agents as may be prescribed by 
statute or be authorized thereto by the by-laws or resolutions 
of the board. 

The. following is a simple form of certificate to service of 
notice, more especially to service of notice of a corporate 
meeting. 


Form 221. Certificate to Service of Notice 


I, the undersigned, Secretary of the Atlantic Machine Works, do hereby certify 
that in accordance with the by-law requirements of said Company, a copy of the 
foregoing notice, properly enclosed and directed, and with postage prepaid, was by 
me on the 21st day of December, 1921, mailed to each stockholder of record of said 
Company at his address as it appeared on the books of the Company. 


HENRY H. LINDEN 
New York City, 


January 3, 1922 


This certificate usually appears on the same sheet with, and 
below a copy of, the notice, though sometimes written separately 
and attached to a copy of the notice. In this latter case the 
wording of the certificate must be changed to correspond with 
the facts. 

An affidavit, as in the case of the certification, may appear on 
the same sheet as the copy of the notice, or be attached thereto. 
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Form 222. Affidavit to Service of Notice 


STATE oF NEw YORK or 
County oF NEw YORK 


On this 3rd day of January, 1922, before me personally appeared Henry H. 
Linden, Secretary of the Atlantic Machine Works, who being duly sworn, did depose 
and say that on the 21st day of December, 1921, a copy of the attached notice of 
meeting, properly enclosed and directed and with postage prepaid, was by him 
mailed to each stockholder of record of said corporation at his address as shown 
by the books of the Company. 

Henry H. LINDEN 
Sworn to and subscribed before me 
the day and year aforesaid. 


Joun H. ANDERSON, 


{ NOTARIAL \ Notary Public for 
SEAL f County of New York, 
No. 16 


The best evidence of notice by publication is furnished by 
complete copies of the papers in which the notice appeared. 
When these are supplied, no certification as to publication of the 
notice is usually required. If, however, the notice is clipped 
from the paper and so preserved, an affidavit is sometimes con- 
sidered desirable. The larger city papers, on request, furnish 
affidavits of publication for notices appearing in their columns. 


Form 223. Affidavit to Publication of Notice 


SraTE oF NEw YORK ne 
County oF NEw YORK 


On this 3rd day of January, 1922, before me personally appeared Henry 18h 
Linden, Secretary of the Atlantic Machine Works, who being duly sworn, did 
depose and say that the annexed notice was published in the New York Times on the 
2ond and 29th days of December, 1921. 

Henry H. LiInDEN 
Sworn to and subscribed before me 
the day and year aforesaid. 
(Notarial acknowledgment as in Form 222.) 


In the following form of certified resolution the resolution 
appears on the upper part of the sheet followed by the certifica- 
tion, the general arrangement being the same as in Form 229. 
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Form 224. Certified Resolution Designating Bank ' 


(Resolution here.) 


I, Sherman H. Rogers, Secretary of the Allis Drug Company, do hereby 
certify that the foregoing isa full and true transcript of a resolution duly adopted 
at a regular meeting of the Board of Directors of the said Company held in the 
City of New York on the roth day of November, 1921, as it appears on the minutes 
of said meeting, and I do further certify that Charles Allis is the duly elected 
President of said Company, and Jasper T. Huntington is its duly elected Treasurer, 

In Witness WHEREOF, I have hereunto affixed my official signature 
and the corporate seal of said Company, this 25th day of 
November, 1921. 
SHERMAN H. ROGERS, 
{ CORPORATE | Secretary 
SEAS an 


The following certification is employed in connection with the 
resolution given in Form 145. 


Form 225. Certification of Resolution Designating Bank 


I, John H. Farwell, Assistant Secretary of the Standard Milling Company, do 
hereby certify that the foregoing resolution was duly adopted at a regular meeting 
of the Board of Directors of said Company held on Tuesday, February 7, 1922, in 
the office of the Company, 225 Fifth Avenue, New York, all as shown by the minutes 
of said meeting, and that the transcript of Section 3, Article VII, of the By-laws of 
said Company appearing in the preamble of said resolution is a true and accurate 
transcript thereof from the duly adopted By-laws of the Company, and I do further 
certify that Henry F. Farrand is the duly elected Treasurer of said Company and 
Howard C. Malcolm is its duly elected President. 

Witness my official signature and the corporate seal of said Company, 
this 18th day of February, 1922. 
Joun H. FarweEtt, 
{ CORPORATE \ Assistant Secretary 
SEAL 


If the bank requires certified signatures of the signing officials, 
these signatures might be written on the same sheet between the 
resolution and certification, and the following phrase be added 
to the certification: ‘‘and that the signatures above written are 
respectively the signatures of the said Henry F. Farrand and 
Howard C. Malcolm.” 


1 See Forms 144-146, 


—oe 
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A different form of certification employed in connection with 
the resolution of Form 146 is as follows: 


Form 226. Certification of Resolution 
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The undersigned, Secretary of the American Textile Company, does hereby 
certify that the foregoing resolution was duly adopted on the roth day of January, 
1922, at a meeting of the Board of Directors of said Company regularly called and 
duly constituted and at which a quorum was present. 

Witness my hand and the seal of said corporation this 12th day of 
January, 1922. 
ALFRED DiLWoRTH, 
{ CORPORATE \ Secretary 
SEAL 
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I, Horace B. Elkins, Secretary of the Ellwood Creamery Company, hereby 
certify that at a regular and duly constituted meeting of the Board of Directors of 
said Company held in the City of Albany on the rst day of March, 1922, Henry 
Howells was elected Treasurer of said Company to fill the vacancy in said office 
caused by the death of J. J. McAllen, and that the said Henry Howells is now the 
duly qualified and authorized Treasurer of the said Ellwood Creamery Company, 

Witness my hand and the seal of the Company this roth day of March, 
1922. 
Horace B. ELKINS, 
{ CORPORATE Secretary 
SEAL 


Form 228. Certificate of Election of Officers 


I, Emory Hardin, Secretary of the Dyett-King Leather Company, do hereby 
certify that the Directors of said Company being duly assembled in lawful meeting 
in the office of the Company, No. 75 Dey St., New York City, on the oth day of 
March, 1922, and a quorum being present, did then and there elect Frederick 
Myers, President, and Walter C. Jackson, Treasurer of said corporation, to serve 
for the ensuing year and until the due election and qualification of their successors, 
and that said Frederick Myers and Walter C, Jackson are now duly and fully 
qualified and empowered to act for said corporation in their respective official 
capacities. 

In Testimony Wuereor, [ have hereunto affixed my official signature and 
the corporate seal of said Company this 15th day of March, 1922. 
Emory Harpin, 
CORPORATE \ Secretary 
SEAL 
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The foregoing certificate of the election of corporate officials 
-may be used when greater formality is desired. 
Forms for certifications of transcripts of various kinds are 


given below. 

Tn the transaction of corporate business transcripts from the 
by-laws are frequently required. When the matter is of any 
considerable importance these transcripts must be certified. 


Form 229. Certification of Transcript from By-Laws 


CONSOLIDATED CRACKER COMPANY 
TRANSCRIPT FROM By-Laws 


“ARTICLE TV—OFFICERS 
“Sec. 2. The President 


“The President when present shall preside at all meetings of the stockholders 
and of the Board of Directors; shall sign all certificates of stock; shall sign or 
countersign as may be necessary all such bills, notes, checks, drafts, and other 
instruments as may pertain to the ordinary course of the Company’s business; and 
shall sign when duly authorized thereto all contracts, orders, deeds, licenses, and 
other instruments of a special nature. 

“He may also in the absence or disability of the Treasurer, indorse checks, 
drafts, and other negotiable instruments for deposit or collection, and shall with the 
Secretary sign the minutes of all meetings over which he presides.” 


I, James T. Howard, Secretary of the Consolidated Cracker Company, do 
hereby certify that the above is a true and correct copy of Section 2, Article IV of 
the duly adopted by-laws of this Company, and in testimony thereof I have here- 
unto affixed my official signature and the seal of the Company, in the City of 
Brooklyn, on this 21st day of March, 1922. 

James T. Howarp, 
{ CORPORATE \ Secretary 

SHAT |) 


Form 230. Certification of By-Laws as a Whole 


I, the undersigned, Secretary of the General Auto Supply Company, do hereby 
certify that the foregoing is a true and complete copy of the By-laws of said corpora- 
tion, including all amendments, and as the same are in force, at the date hereof. 

In Witness WHEREOF, I have hereunto subscribed my name and affixed 
the seal of said corporation, this 2nd day of March, 1922. 


Witiiam H. SANForD, 


CORPORATE Secretary 
SEAL 
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The following is a convenient form when the transcript from 
the minutes of either stockholders’ or directors’ meetings must 
be certified. 


Form 231. Certification of Transcript from Minutes 


WESTON MANUFACTURING CORPORATION 


TRANSCRIPT FROM MINUTES OF 
REGULAR MEETING OF DIRECTORS 
Held February 15, 1922 


(Transcript from minutes appears here.) 


I, the undersigned, Secretary of the Weston Manufacturing Corporation, do 
hereby certify that the above and foregoing is a true and accurate transcript from 
the minutes of a regular meeting of the Board of Directors of said Company held in 
the office of the Company on the 15th day of February, 1922, and recorded on 
pages 85 to 87 of the Minute Book of said Company. 

Witness my hand and seal of the Company this 14th day of April, 1922. 


Horace Potter, 
CORPORATE Secretary 
SEAL 


The president occasionally joins with the secretary in the 
certification of any specially important transcript. In such case 
the certificate is changed as follows: 


Form 232. Certification of Minutes—President and Secretary 


We, the undersigned, President and Secretary respectively of the Weston 
Manufacturing Corporation, do hereby certify that the above and foregoing is a 
true and accurate transcript from the minutes of a regular meeting of the Board of 
Directors of said Company held in the office of the Company on the 15th day of 
February,1922, and recorded on pages 85 to 87 of the Minute Book of said Company. 

In Witness WuHEREOF, we have hereunto affixed our official signatures 
and the seal of the Company in the City of New York on this 14th day 
of April, 1922. 
Henry J. RANDALL, 
CORPORATE President 
{ SEAL \ Horace Potter, 
Secretary 
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Affidavits take the place of the secretary’s certificate when 
corporate records or transcripts therefrom are required for use in 
legal proceedings. 


Form 233. Secretary’s Affidavit to Minutes 


STATE OF NEW YorK | 
County oF New York f 


On this 14th day of April, 1922, before me personally appeared Horace Potter, 
who being duly sworn, did depose and say that he is the Secretary of the Weston 
Manufacturing Corporation; that he was present at the regular meeting of the 
Directors of that Company held on the 15th day of February, 1922, that he recorded 
the proceedings of said meeting in the Minute Book of the corporation, and that the 
above and foregoing is a true and currect transcript from the minutes so recorded. 


Horace POTTER 


SS.2 


Sworn to and subscribed before me 
on the day and yearabove stated. 


(Notarial signature and seal.) 


SSaenth do ~ Skee keke oa at CL Ae oe Ea Se et ~ Se ek a a 5 ee 


Notarial exemplifications of certified transcripts from the 
corporate records are sometimes required, as follows: 


Form 234. Notarial Exemplification of Minutes 


STATE OF NEW YorK aie 
County oF NEw York 


Personally appeared before me this 14th day of April, 1922, Horace Potter, 
to me well known, and acknowledged that he signed the foregoing certification of a 
transcript from the minutes of the Weston Manufacturing Corporation, and affixed 
the seal of said Company thereto as Secretary of the said Company for the purposes 
therein set forth, and I have personzily examined the minutes of said Company 
under date of February 15, 1922, and certify that the foregoing transcript is 
correctly transcribed therefrom. 


Morris MANNING, 


NOTARIAL ? Notary Public for 
SEAL County of New York, 
No. 765 


Term expires December 1, 1922. 


Form 235. Treasurer’s Affidavit to Corporate Statement 


STATE OF NEW YorK age 
County or New Yor«K 7 


On this 29th day of March, 1922, personally appeared before me, a Notary 
Public in and for the County of New York, Walter L. Hood, Treasurer of the Hood 
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Scale Company, who, being duly sworn, did depose and say that he has tull charge 
and control of the books and accounts of the said Company; that the above and 
foregoing statement is taken from said books and accounts; that it is a true and 
accurate transcript therefrom, and that to the best of his knowledge and belief it is 
. just and correct presentation of the financial condition of said Company on this 
ate. 
Wattrr L. Hoop 
Sworn to before me the 
day and year aforesaid. 


James H. STEELE, 


NOTARIAL , Notary Public for 
SEAL f[ New York County, 
No. 994 


Term expires Feb. 15, 1923. 


The treasurer’s certifications to matters relating to the 

corporation’s finances are usually in the form of affidavits. The 

affidavit should follow the statement on the same sheet or on the 
last sheet if the statement extends over several pages. 

When a corporate acknowledgment is taken, the notary 
should not be an officer or stockholder of the corporation. The 
form of acknowledgment is usually regulated by statute and 
therefore varies in almost every state. The following form of 
corporate acknowledgment is that prescribed by the statutes of 
New York. 


Form 236. Notarial Acknowledgment—New York 


State or NEw YORK ree 
County or NEw YoRK 


On this 16th day of March in the year 1922, before me personally came John 
J. Kerry, to me known, who, being by me duly sworn, did depose and say that he 
resided in the City of New York; that he is the President of the Kerry Machine 
Works, the corporation described in and which executed the above instrument, 
that he knew the seal of said corporation; that the seal affixed to said instrument 
was such corporate seal; that it was so affixed by order of the Board of Directors of 
said corporation, and that he signed his name thereto by like order. 

Joun J. KERRY 

Sworn to before me the 

day and year aforesaid. 


(Notarial signature and seal.) 


CHAPTER XXII 


POWERS OF ATTORNEY, CONTRACTS, AND 
ASSIGNMENTS 


POWERS OF ATTORNEY 


The execution of a power of attorney varies according to the 
powers conveyed and the ccnditions under which it is given. 
The instrument which follows does not require acknowledgment 
if the parties signing the power of attorney are known to the 
corporate officials. If this is not the case a notarial acknowl- 
edgment is usually required. 


Form 237. Power of Attorney—To Receive Dividends 


POWER OF ATTORNEY 


I, the undersigned, do hereby constitute and appoint George H. Williams of 
New York City, my true and lawful attorney, for me and in my place and stead to 
receive any and all dividends now due or which may hereafter become due on the 
Fifty Shares of Preferred Stock 0: the Howard Bank Note Company now standing 
in my name on the books of said Company, and to receipt for the same, and to do 
all other things that may be necessary to enable him to receive my said dividends; 
and I hereby ratify and confirm all that my said attorney may properly do by virtue 
of the authority herein conferred. 


In Witness WueEreor, I have hereunto affixed my signature and seal 
this 7th day of January, 1922. 


GrEoRGE H. LANE easel 
Witnessed by: 


Howarp LANSING 


A corporate power of attorney differs from the ordinary form 
only in those details directly incident to its corporate origin. It 
should either be accompanied by a certified copy of the resolution 
which authorizes it, or otherwise be acknowledged. 
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Form 238. Power of Attorney—To Collect Money 


PowER oF ATTORNEY 


Know Att MEN By THESE PRESENTS: 


That the Tucson Cattle Company, a corporatlon duly organized under the 
laws of Arizona, does hereby make, constitute, and appoint Howard H. McComb 
of the State of New York, its true and lawful attorney, for it and in its name, place, 
and stead to collect and receive from the New York Drovers’ Association of New 
York City the sum of Three Thousand Dollars ($3,000) with interest thereon at the 
rate of Six Per Cent (6%) per annum from the ist day of January, 1922, said 
amount being due and payable to the Tucson Cattle Company for and on account 
of cattle shipped the said New York Drovers’ Association during the month of 
December, 1921, and the said Howard H. McComb is hereby fully authorized and 
empowered for and on account of the said Tucson Cattle Company and in its name, 
to collect, receive, and receipt for the said Three Thousand Dollars ($3,000), and 
the interest thereon as aforesaid, in whole or in part, but without prejudice to any 
portion thereof unpaid, and to incur and pay on behalf of the said Tucson Cattle 
Company all reasonable expenses incident to the collection of said amount, includ- 
ing all proper costs of any suit or other legal proceedings necessary thereto, and 
generally to do all such other things in connection therewith as may be necessary 
and proper in the premises. 


In Wrrness WaER«or, the said Tucson Cattle Company has caused its 
corporate name to be signed hereunto by its President and its 
corporate seal to be affixed and attested by its Secretary, all being 
done in the City of Tucson, Arizona, on this the and day of March, 


1922. 
CORPORATE | Tucson CATTLE COMPANY, 
ChAT Wi ; By Grorcre M. PRIcE, 


President 
Attest seal: 
Witson M. Burney,” » 
Secretary 


The foregoing power of attorney would usually be ac- 
knowledged in order to give it greater weight and more ready 
recognition. 


Form 239. Power of Attorney—To Deliver Deed 


PowER OF ATTORNEY 


Know Att MEN By THESE PRESENTS: 
That the Albany Flouring Mills, a corporation duly organized under the laws 


of the State of New York, and having its principal office and place of business in 
Albany, New York, has made, constituted, and appointed and by these presents 
does make, constitute, and appoint, George H. McCall of Philadelphia, Pennsyl- 


vania, its true and lawful attorney, for it and in its name and stead, to deliver to the 
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Adams Foundation Company of Philadelphia, Pennsylvania, a certain deed duly 
executed by the said Albany Flouring Mills and transferring to the said Adams 
Foundation Company the property therein described at Nos. 1534, 1536, and 1538 
West Side Avenue, Philadelphia, and to receive payment for the property trans- 
ferred by said deed; and the said George H. McCall is hereby fully authorized and 
empowered for and on behalf of this Company to make good and valid delivery of 
the said deed and to receive from the said Adams Foundation Company the sum of 
Nineteen Thousand, Two Hundred and Fifty Dollars ($19,250) in cash, payment 
for the property transferred by said deed, and to receipt for said payment, and to 
do all such other things as may be necessary and proper in the premises. 

In Witness Wuereor, the said Albany Flouring Mills has caused its 
corporate seal to be affixed hereunto by its Secretary and its name to 
be subscribed hereto by its President, all being done in the City of 
Albany, and State of New York, on this first day of February, 1922. 

{ CORPORATE \ ALBANY FLouRING MILts, 
SEAL f By Jesse H. BLANCHARD, 
President 
Attest seal: 
JuLIAN Hurnpon, 
Secretary 


(Acknowledgment) 


The power of attorney which follows authorizes the sale of 
land and the execution and delivery of the deeds, and therefore 
requires the same formal execution asa deed. Without this it is 
ineffective. The form of execution must comply with the law 
of the state in which the land is located. 


PoWER oF ATTORNEY 


Know ALL Men By THESE PRESENTS: 


That the Berwell Investment Company, a corporation duly organized and 
existing under and by virtue of the laws of the State of New York, and having its 
office and principal place of business at No. 30 Broad Street, in the City of New 
York, has made, constituted, and appointed, and by these presents does make, 
constitute, and appoint, Horace M. Maxwell of Houston, Texas, its true and 
lawful attorney, for it and in its name, place, and stead to bond, grant, bargain, sell, 
contract, lease, exchange, give options on, sell timber from, sell or lease oil, coal or 
other mineral rights in or on, or handle or dispose of in such other way as may by 
him be deemed advantageous and advisable, and for such considerations and on 
such terms as he may approve, and in whole or in part, that certain tract or parcel 
of land, owned by said Berwell Investment Company, in Brazos County, Texas 
consisting of the east half of the league of land known as the J. J. Oliver League and 
containing Two Thousand Two Hundred and Fourteen (2,214) Acres, more or less 
said land being part of the Headright granted to J. J. Oliver by the Mexican 
Government and surveyed by the County Surveyor in 1838, and conveyed to the 
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Berwell Investment Company by deed from the said J. J. Oliver, dated July 1, 1856, 
and recorded in the office of the County Clerk of Brazos County, D. B. 15, page 225; 
and the said Berwell Investment Company grants to its said attorney full power 
and authority to collect and receive for said Company all rents, royalties, and other 
considerations or payments derived from the said property in any way; and for the 
said Berwell Investment Company and in its name and stead, either alone or 
jointly with others, as may be requisite and necessary, to make, execute, acknowl- 
edge, and deliver good and sufficient deeds, conveyances, option contracts or leases 
for the said property, or for any parts thereof, or for any rights therein or thereon, 
giving and granting its said attorney full power and authority to do and perform 
any and every act and thing whatsoever requisite and necessary to be done in the 
premises, the said Company hereby ratifying and confirming all that its said 
attorney shall lawfully do or cause to be done by virtue of this present indenture. 
In Witness WHERE, the said Berwell Investment Company has caused 
its corporate name to be signed by its President and its corporate seal 
to be affixed by its Secretary, all being done in the City of New York 

on this the 18th day of January, 1922. 


CORPORATE \ RWELL INVESTMENT COMPANY, 
SEAL —J By James WARREN, 
President 


Attest seal: 
WILuis BAKER, 
Secretary 


(Acknowledgment) 


This instrument is sweeping, giving the agent practically 
every power over the lands covered by the power of attorney, 
that the company has itself. The acknowledgment must in this 
case follow the Texas form. 

When a power of attorney is given for some special act, it 
expires automatically as soon as that act is performed. When, 
however, it is desired to terminate the powers prior thereto, or 
where the power is a continuing one, a formal revocation is 
necessary. Notice of this revocation should be sent to the parties 
directly interested, and, in case of a general power of attorney, 
should also be published. 


Know Att MEN BY THESE PRESENTS: 


That the Berwell Investment Company, @ corporation duly organized and 
existing under and by virtue of the laws of the State of New York, and having its 


16010 CORPORATE FORMS Bk. IV- 


office and principal place of business at No. 30 Broad Street in the City of New 
York, has for good cause and consideration revoked, recalled, annulled, and made 
void, and by these presents does revoke, recall, annul, and make void a certain 
power of attorney given under the corporate signature and seal on the 18th day of 
January, 1922, to Horace M. Maxwell of Houston, Texas, and authorizing and 
empowering him to handle for and in behalf of this Company the east half of the 
league of land in Brazos County, Texas, known as the J. J. Oliver League, and 
the said Berwell Investment Company does hereby withdraw, deny, and cancel any 
and all powers and authorities whatsoever therein expressed and conveyed. 


In WitNEsS WHEREOF, the said Berwell Investment Company has caused 
its corporate signature and seal to be hereunto affixed by its President 
and Secretary in the City of New York on this 29th day of March, 


1922. 
CORPORATE BERWELL INVESTMENT COMPANY, 
{ SEAL S By JAMES WARREN, 
President 
WIituts BAKER, 
Secretary 


CoRPORATE CONTRACTS AND ASSIGNMENTS 


Corporate contracts differ in nowise from contracts between 
individuals, save in the verbiage necessary to adapt them to the 
corporate form. The forms which follow are included to illus- 
trate this adaptation. 


Form 242. Corporate Contract 


CONTRACT 


An AGREEMENT, made and entered into this 25th day of June, A. D, 1922 
by and between the Atlas Lithographing Company, a corporation duly organized 
under the laws of the State of Maine and having its usual place of business in 
Boston, Massachusetts, party of the first part, and the Selby Lithographing Com- 
pany, a corporation organized under the laws of the State of New York, and having 
its principal office and place of business at No. 265 Center Street, in the City of 
New York, party of the second part. 

__ For and in consideration of the sum of One Dollar and of other valuable con- 
siderations passing between the parties hereto, the receipt whereof is hereby 
respectively acknowledged, it is agreed as follows: 

1. That the said party of the first part shall employ one John H. Bernard of 
Boston, Massachusetts, for account of both the parties hereunto, to work upon and 
perfect as far as may be, a certain improvement in lithography known as the “Silver 
Plate Process,” said process being now the joint property of the said parties to this 
present agreement. 
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2. That said party of the first part shall pay the said John H. Bernard a salary 
not exceeding Three Hundred Dollars ($300) a month, and shall also furnish such 
materials, supplies, and assistance as the said John H. Bernard may reasonably 
require in the progress of his work. 

3. That at the end of each quarter said party of the first part shall render a 
statement of the expenses incurred by reason of the employment of the said John 
H. Bernard for the perfection of the said Silver Plate Process, and said party of the 
second part shall within ten days of the receipt of said statement remit one-half 
thereof to the said party of the first part. 

4. That all improvements in said Silver Plate Process or in connection there- 
with that may be made or discovered by the said John H. Bernard, shall be the 
joint and equal property of the two parties to this present agreement, and patents 
therefor shall be taken out in the names of the said parties of this present agreement 
and at their joint expense. 

5. That said employment of said John H. Bernard shall continue for one year 
from date, unless sooner terminated by mutual agreement or by circumstances 
beyond the control of the parties hereto. 


In Witness WHEREOr, the said parties of the first and second parts have 
caused their respective corporate signatures and seals to be hereunto 
affixed by their duly authorized officers, all being done in the City, 
County, and State of New York on the day and year first above 


written. 
ArLAs LiTHOGRAPHING COMPANY, 
CORPORATE By Howarp BREVoORT, 
SEAL S President 


Attest seal: 
WILuis JOHNSON, 


Secretary 
SeLBy LrTHOGRAPHING COMPANY, 
{ CORPORATE \ By Jonn H. CAsweELt, | 
onscst. | Vice-President 


Attest seal: 
FRANK H. PARSONS, 
Secretary 


This agreement might or might not be acknowledged, at the 
discretion of the parties. The contract as executed is legally 
sufficient. ‘The only advantage to be gained by an acknowledg- 
ment is the greater ease of proving the authenticity and due 
execution of the instrument in case of litigation. 


Form 243. Corporate Bill of Sale 


BILL OF SALE 


Know Att MEN BY THESE PRESENTS: 


That the Standard Laundry Machine Company, a corporation duly organized 
under the laws of the State of New York, with its principal office and place of 
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business at No. 50 Dey St., in the City of New York, in consideration of the sum o 
One Thousand Dollars ($1,000) to it paid by the Barton Laundry Company of — 
No. 71 East 21st Street, New York City, the receipt whereof is hereby acknowl- 
edged, does hereby sell, transfer, and assign to the said Barton Laundry Company 
the following goods and chattels, viz.: 

All of the laundry machinery, tools, and apparatus of every kind now in the 
premises at No. 365 West 1gth St., formerly occupied by the Union Laundry 
Company, all as set forth and specified in the annexed schedule; to have and to holy 
all and singular the said goods and chattels to the said Barton Laundry Compand, 
its successors and assigns to their own use and behoof forever, and the said Standard 
Laundry Machine Company does hereby covenant with the said grantee that the 
said Standard Laundry Machine Company is the lawful owner of said goods and 
chattels; that they are free from all liens; that it has good right to sell the same as 
aforesaid; and that it will warrant and defend the same against the lawful claims 
and demands of all persons. 

In Witness WuHeEREoF, the said Standard Laundry Machine Company 
has caused its corporate name to be signed hereunto by its President, 
and its corporate seal to be affixed and duly attested by its Secretary, 
said corporate seal being affixed both to these presents and to the 
schedule hereunto annexed, all being done in the City of New York, 
on this roth day of May, 1922. 


(Signature and attested seal.) 


The inventory or schedule of the goods conveyed by this bill 
of sale should be attached to it, and, in accordance with the 
provisions of the conveyance, be identified by the duly attested 
seal of the company. 


Form 244. Assignment of Contract 


ASSIGNMENT 


Know Att MEN By THESE PRESENTS: 


That for and in consideration of the payment by the Connecticut Valley Paper 
Mills, a corporation organized under the laws of the State of Connecticut and having 
its principal office and place of business at 525 Main Street, New Haven, Connec- 
ticut, of Twenty-five Thousand, Seven Hundred and Forty-Five Dollars ($25,745) 
to the Holden Chemical Company, a corporation duly organized under the laws of- 
the State of New York, and having its principal office and place of business at 152 
Warren Street, New York City, the receipt of which payment is by the last-named 
corporation hereby acknowledged, said Holden Chemical Company does hereby 
assign, transfer, and convey to the said Connecticut Valley Paper Mills, all and 
singular, its right, title, and interest of every kind in and to a certain contract (copy 
of which is hereunto annexed and made part of this present instrument) entered 
into on the 31st day of July, 1921, between Martin S. Coleman of Brooklyn, New 
York, and the said Holden Chemical Company, said contract vesting in the said 
last-named company, its successors and assigns, under the conditions set forth in 
said contract, the exclusive right to acquire and use all the inventions and processes 
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that may hereafter be made, discovered, or devised by the said Coleman for the 
manufacture of paper or to be used in connection therewith, said contract being 
conveyed to and accepted by the said Connecticut Valley Paper Mills with all its 
rights, privileges, and obligations as herein set forth and as hereunto held by the 
said Holden Chemical Company. 


In Witness WHEREOF, the said Holden Chemical Company has hereunto 
caused its corporate name and seal to be affixed by its President and 
Secretary, all being done in the City, County, and State of New York, 
on this 28th day of January, 1922. 


{ ea Horpen CHEMICAL CoMPANY, 
SEAL By James HoLpEN, 
President 
HAROLD SHELDON, 
Secretary 


Cn adewannanenuaneccennpena ness -snaamassawennee—eerrwel Ken ece = = - = 


Acknowledgment is not essential to this assignment but is 
advisable. The instrument as given does not relieve the assign- 
ing company from liability under the assigned contract. To 
secure this, a specific release from the other party to the assigned 
contract is essential. A simple form of such release to follow, or 
be attached to, the assignment is as follows: ; 


Form 245. Assent to Assignment of Contract 


I, Martin S. Coleman of Brooklyn, New York, party of the first part to a 
certain contract entered into on the 31st day of July, 1921, with the Holden 
Chemical Company of New York City, do for good and valuable considerations, the 
receipt of which is hereby acknowledged, consent and agree to the transfer of said 
contract to the Connecticut Valley Paper Mills as set forth in the foregoing assign- 
ment, and to the substitution of the said Connecticut Valley Paper Mills for the 
Holden Chemical Company in said contract, and do hereby release, relieve, and 
discharge the said Holden Chemical Company from any claim, liability, or other 
obligation for, on account of, or by reason of said contract. 


Witness my hand and seal this 28th day of January, 1922. 
Martin S. COLEMAN hey ea 


The assignment of contract which follows is informal but 
sufficient where the whole transaction is well understood. In 
practice it is usually indorsed on the back of the contract to be 
assigned, or, with the word ‘‘within” changed to “above and 
foregoing,” is placed on the last page of the contract. 
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Form 246. Assignment of Contract—By Indorsement 


For and in consideration of One Dollar and of other sufficient considerations, 
the receipt of all which is hereby acknowledged, the Sterling Power Company does 
hereby sell, assign, and transfer to the Cohoes Light and Power Company the 
within contract with all the rights, privileges, obligations, and undertakings thereof 
as therein set forth. 

In Witness WuEREoF, the signature and the attested seal of the said 
Sterling Power Company are hereunto affixed by its duly authorized 
officers this 16th day of May, 1922. 


CORPORATE \ STERLING POWER CoMPANY, 
SEAL if By MILLER STERLING, 
President 


Attest seal: 
HENRY WELLING, 
Secretary 


The patent assignment which follows is in general accord with 
the forms approved by the Patent Office. 


Form 247. Assignment of Patent—Individual to Corporation 


ASSIGNMENT OF PATENT 


Wuereas, I, Alan Hudson, of Newburgh, County of Orange, State of New 
York, did obtain letters patent of the United States for an improvement in Car 
Couplings, which letters patent are numbered 605,948, and bear date the 6th day 
of November in the year 1921; and 


WueEreas, I am now the sole owner of said patent, and of all rights under the 
same; and 


Wuereas, The Montauk Car Coupler Company, a corporation duly organized 
under the laws of the State of New Jersey, and having its principal office and place 
of business at No. 15 Exchange Place, Jersey City, New Jersey, is desirous of 
acquiring the entire interest in the same together with all claims for profits and 
damages arising from past infringements thereof, and the right to sue for and recover 
in its own name on all claims for such infringements: 


Now, THEREFORE, To all whom it may concern, be it known, that for and in 
consideration of the issue to my order by the said Montauk Car Coupler Company 
of its entire capital stock, excepting Ten (10) Shares heretofore issued to the 
incorporators of said Company, the receipt of which aforesaid stock, of the face 
value of Ninety-nine Thousand Dollars ($99,000), is hereby acknowledged, I, the 
said Alan Hudson, have sold, assigned, and transferred, and by these presents do 
sell, assign, and transfer, unto the said Montauk Car Coupler Company, the whole 
right, title, and interest for the United States, its colonies, and dependencies, in 
and to the said improvement in car couplings, and in and to the letters patent 
therefor aforesaid; and to the inventions covered thereby, together with all claims 
for profits and damages arising from past infringements of the said letters patent, 
and the right to sue and recover, in its own name, on all claims for such infringe- 
ments; said letters patent and all the connected rights as herein set forth to be held 
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and enjoyed by the said Montauk Car Coupling Company for its own use and 
behoof, and for the uses and behoof of its legal representatives, successors, and 
assigns, to the end of the term for which said letters patent are or may be granted, 
as fully and entirely as the same would have been held and enjoyed by me had 
this assignment and sale not been made. 
In Testimony WHEREOF, I have hereunto set my hand and affixed my 
seal at Newburgh, County of Orange, State of New York, this 4th 
day of May, 1922. 
ALAN HuDSON in. S.J 
Tn presence of: 
Jacos EL1is 
Henprick N. ENSLow 


An assignment of patent does not, under the rules of the 
Patent Office, require notarial acknowledgment, but as an 
acknowledgment, as already stated, is prima facie evidence of the 
due execution of the instrument, it is usually affixed. 


CHAPTER XXIII 
BONDS OF INDEMNITY 


The treasurer’s bond is the formal undertaking of parties 
named therein and by whom the bond is signed, that in event 
of loss arising from specified acts, failures, or omissions on the 
part of the treasurer, they will make good the loss up to the 
amount of the bond. Formerly bonds of this nature were almost 
invariably signed by the treasurer and his friends. Of recent 
years, however, surety company bonds have largely superseded 
these personal bonds. 

The following is a common form of treasurer’s personal bond. 


Form 248. Treasurer’s Bond—Personal 


TREASURER’S BOND 


Know Att MEN By THESE PRESENTS: 


That we, Robert A. Bruce of New York City, as principal, and William H. 
Cain of Newark, New Jersey, and H. B. McMillan of Brooklyn, New York, as 
sureties, are held and firmly bound unto the Sterling Transportation Company, a 
corporation duly organized under the laws of the State of New York, in the sum 
of Ten Thousand Dollars ($10,000), to the payment of which to the said corpora- 
tion, its successors, or assigns, we do by these presents jointly and severally bind 
ourselves, our heirs, executors, and administrators. 

Signed and sealed this 15th day of March, 1922. 

The condition of the above obligation is that: 


Wuereas, The said Robert A. Bruce has been elected Treasurer of the said 
Sterling Transportation Company for the period of one year from the roth day of 
March, 1922, and may hereafter be re-elected to or continue in such office for a 
further period: ' 

Now, THEREFORE, If the said Robert A. Bruce shall hereafter in all respects 
fully, faithfully, and honestly perform and discharge the duties of said office so 
long as he shall continue therein, both during the term for which he has been elected 
and during such further time as he may continue therein, whether by re-election 
or otherwise, and shall when properly so required, fully and faithfully account 
to the said corporation, its successors, or assigns, for all moneys, goods, and prop- 
erties whatsoever, for or with which the said Robert A. Bruce may in anywise be 
accountable or beholden to the said corporation, and if at the expiration of his 
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term of office, or prior thereto in the event of his death, resignation, or removal 
from office, all books, papers, vouchers, money, and other property of whatever 
kind placed in his custody as Treasurer of said corporation, shall be forthwith 
restored to the said corporation, its successors, or assigns, then this obligation shall 
be void, but otherwise to remain in full force and effect. 


Rosert A. BRUCE beth] 
WirAM H. Carn {L. s.] 
H. B. McMILLan {x. s.] 


Signed, sealed and delivered 
in the presence of: 


JouN J. BARR 
W. H. CARPENTER 


The treasurer’s bond must be given under seal, and, while 
not legally necessary, personal bonds are usually acknowledged. 

Personal bonds are, as a rule, sweeping in their nature, cover- 
ing any and all losses arising through any errors, misdeeds, or 
omissions of the treasurer. When, however, a surety company 
enters the bonding field, the guaranties are reduced to the lowest 
possible terms—usually to losses arising through the personal 
dishonesty of the employee amounting to “larceny or embezzle- 
ment.” The forms for these bonds are furnished by the surety 
companies and vary according to the company and the condi- 
tions. The general form employed is too lengthy for reproduc- 
tion in the present volume. 

When a stock certificate is lost or destroyed, a bond of in- 
demnity is usually required before the corporate authorities will 
undertake to replace the lost stock certificate.! 


Form 249. Indemnity Bond for Lost Stock Certificate 


InpEemnitTY BOND 


Know Att MEN By THESE PRESENTS: 

That we, John R. McAllister of Yonkers, New York, as principal, and Charles 
Foster and Henry H. Clark, both also of Yonkers, New York, as sureties, are held 
and firmly bound unto the Sterling Transportation Company, a corporation duly 
organized under the laws of the State of New York, in the sum of Five Thousand 


1 See Book I, § 265, for discussion of lost stock certificates. 
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Dollars ($5,000), to the payment of which to the said corporation, its successors 
or assigns, we do by these presents jointly and severally bind ourselves, our heirs, 
executors and administrators. 

Signed and sealed this 18th day of May, 1922. 

The condition of the foregoing obligation is that: 

WHEREAS, The said John R. McAllister is the owner of record, as shown by 
the stock book of the corporation, of Forty (40) Shares of the Common Capital 
Stock of the said Sterling Transportation Company, each of the par value of One 
Hundred Dollars ($100), the ownership of said stock being further evidenced by 
Certificate No. 375 issued in the name of the said John R. McAllister on the r5th 
day of August, 1921; and 

Wuereas, The said John R. McAllister has made application to the Board 
of Directors of the Sterling Transportation Company for the issue in his name of a 
new certificate for the said Forty (40) Shares of stock of the said Company, alleging 
that original Certificate No. 375 is lost, stolen, or destroyed and that its present 
whereabouts and condition are unknown to him; and 


WuerEas, By due and formal resolution of the said Board of Directors, said 
application has been granted and a new certificate for said Forty (40) Shares of the 
stock of the said Sterling Transportation Company has this day been issued to the 
said John R. McAllister: 

Now, THEREFORE, If the said John R. McAllister, his heirs, executors, and 
administrators, or any of them, do and shall at all times hereafter, save, defend, 
and indemnify the said Sterling Transportation Company, its legal successors or 
assigns, of, from and against all demands, claims, or causes of action arising from or 
on account of the loss of said Certificate No. 375 for Forty (40) Shares of the Com- 
mon Capital Stock of said Company and the issue of said new certificate in place 
thereof, and of, and from, all costs, damages, and expenses that shall or may arise 
because of said reissue, and shall also deliver or cause to be delivered up to the said 
Sterling Transportation Company for cancellation the said missing Certificate 
No. 375 whenever and so soon as the same shall be found or recovered, or come 
into his possession, then this obligation shall be void; otherwise to remain in full 
force and effect. 


Joon R. McALuisTER [L. s.] 
CHARLES FOSTER fet st] 
Henry H. CLARK [L. s.] 
Signed, sealed and delivered 
in the presence of: 
Dante T. Barrp 
Joun K. STONE 


Part IV—Forms Relating to Bond Issues 


CHAPTER XXIV 
BOND ISSUES—THE BOND 


The formalities of a bond issue are usually regulated by the 
statutes of the particular state in which the corporation is organ- 
ized. Thus in New York an issue of bonds requires (1) a stock- 
holders’ resolution or written consent; (2) a certificate of the 
corporate officials that the stockholders’ consent has been given; 
and (3) a directors’ resolution reciting the facts, authorizing the 
officers to proceed in the matter, and providing for the details _ 
of the transaction. The matter is one to be undertaken only by 
a skilled lawyer. 

In some states the mere resolution of the board of directors 
is sufficient to authorize a bond issue. In a large number of 
states the assent of a prescribed majority of the stockholders is 
arequisite. Asa matter of prudence and good business, a proper, 
stockholders’ authorization is always desirable regardless of the 
statutory requirements existing in the particular state. 

The more important instruments involved in an issue of 
corporate bonds are the bond itself, which is comparatively 
simple in form, and the mortgage or deed of trust, which is 
lengthy and complex. 

The corporate bond in its usual form is a promissory note, 
differing from the ordinary corporate note only in its formality, 
its more complete statement of the conditions under which it 
is issued, its formal execution, and in its being one of a series of 
like obligations equally secured by the same collateral or, if 
unsecured, of the same rank. 

1619 
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There is practically no difference as to form between a bond 
and the short-term note so frequently issued by corporations of 
the present day, save as to the length of time for which the obliga- 
tion runs. The short-term note, as its name indicates, is usually 
given for a short period—one to five years—while the bond 
usually extends over a much longer period, ranging from five to 
one hundred years or more. 

Interest on bonds is usually represented and provided for 
by means of coupons, which are in effect also promissory notes, 
payable to bearer, each calling for the payment of one instal- 
ment of interest on the bonds. This interest when due is pay- 
able only on surrender of the proper coupon and, in the absence 
of some good reason otherwise, such as notice that the particular 
coupon has been stolen, is payable to anyone who presents the 
coupon. 

Interest on bonds is usually payable semiannually and each 
of the coupons of a coupon bond calls for the exact amount of one 
of the semiannual interest payments on that bond. Thus, a 
bond running ten years with interest payable semiannually, 
will have attached to it twenty coupons. Each coupon bears 
the same number as its bond for purposes of general identifica- 
tion, but also has a serial number and date or some other specific 
statement indicating the order in which it comes due and the 
particular interest payment for which it calls. 

Coupon bonds are usually made payable to bearer, and owner- 
ship passes by delivery. When it is desired that bonds shall not 
pass by mere delivery, they are registered, i.e., issued in the 
name of some particular person as is a certificate of stock, the 
bond thereafter transferable only on the books of the company. 

Coupon bonds are sometimes registered as to principal, but 
the coupons are still made payable to bearer. The interest then 
is paid to anyone who presents the coupon, but the principal 
when due is paid only to the person in whose name the bond 
stands on the books of the company. 

Bonds without coupons are always registered, and are trans- 
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ferred only by assignment; interest is payable to the registered 
owner alone, and is usually paid by check sent out to these 
zegistered owners. 

Coupon bonds payable to bearer and registered bonds with- 
out coupons are often issued under the same deed of trust. 
Usually when this is done, the two classes of bonds are made 
interchangeable, i.e., the holder of a coupon bond may atany time 
exchange it for a registered bond, or vice versa. The advantage 
of the unregistered coupon bond is found in the readiness with 
which it may be transferred. The advantage of a registered 
bond lies in the difficulty of its negotiation in case the bond is 
lost or stolen. 

The bond register is a book of record in which are entered 
the data relating to bond issues, showing for each bond, its 
number, date, names of the parties to whom issued, any transfers, 
and the due dates and amounts of. interest payments. The 
coupon register is, as its name indicates, a book in which coupons, 
clipped and presented for payment, are, after cancellation, 
pasted in convenient form for subsequent reference. 

The following form is that of a coupon bond, the ownership 
passing by mere delivery. It may, however, be registered at the 
option of the owner, though this registration does not affect 
the coupons. These pass by delivery alone and are payable to 
bearer regardless of whether the bond be registered or transfer- 
able by delivery. 


Form 250. Coupon Bond 


Unrrep STATES OF AMERICA 
SratEe or NEw YORK 
No. 375 $500.00 
MAXWELL COMPRESSOR COMPANY 


First Mortgage Seven Per Cent Gold Bonds 


Know Aut Men sy Turse Presents, That the Maxwell Compressor Com- 
pany, a corporation organized under the laws of the State of New York, for value 
teceived, hereby promises to pay to the bearer hereof, or if this bond is registered, 
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to the registered holder thereof, at the office of the Securities Trust Company of the 
City of New York, on the first day of December, nineteen hundred and fifty-one, in 
gold coin of the United States of America, of the present standard of weight and 
fineness, or its equivalent, the sum of Five Hundred Dollars, without deduction 
from either such principal or interest for or on account of any United States, State, 
municipal, or other tax or taxes which the Maxwell Compressor Company, its 
successors or assigns, may be required to pay or deduct therefrom, and the Maxwell 
Compressor Company hereby covenants and agrees to pay all such tax or taxes, 
and in the meantime to pay interest upon the said sum of Five Hundred Dollars 
from and after the first day of December, nineteen hundred and twenty-one, at 
the rate of Seven Per Cent per annum, payable in like gold coin, or its equivalent, 
at the same place, semiannually, on the first days of June and December in each 
year, beginning with the first day of June, 1922, on presentation and surrender of 
the coupons hereto attached as each of them becomes due. 

This bond is one of a series of One Thousand (1,000) bonds of the same tenor 
and date, aggregating Five Hundred Thousand Dollars ($500,000), numbered 
consecutively from one to one thousand, both inclusive, for the sum of Five Hun- 
dred Dollars ($500) each, all of which bonds are secured equally by a deed of trust, 
which is a first mortgage upon the properties of the Maxwell Compressor Com- 
pany, executed and delivered by the said Maxwell Compressor Company to the 
said Securities Trust Company, as Trustee, granting and conveying in trust and 
mortgaging as security for the payment of the principal of said bonds at maturity, 
at par, and the interest on said bonds, payable semiannually at the rate aforesaid, 
all the real estate and other property of the said Maxwell Compressor Company 
mentioned and described in said deed of trust, with full power to use and sell the 
same in the event of default in payment of the bonds or coupons, or any of them, and 
apply the proceeds to the payment of same as in said deed of trust provided. This 
bond is issued, received, and held subject to all and singular the terms and condi- 
tions contained in the deed of trust aforesaid. 


This bond is further secured by a sinking fund, which shall consist of and be 
maintained by the payment to the said Securities Trust Company by the Maxwell 
Compressor Company on the first day of December, 1926, and on each succeeding 
first day of December thereafter, until the redemption of all the bonds issued under 
said deed of trust, of Twenty-Five Dollars for each Thousand Dollars of bonds 
then issued and outstanding, such moneys so paid to be used in the purchase of 
outstanding bonds at the lowest price at which they may be had, not exceeding 
however, One Hundred and Ten Per Centum of the face of said bonds plus accrued 
interest, and if bonds cannot be so purchased, such moneys shall be used in the 
redemption of the bonds outstanding, as hereinafter provided. 


This bond shall not become obligatory until the certificate indorsed hereon shall 
be signed by the Trustee, and when so authenticated by the signature of the trustee 
the title to said bond shall pass by delivery, unless said bond is registered, and if 
registered, the title thereto shall pass only by transfer on the books of said Trust 
Company, and no transfer except upon said books shall be valid unless the last 
transfer shall have been to bearer, which shall restore transferability by delivery. 

This bond is redeemable, at the option of the Maxwell Compressor Company 
on any interest day at any time after the first day of December, 1926, at One Hun- 
dred and Ten Per Cent of its face value, plus accrued interest, provided that thirty 
days’ notice of such redemption shall be given the holder thereof by notice pub- 


lished once a week for four consecutive weeks prior to such redemption, i 7S- 
paper published in New York City. “4 PHO, Inka Mews 


In Witness Wuereor, the said Maxwell Compressor. Company hath 
caused these presents to be signed by its President, and its corporate 
seal, duly attested by its Secretary, to be hereunto affixed, and hath 
hereunto affixed coupons with the name of its Treasurer engraved 
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thereon, and hath caused this bond to be dated the first day of 
December, A. D., one thousand, nine hundred and twenty-one. 


ee MAXWELL CoMPRESSOR COMPANY, 
SEAL J By Howarp M. MAXWELL, 
President 
Attest: 
FRANK PAULSON, 
Secretary 


The coupon form which follows is as it appears attached to 
the preceding bond. 


Form 250a. Coupon 


MAXWELL COMPRESSOR COMPANY 


will pay to the bearer at the office of the Securities Trust Company of the City of 
New York the sum of Seventeen Dollars and Fifty Cents ($17.50), in United 
States Gold Coin, or its equivalent, on the first day of June, 1922, being six months’ 
interest on its First Mortgage Seven Per Cent Gold Bond No. 375. 
Wittram H. Powers, 
Treasurer 


The following trustee’s certificate is as it appears upon the 
bond shown in Form 250. 4 


Form 251. Trustee’s Certificate 


The Securities Trust Company of the City of New York hereby certifies that 
the within Bond is one of the series of Bonds described in the Deed of Trust therein 
mentioned. 

Securities TRusT COMPANY OF THE 
City or New York, 


New York City, Trustee 
January 5, 1922 By Matcotm McDona1p, 
President 


The debenture bond, as stated elsewhere,! is merely an unse- 
cured promise of a corporation to pay. The following is a very 
simple form of such bond. The bond calls for payment in gold 
and is also redeemable on any interest date before maturity at 
the option of the company. 


1 See § 512; also Book II, §§$ 92-04. 
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Form 252. Debenture Bond : 


Number 20 $500 
ENGEL CHEMICAL CORPORATION 


Eicut PER Cent Gotp Bonp 


The Engel Chemical Corporation, a corporation duly incorporated and existing 
under and by virtue of the laws of the State of New York, doing business in the 
City of New York, doth hereby promise and agree to pay to the bearer the sum of 
Five Hundred Dollars ($500) in gold coin of the United States of America of the 
present standard of weight and fineness, at the office of the Company on the sixth 
day of October, 1924, with interest thereon from the sixth day of October, 1921, 
at the rate of eight per cent (8%) per annum, without any deduction from principal 
or interest for any tax or taxes which the Company may be required to pay or to 
retain therefrom by reason of any present or future laws of the United States or of 
the State of New York, as well as the normal income tax which the Company may 
be required to pay under any present or future law of the United States or the 
State of New York, the said Company hereby promising and agreeing to assume 
and to pay all such taxes. 

This bond is one of a series of twenty bonds each in the sum of Five Hundred 
Dollars numbered from (1) to (20) both inclusive and (200) bonds each in the sum 
of $100 numbered from (21) to (221) both inclusive and all of like date, tenor and 
effect, and is subject and subordinate to payment of the Company’s business 
creditors and is issued subject to the conditions set forth in a resolution of the 
Board of Directors of the Company, authorizing the issuance hereof. 

This bond is redeemable on the sixth day of October in any year before matur- 
ity at the option of the said Company at par for each $100 of the face value of each 
bond, and all the accrued interest thereon in accordance with the conditions 
mentioned in said resolution. 

This bond shall pass by delivery or by transfer on the books of the Company, 

Iy Witness WHEREOF, said Engel Chemical Corporation has caused these 
presents to be signed by its President, and sealed with its common or 
corporate seal duly attested by its Secretary pursuant to a resolution 
of its duly authorized Board of Directors, this sixth day of October, 


192i. 

ENGEL CHEMICAL CORPORATION, 
if ee By Henry W. ENGEL, 
se President 
Attest: 


FRANK W. HENDERSON, 
Secretary 


Sl —— eee 


CHAPTER XXV 
BOND ISSUES—THE DEED OF TRUST 


The following deed of trust, while drawn in compliance with 
the requirements of the New York statutes, may be readily 
adapted for use in any other state. 


Form 253. Deed of Trust 


en oh bee ea ta a a mm a eoweee 


DreEp or TRUST 


Tris INDENTURE, made and entered into this 12th day of November, one 
thousand nine hundred and twenty-one, by and between the Maxwell Compressor 
Company, a corporation duly organized and existing under the laws of the State of 
New York, having its office at No. 170 Broadway, New York City, hereinafter 
called the Compressor Company, party of the first part, and the Securities Trust 
Company of the City of New York, a corporation duly organized and existing under 
the laws of the State of New York, having its principal office at No. 98 Wall Street, 
New York City, as Trustee, hereinafter called the Trustee, party of second part; 
Witnesseth: 

Wurreas, The Board of Directors of the said Compressor Company has, by 
the authority and with the consent of the stockholders thereof legally given, duly 
resolved to borrow Five Hundred Thousand Dollars ($500,000) for the lawful 
business purposes of the said Company, and for that purpose to execute and issue 
its First Mortgage Seven Per Cent Thirty-Year Gold Bonds of the par value of 
Five Hundred Dollars ($500) each, dated the first day of December, 1921, and 
payable on the first day of December, 1951, in gold coin of the United States of, or 
equivalent to, the present standard of weight and fineness, said bonds to bear 
interest at the rate of Seven Per Cent per annum, payable in like gold coin, semi- 
annually, on the first days of June and December in each year, from the first day of 
December, 1921, until the payment of the principal amount thereof; the payment of 
the principal and interest of said bonds to be secured by a mortgage or deed of trust 
that shall be a first mortgage on the entire property of the said Compressor Com- 
pany as hereinafter described, said deed of trust to be in substantially the form of 
this indenture; and 

Wuereas, The bonds so to be issued are to be in substantially the form follow- 
ing, viz.: 

(See Form 250.) 

Anp WHEREAS, There are to be attached to each of the said bonds, at the time 
of the issue thereof, coupons representing the semiannual instalments of interest 
which are to become due thereon, each of which coupons is to be substantially of 
the following tenor, the proper coupon number, date of payment, amount of the 
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bond and its number, and the engraved facsimile signature of the Treasurer of the 
Compressor Company, having been inserted in the respective blanks therefor, to wit: 


(See Form 251.) 


Anp WHEREAS, On each of said bonds there is to be indorsed a certificate of the 
Trustee or its successor appointed hereunder, of the following tenor: 


(See Form 252.) 


Now, THEREFORE, The said Compressor Company, in consideration of the 
premises and of the sum of one dollar to it in hand paid by the said Trustee, the 
receipt whereof is hereby acknowledged, and in order to secure the due payment of 
the principal and interest of the bonds to be issued hereunder, and to insure the 
faithful performance of the covenants and agreements herein contained, hath 
granted, bargained, sold; aliened, assigned, conveyed, transferred, and set over, 
and by these presents doth grant, bargain, sell, alien, assign, convey, transfer, and 
set over unto the said Trustee, its successors and assigns; 

All of the following described property and franchises of the Company, to wit: 


(Specific description of the property morigaged.) 


To Have AND To Hoxtp all and singular the said property, with all real estate, 
buildings, fixtures, articles, and property of every kind, belonging to or pertaining 
to the same, unto the said Trustee, its successors and assigns forever; 

In Trust NEVERTHELESS, for the equal pro rata benefit and security of any 
and all persons and parties who may be or become the owners or lawful holders of 
any oi the bonds to-be issued hereunder and secured hereby, irrespective of date or 
priority of issue, without any discrimination, preference, or priority of any one bond 
over another or others, by reason of priority in time of issue, or sale, or negotiation — 
thereof, or otherwise, and to secure the due payment of each of the said bonds 
together with the interest thereon, and for the uses and purposes and upon the 
terms and conditions hereinafter declared and expressed; and 


Ir Is HerEBy ExpRESSLY COVENANTED AND AGREED by and between the 
parties hereto, that all such bonds are to be issued, negotiated, and received, and 
that the said property and franchises mortgaged are to be held by the Trustee upon 
and subject to the following further trusts, uses, conditions, and covenants, that is 
to say: 


First—The bonds to be issued hereunder shall be executed on behalf of the 
Compressor Company by its proper officers and shall be delivered to the Trustee 
for certification, and said Trustee shall certify and deliver said bonds so certified 
upon the order of the Board of Directors of the Compressor Company. An order 
in due form, purporting to be such order for delivery of said bonds and believed by 
the Trustee to be genuine, shall be conclusive authority and full protection to the 
Trustee for the certification and delivery of said bonds. 

Only such bonds as shall bear thereon indorsed the Trustee’s certificate, duly 
executed, shall be secured by this indenture, or entitled to any lien, right, or benefit 
thereunder, and such certificate of the Trustee upon any such bond executed by the 
Compressor Company shall be conclusive evidence that the bond so certified has 
been duly issued thereunder, and that the holder is entitled to the benefit of the 
trust hereby created. 

Before certifying or delivering any bond, all coupons thereon then matured 
shall be cut off, canceled, and delivered to the Compressor Company. 


a | 


Second—aAll bonds secured hereunder may be registered in the name of the 
holder, when so requested by such holder, upon bond transfer books which the 
Compressor Company shall maintain and keep for such purpose at the office of the 
Trustee in the City of New York as long as any of the said bonds shall remain out- 
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standing. After such registration such bonds shall be transferable only upon such 
transfer books, by the registered owner or his lawful attorney, and any such transfer 
shall be noted on the bonds by the indorsement of the Transfer Agent hereinafter 
appointed. After registration of any bond, the principal thereof shall be payable 
only to the registered owner, but the coupons shall be payable to the bearer upon 
presentation and surrender thereof, and shall be negotiable by delivery as if such 
bond was not registered. 

Any registered bond may at any time be transferred by the registered owner 
thereof, upon said transfer books to bearer, and such transfer shall be noted upon 
said bond, and the said bond shall thereupon be negotiable by delivery as if it had 
never been registered, and each of said bonds shall continue subject to successive 
registrations and transfers to bearer at the option of the holder thereof. 

For the purpose of registering and transferring said bonds as above set forth, 
the Securities Trust Company of the City of New York is hereby appointed and 
constituted Transfer Agent of the said Compressor Company. 


Third—Until default shall be made by the Compressor Company, its successors 
or assigns, in the payment of the principal or interest of the bonds hereby secured, 
or any of them, or in the performance of any of the covenants, agreements, and 
provisions on its part to be kept and performed, as herein set forth, the Compressor 
Company, its successors and assigns, shall be permitted to possess, manage, use, and 
occupy the premises affected hereby, with all their appurtenances and belongings in 
all respects as fully as if this indenture had not been made. 


Fourth—If the Compressor Company shall well and truly pay to the holders 
thereof the principal of the bonds secured hereunder and the interest moneys 
becoming due thereon respectively at the time and in the manner specified in the 
said bonds and coupons thereto annexed, and shall keep and perform all the 
covenants, agreements, and stipulations on its part in said bonds or in this agree- 
ment contained, then these presents and the trust hereby created shall cease and 
determine, and the said Trustee shall in such event release and discharge this 
mortgage and the property and premises encumbered thereby The Trustee may 
also execute such release and discharge upon production by the Compressor Com- 
pany or its assigns of all the bonds issued hereunder, together with the coupons 
thereto belonging, canceled or for cancellation, and the Trustee shall not be under 
any liability or obligation to inquire into the holding of said bonds by the Com- 


pressor Company or its successors OF assigns. 


Fifth—The said Compressor Company, while it shall be in possession of the 
mortgaged premises, and while there shall be no existing default in respect of the 
payment of the principal or interest of any of the said bonds of the Compressor 
Company, or in the performance of any of the covenants herem, may, with the 
consent in writing of the Trustee, sell any portion of the premises heretofore granted. 
If, in the opinion of the Board of Directors of the Compressor Company, such sale 
or change shall be expedient, said opinion shall be expressed in a resolution of the 
said Board, and the Trustee may upon delivery to it of a copy of the resolution of 
the Board of Directors to that effect release from the lien and operation of this 
indenture any part of the premises hereby mortgaged, provided that the purchase 
money from such sale or sales shall be paid to the said Trustee for application to the 
discharge of the bonds and coupons hereunder issued, as set forth in Section Iif- 
teenth, or to be set aside to be applied by the Compressor Company in payment for 
other real or personal property, or in betterments of, or additions to, some part of 
the premises mortgaged hereby, and until so applied shall be held by the Trustee. 
Any new property so acquired by the Compressor Company shall ipso facto become 
and be subject to the lien of this indenture as fully as if specifically mortgaged or 
pledged hereby, but if requested by the Trustee the Compressor Company shall 
execute special instruments of incumbrance upon such properties. 
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Sixth—The Compressor Company covenants and agrees that it shall and will 
promptly pay the interest and the principal of the bonds hereby secured, at the 
time and in the manner specified in said bonds and the coupons thereto attached, 
without deduction from either such principal or interest for or on account of any 
United States, State, municipal, or other tax or taxes which the Compressor 
Company, its successors or assigns, may be required to pay or deduct therefrom, 
and the Compressor Company hereby covenants and agrees to pay all such tax or 
taxes. 

The Compressor Company further covenants and agrees that it shall and will, 
from time to time, promptly pay and discharge, or cause to be paid and discharged, 
all taxes, rates, levies, or assessments and charges, ordinary and extraordinary, 
levied or imposed upon the premises and properties mortgaged to the Trustee to 
secure the payment of the bonds issued hereunder, whereby the lien of this inden- 
ture might or could be impaired, until the bonds so secured hereunder, with all the 
interest accrued thereon, shall have been fully paid and satisfied. 

The Compressor Company further covenants and agrees that it will not create 
nor suffer any mechanic’s, laborer’s, or other similar liens to be created upon the 
premises and property mortgaged to secure the bonds issued hereunder, whereby a 
lien might be created that might or could be held prior or equal to the lien of this 
indenture, so that the same shall not fall into arrears and so that the priority of this 
indenture given to secure said bonds shall be preserved. 


Seventh—A sinking fund shall be created for the redemption of the bonds issued 
hereunder. It shall consist of and be maintained by the payment to the Trustee 
by the Compressor Company on the first day of December, 1926, and on each 
succeeding first day of December, thereafter until the redemption of all the bonds 
issued hereunder, of Twenty-five Dollars ($25) for each Thousand Dollars of bonds 
then issued and outstanding, such moneys so paid to be used in the purchase of 
outstanding bonds at the lowest price at which they may be had, not exceeding, 
however, One Hundred and Ten Per Centum (110%) of the face value of said 
bonds, plus accrued interest, and if bonds cannot be so purchased, such money shall 
be used in redemption of bonds outstanding as provided and set forth in Section 
Fifteenth of this present indenture. 


Eighth—The Compressor Company covenants and agrees that this deed of 
trust delivered to the Trustee shall be a first mortgage upon the premises and 
property affected thereby, that the same shall be duly executed and recorded in 
the proper office of registry in the County of New York where the said premises are 
situated, and that the Compressor Company will execute and deliver such further 
deeds, transfers, pledges, and assurances as the Trustee, under the advice of counsel 
learned in the law, shall reasonably require for the better accomplishing of the 
purposes and provisions of this indenture. 


Ninth—The Compressor Company covenants and agrees that all buildings, 
structures, and machinery situated upon the properties affected by this mortgage 
given to secure the bonds issued hereunder, shall be kept insured during the entire 
term of this indenture to the amount of insurance on such properties usually allowed 
by insurance companies, against loss or damage by fire, and against loss or damage 
from boiler explosions, and that the said Compressor Company shall and will pay 
all premiums upon all policies for such insurance. All such policies shall be made 
payable to the Trustee, and shall be deposited with it for the benefit and protection 
of the bondholders should any loss occur from fire or from boiler explosion during 
the term of this indenture. Any payments of insurance made under such policies 
may be applied directly by the Trustee to the repairing or replacement of the 
property damaged or destroyed, or it may authorize the Compressor Company to 
contract for such repairs or replacements, and pay part or all of the cost thereof 
from said insurance moneys. The Trustee may in its discretion employ such 
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insurance moneys in the purchase or redemption of outstanding bonds as set forth 
in Section Fifteenth, instead of expending the same for repairs or replacement of 
property damaged or destroyed. 


Tenth—The Compressor Company covenants and agrees that it shall and will 
at all times keep the buildings, structures, and appurtenances thereto, or any 
replacement or replacements thereof, in good order and repair, provided, however, 
that in the event of total destruction of any building, the Compressor Company 
may, with the consent of the Trustee, add to the insurance moneys received thereon 
by the Trustee sufficient cash payments to release the special property upon which 
such building was situated, under the terms set forth in Section Fifth, whereupon 
the Trustee shall release the said property and the Compressor Company may 
dispose of the same at its discretion. 


Eleventh—The Compressor Company covenants and agrees that when and as 
the coupons attached to the bonds issued hereunder are paid, the coupons shall be 
canceled, and that no purchase or sale of the said coupons or advance or loan upon 
the same, made on behalf of, or at the request of, or with the privity of the said 
Compressor Company, and no redemption of the said coupons, or ally of them, 
by any guarantor of the payment of the same, shall be taken, or operate, as keeping 
the said coupons alive or in force under this indenture as against the holders of the 
bonds secured hereunder and of the coupons annexed thereto. 


Twelfth—In case default shall be made in the payment of interest on any of the 
bonds issued hereunder, and such default shall continue for a period of six months 
after demand, or in case default shall be made in the performance of any other 
covenant or condition hereby required to be kept or performed by the Compressor 
Company, and the same shall continue for a period of six months after demand made 
for such performance, the Trustee may, and, upon the written request of the 
majority in amount of the holders of the bonds then outstanding, shall by written 
notice to the Compressor Company, declare the principal of all the bonds hereby 
secured, then outstanding, to be due, and the same shall thereupon become im- 
mediately due and payable. , 


Thirteenth—In case default shall be made in the payments of the principal or 
interest of any of the said bonds when the same is due and payable according to the 
tenor thereof, or if default shall be made in the performance of any other covenant 
or condition, hereby required to be kept or performed by the Compressor Company, 
and any such default in payment or performance shall continue for a period of six 
months after demand by the Trustee, then and in every such case the Trustee, or its 
successors in the Trust, may by its attorneys and agents enter into and upon all 
and singular the premises hereby conveyed, and each and every part thereof, and 
operate and conduct the business of the said Compressor Company in all respects 
as the said Compressor Company might do in possession of the same; and may 
collect and receive all rents, income, revenue, and profit to be derived therefrom, 
and after deducting all proper and necessary outlays and expenses as well as a just 
compensation for its own services and for the services of such attorneys, agents, and 
assistants as it may, in its discretion, employ for any of the purposes aforesaid, 
said Trustee shall apply the rest and residue of the moneys received by it pro rata 
to the payment of the interest due upon such of said bonds as shall then be out- 
standing. In any such case if payment of all interest and any principal due shall 
be made in full and no suit to foreclose this mortgage shall have been begun or sale 
made, the said Trustee shall restore the possession of the premises so entered, to 
the Compressor Company without prejudice to similar entry later in case of similar 
default. 


Fourteenth—In case default shall be made in the payment of the principal or 
interest of the said bonds, when the same is due and payable according to the tenor 
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thereof, or if default shall be made in the performance of any other covenant or 
condition hereby required to be kept or performed by the Compressor Company, 
and any such default in payment or performance shall continue for the period of 
six months after demand, the Trustee may, and upon written request of the holders 
of a majority in amount of the registered bonds then outstanding, being first in- 
demnified by them to its satisfaction, shall sell or foreclose upon, according to the 
proceedings by law prescribed in this state, all or any portion of the property held 
by it under this indenture, and such proceedings of sale or foreclosure shall be a 
perpetual bar both at law and in equity against the Compressor Company and 
against all persons claiming by, from, or under it. After deducting from the pro- 
ceeds of such sale or foreclosure, the proper allowance for all expenses thereof, 
including attorney’s and counsel fees, and all other expenses or advances which 
may have been made or incurred by said Trustee in respect of the said property 
or the appurtenances hereto, and all payments which may have been made by it 
for taxes or assessments, or in satisfaction of charges and liens, prior to the lien 
of the mortgages and deeds of trust to the Trustee thereon, or for insurance, as 
well as reasonable compensation for its own services, the Trustee shall apply the 
proceeds to the payments of such bonds and the coupons thereon as may be at 
the time unpaid, without giving preference or priority to one bond over another, 
but ratably to the aggregate amount of such unpaid principal and accrued and 
unpaid interest, and if any surplus remain after the payment in full of the principal 
and interest of ‘said bonds, then the Trustee shall transfer and pay over such 
surplus to the Compressor. Company. 


Fifteenth—It is covenanted and agreed between the parties hereto and any 
future holders of the bonds that the said bonds are redeemable, at the option of the 
party of the first part, on any interest day after the first day of December, 1922, 
at One Hundred and Ten Per Cent (110%) of their face plus accrued interest, 
provided that thirty days’ notice of such redemption shall be given the holders 
thereof, by notice published once a week for four consecutive weeks prior to such 
redemption, in a newspaper in New York City. If said bonds are registered, then a 
copy of the said notices shall be sent to the post office address of the parties in 
whose names said bonds are registered. 

Whenever it is desired to redeem any of said bonds, the Board of Directors of 
the Compressor Company shall pass a resolution setting forth the amount of bonds 
(at their par value) desired to be redeemed. The President of the Compressor 
Company shall thereupon draw by lot the numbers of the bonds to be redeemed, 
and he shall thereupon certify that such bonds were drawn for redemption, which 
certificate shall be entered upon the minutes of the Compressor Company, and a 
duplicate copy shall be delivered to the Trustee. Said bonds having been so drawn 
for redemption shall become due and payable on the succeeding interest payment 
date, provided that the date of first publication and the date of mailing notice to 
registered holders of bonds hereinbefore provided for shall have been not less than 
thirty days prior to such interest payment date, and the said bonds shall from such 
interest payment date, cease to draw interest, and the said Compressor Company 
may, upon the deposit of the proper amount with the Trustee, be privileged to 
consider said bonds as paid and canceled. 


Sixteenth—The Trustee may resign the trust hereby created upon giving 
sixty days’ notice in writing to the Compressor Company. In case of the resigna- 
tion of the Trustee, or of its dissolution, or insolvency, or removal for cause as 
Trustee hereunder, it shall be the duty of the Compressor Company to call a meeting 
of the bondholders by printed notice, published in two of the public newspapers of 
New York City, once a week for three consecutive weeks next preceding such 
meeting, calling such meeting to be held in the said City of New York, and by 
mailing notice of the same to each of the registered bondholders not less than ten 
days before the date of such meeting At the time and place specified in such 
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notice, the holders of said bonds, in such meeting assembled, shall organize and 
proceed to elect a suitable corporation to act as Trustee under this agreement, and a 
majority in amount of such bonds legally represented at such meeting shall be 
competent to elect such new Trustee, and the corporation so elected shall im- 
mediately upon election and on its acceptance in writing of such trust become vested 
with all the estate, trusts, rights, powers, and duties of the present Trustee herein, 
and shall be entitled to receive from the present Trustee or its legal representatives 
all moneys, mortgages, and assurances appertaining or relating to this trust and 
the due execution thereof. 


Seventeenth—It is covenanted and agreed by the parties hereto, and all the 
holders of bonds hereunder, as conditions precedent to the acceptance of the said 
trust by the said Trustee, or any successor thereto, as follows: 

The Trustee shall not be answerable for any act, default, neglect, or mis- 
conduct of any of its agents or employees, by it appointed or employed, in connec- 
tion with the execution of any of the said trusts, nor in any other manner answerable 
or accountable, under any circumstances whatsoever, except for bad faith. The 
recitals contained herein, or in the bonds, as to priority of lien, or any other matter 
whatsoever, are made by and on the part of the Compressor Company, and the 
Trustee assumes no responsibility for the correctness of the same. It shall not be 
the duty of the Trustee to file or record at any time this deed of trust or any other 
mortgages or deeds of trust that may be required hereunder, nor to do any other 
act or acts suitable and proper to be done for the creation or continuance of the 
lien or liens thereby intended, nor to effect insurance against fire or explosion, nor to 
renew any policies of insurance, nor to keep itself informed as to the payment of any 
taxes or assessments, nor to require such payments to be made. The Trustee may, 
however, in its discretion, do any or all of these things. Neither shall the Trustee 
be held responsible for the nature or amount of the security mortgaged to it here- 
under. The Trustee shall not be compelled to take any action, as Trustee, under 
this mortgage, unless properly requested and in every respect indemnified to its full 
satisfaction. The Trustee shall be entitled to reasonable compensation for all 
services rendered hereunder or in connection with the trust. This compensation, 
together with any and all necessary and reasonable expenses, charges, counsel fees, 
and other disbursements incurred by the Trustee in the discharge of its duties, as 
such, shall be paid by the Compressor Company, or out of the trust estate upon 
which they are hereby made a lien, prior to that of the bonds issued hereunder. 
The Trustee shall be protected in acting upon any notice, consent, request, certifi- 
cate, bond, or other paper or document believed by it to be genuine and for its due 
authentication by certificate of the bonds issued hereunder, and for the custody and 
disposition, as herein provided, of the securities and moneys received by it hereunder. 


Eighteenth—It is covenanted and agreed between the parties hereto that the 
words “Compressor Company” when used in these presents mean the party issuing 
the bonds herein referred to; that the word ‘Trustee’ means the corporation 
charged with the execution of the trust herein, whether the same be the Securities 
Trust Company of the City of New York, or any successor or successors in the trust 
hereby created; that the word “bonds” means the bonds issued hereunder; and the 
words “Trustee,” “bond,” “bondholder,”’ and “holder” shall include the plural as 
well as the singular number and the term “majority” shall signify the majority in 
amount. 


Ninetcenth—It is covenanted and agreed that this indenture may be executed 
in several counterparts, each of which so executed shall be deemed to be an original, 
and such counterparts shall together constitute but one and the same instrument. 


In Witness Wuereor, the Maxwell Compressor Company has caused 
its corporate name to be hereunto subscribed by its President and 
its corporate seal to be affixed and attested by its Secretary, and the 
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Securities Trust Company of the City of New York, in token of its 
acceptance of the trust hereby created, has caused its corporate name 
and seal to be hereunto affixed by its President, and attested by its 
Secretary, on this twelfth day of November, one thousand nine 
hundred and twenty-one. 
MAXWELL ComprRESSOR COMPANY, 
\ By Howarp M. MaxweE tt, 
President 


FRANK PAULSON, 


{ CORPORATE 
SEAL 


Attest: 


Secretary 
SEcuRITIES TRUST COMPANY 
\ OF THE City oF NEw YoRK, 
As Trustee 
By Matcorm McDovcatp, 
President 


FRANK G. CooPER, 


Secretary 


(Notarial acknowledgment by president of each corporation as given in Form 236.) 


It will be understood that the preceding form has, on account 
of space limits, been reduced to its simplest terms. It is, how- 
ever, a good working model and will afford a basis upon which to 
build up a more elaborate instrument when required. 


Part V—Corporate Records, Reports, and Calendar 


CHAPTER XXVI 


MISCELLANEOUS BOOKS AND RECORDS 


In cases where an extensive stock-selling campaign is under- 
taken, a record of the sales and the cost of selling may be advan- 
tageously kept in a subscription journal. Such a campaign 
may be continued for a considerable period and in that case tke 
columns of receipts and of commissions may be footed and 
posted daily or weekly as convenient. The form given below is 
self-explanatory. 

The instalment book is used when an instalment falls due, or 
when a call or assessment is decided upon by the board of 
- directors. As will be seen by reference to the form which 
follows, it contains a list of the subscribers, the number of shares 
subscribed by each, and the amount of the instalment due, 
together with other information relating to the particular instal- 
ment. A new page or sheet is made out for each call or instal- 
ment. Instead of rewriting the names for each of these, the same 
list may be utilized by ruling up the page with groups of columns, 
each group adapted for one instalment; or by the use of long and 
short leaves. Any such arrangement may cause some little 
inconvenience in case subscription rights and instalments are 
transferred, thereby necessitating changes of names. 

The first column of the instalment book indicates the folio of 
the stockholders ledger in which the subscribers’ accounts are 
recorded, payments being posted from the instalment book to 
the credit of the respective accounts. The last column preceding 
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the remarks column indicates the cash book folio to which the 
payments may be carried in total each day, these payments being 
credited to “Capital Stock,’’ ‘“‘Capital Stock Subscribed”’ or 
“Subscribers,” according to the plan of opening entries used. 
Since instalments on subscriptions are not necessarily paid on 
their due date, it is advisable to carry the total of each day’s 
receipts to the cash book, instead of waiting until all are paid. 
It is obvious that an account for “Subscribers”? must be opened 
in the general ledger and charged with the aggregate amount of 
the subscriptions due at that particular date. The same pro- 
cedure is required for each succeeding instalment. 

The instalment book is compiled from the various subscrip- 
tion sheets or individual subscription blanks, and may be either 
a bound or loose-leaf book. Loose sheets serve the purpose 
nicely, since they can afterward be bound together for filing. 

In a large corporation where many transfers are made, a 
transfer register similar to that shown below may be used to 
advantage. Inasmall company where transfers are not numer- 
ous it would not be necessary; and the postings may be made 
from the usual transfer book ! or even from the stock certificate 
book. The object of keeping the transfer register is to have a 
convenient medium through which postings may be made to the 
stock ledger, in which thetransferrerisdebited and the transferee 
is credited. 

It is not usual to have a bound book for the record of divi- 
dends, but loose sheets are used which may be bound together 
later. The sheet should show the names of the stockholders, 
date of dividend, number and amount of check. The form given 
below is for use where the stockholders come to the office in 
person, receive their checks and receipt for payment. Some 
small companies prefer this plan as it keeps the stockholders in 
closer touch with the business. 


1 Form 85. 
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In most corporations the dividend checks are sent out by 
mail. Insuch case the dividend sheet shown in Form 258 will be 
found convenient. The list is usually made up from the stock 
ledger after the dividend is declared and after the transfer books 
have been closed. 

Under this plan the checks are made payable to the order of 
the stockholders and mailed to them. The indorsement on the 
back of the canceled check is considered sufficient evidence of 
payment. 

If in a bond issue the bonds are sold direct by the corporation, 
it must keep a detailed record of sales and for this purpose a bond 
register is necessary. This provides space for the name and 
address of the holder, the number of his bond, the date it was 
acquired, the party to whom transferred, and columns for the 
interest payments. The bonds are usually entered in numerical 
order, and in addition the number of the bond and the name 
of the owner are kept in a card index, from which it is pos- 
sible to trace up the ownership and transfers of any particular 
bond. 

When a registered bond is transferred the procedure is similar 
to the transfer of a stock certificate. The surrendered bond is 
canceled and filed, and the old entry in the bond register is can- 
celed by ruling a red ink line through it as shown on the form 
below. The name and address of the new owner is then recorded 
on the first vacant line on the page, and the record of transfer is 
complete. 

The difference between the footings of the “Amount” columns 
of the bond register and the sum total of all bonds canceled— 
which is obtained by adding together all amounts through which 
the red ink line is drawn—should agree with the balance of the 
Bond account in the general ledger. 

The list of bondholders and transferees may be kept in a book 
or on cards in an ordinary card index. The form given below is 
adapted for either method. One card or one blank is used for 
each bond issued. 
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Form 260. Index of Bondholders 


BONDHOLDER'S ADDRESS TRANSFERRED TO 
ai 


a: 
O r) 
's, J t} 
Street and No. 
269 Wiad Gud aw. 
Transferred From de 


Form 261. Coupon Register 


E 455 
METROPOLITAN INVESTMENT CO. 
BOND REGISTER 


$1,000.00 6% Trust Bonp 


Dated Jan. 1, 1922 Due Jan. 1, 1932 First Coupon due July 1, 1922 


15 10 


Canceled 
Coupon 
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Coupon bonds registered as to principal are entered in the 
bond register, and an alphabetical card index of bondholders is 
provided for each denomination of bonds issued. A coupon 
register is also necessary for the proper record of paid coupons. 

An entire page of the coupon register is required for the record 
of each bond. The number, the amount, and a brief description 
of the bond are entered at the top of the page. As each coupon 
is redeemed, it is pasted on the space bearing its number. A 
glance at the page will, at any time, show what coupons have been 
paid and which are due and unpaid. 


ny 


CHAPTER XXVII 
REPORTS 


Under the laws of most of the states corporations are com- 
pelled to make certain reports to the authorities, mainly for pur- 
poses of taxation. The federal income tax report is shown in 
some detail elsewhere.1 The local forms vary so widely in the 
different states that they cannot be shown in the present volume. 
This chapter is therefore entirely confined to the reports made 
to thestockholders. The forms given are merely suggestive, as 
such reports will necessarily vary—and vary widely—with the 
conditions. 

The usual annual reports submitted to the stockholders are 
those of the president and treasurer. The president’s report is 
intended to give a general review of the company’s operation 
during the preceding year and a statement of its condition at 
the time of the report. It is usually the most important of those 
made to the stockholders at the annual meeting. In many cases 
it is the only formal report made, and then it will include the 
financial statements that would otherwise be given in the report 
of the treasurer. Any matters pertaining to the progress of the 
corporate business are properly brought out in the report of the 
chief executive officer. 

The annual report that is presented below includes a state- 
ment of the company’s financial condition on the date given. 
It is a good typical example of a brief, but nevertheless compre- 
hensive report. It was mailed to all the stockholders of the 
company. 


1 Book III, Ch. XXXVI, ‘Federal Income Tax Returns.” 
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Form 262. President’s Annual Report 


TO THE SHAREHOLDERS OF THE 
STANDARD SANITARY MFG, CO. 
Pittsburgh, Pa., February }, 1922. 

Jn submitting to you herewith the Twenty-Second Annual Report of the Company’s 
business covering the year ending December 31st, 1921, ] am pleased to be able to state that we 
have made substantial progress during the year and that the financial condition of the Company, as 
well as the outlook for the present year, is very promising. The Balance Sheet, Profit and Loss 
Account, and other figures submitted by the Treasurer show that the financial condition of the 
Company is excellent and that we are in every respect equipped to take care of the large volume 
of business we have reason to believe the present year will bring tous. The Financial State- 
ment follows herewith; 


FINANCIAL STATEMENT 


ASSETS 
Purchase of Properties.....22.c0cccccececoecceceesceceeseeeees $6,667,772.79 

Potteries Plants and Equipment.... . 966,426.27 $7,634,199.06 
Store and Warehouse Properties .......20..0..22-.-c----esseeeneceeeesceeeeeneees wee _1,624,701.19 
9,258,900.25 

Cash etn ee ee eee 889,353.22 

Accounts Receivable............ceccccececeeeecAecese------- 5,686,800.10 

Notes Reccivablese te eee 264,767.81 

Insurance Deposits....... a 84,278.23 

Miscellaneous Securities... cece 7,964.00 

6,933,163.36 

Inventories and Goods in Transit................-..-- 7,319,336.20 
Total Current Assets and Inventories 14,252,499.56 
Investment in Standard Sanitary Mfg. Co., Ltd. of Canada 1,358,496.06 
Pension Funds'Invested..6 =< 2. 25. tne a ee eee 265,248.26 
Employees’ Stock Subscription Account... 480,572.76 

Furniture and Fixtures, Machinery, at ccher RS an 
Factories, Trucks and Autos... 369,718.88 
Miscellaneous Items and Deferred Charges to Operations.. 142,706.11 
Patentsrercnn ck canner ee ee ee Nee 1.00 


$26,128,142.88 
[ee 


CAPITAL AND LIABILITIES 
INVESTED CAPITAL 
Common Capital Stock (Issued)......$13,168,800.00 


Preferred Capital Stock (Issued)... 4,532,100.00 17,700,900.00 
Surplus and Reserves.... BE 5 Rae ce tes 5,59} 325.37 
Total Capital, Surplus aiid Ressivest &: $23,292,225.37 
. LIABILITIES AND OPERATING RESERVES 

Accounts Payable... cece $1,563,709.28 
Provision for Federal and State 

Waxesesces howe eo21,764.78 
Preferred Stock Digdend’ payable 

Feb) 5,01922. er eee ee 79,311.75 


Reserve for Contingent Liabilities... __ 671,131.70 2,835,917.51 
$26,128,142.88 
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Quick Assets December 31; 1921, amounted TO] Se eiateatae $14,252,499.56 
Quick Liabilities December 35, 1921, amounted to... RE 2,835,917.53 
Proportion of Quick Assets to Quick Liabilities... $5.02 to $1.00 


NET WORTH 


Book Value of Common Stock per Share, December 31, 1920 $136.52 
Book Value of Common Stock per Share, December 31, 1921 $142.46 
Net Worth of Company, December 31, 1920 -.cccccccceccsccecssseeseee $23 292,225.37 
Common Stock earned in 1921, after deducting Federal 

Tax and Reserves....o..ncec..0.: WE, Se ee tra rations 14.28% 
Common Stock earned in 1920, after deducting Federal 

th axcrandu Reset VES sc08 nc.c oe ete MeO EN, octets 22.74% 

EARNINGS 


Earnings of the Company for the year ending December 
Bhp OZ WET es ccc AL SS Bes, $3,057,016.52, 


Less Amounts set aside, viz: 


To make Contingent Reserve equal 
fee ie ro. ra i ada $150,000.00—$1 39,519.60 
For Pension Fund Reserve........-2-ccc0-cecseeee0 25,000.00 
To make Reserve for Bad Accounts and 
Unadjusted claims equal the sum 
OED 2 Tj OOM OO ses coca cackescuscsetayevie ore es 5,995,85 
Ror. Rederali Taxes: ecco eccnscepcgern ores 503,357.63 


For Preferred Stock Dividends..................... 316,772.75 
For Extra Compensation to Executive 
COMES CER ocx cacceconcaeowcettteesscccnc ate nnoserone 85,812.75 


For Reserve for probable shrinkage of 
Capital Assets, acquired at excessive 


SCOSTIBISICO UNS VO acca cers cpesseg eens 100,000.00 $1,176,458.58 
Amount added to Surplus out of 1921 earnings and appli- 
cable to: Common: Stocks: 2:22.58 o--teinse cesar eae $1,880,557.94 
Dividends paid on Common Stock during the year, 9% $1,111,064.00 
Dividends paid on Preferred Stock during the year, 7% 315,861.00 
Total Cash Dividends paid in 192] ...........:seceeeeter eee $1,426,925.00 
DEPRECIATION 


Total depreciation charges for the year amounted to $466,615.97 as against $365,426.04 
for 1920. These figures do not include the additional reserve set up each year for “Probable 
shrinkage of Capital Assets acquired at excessive cost since 1915” and which amounted to 
$250,000.00 in 1920 and $100.000.00 in 1921. 


SALES 


Volume of sales for the year show a decrease of 23% as compared with the previous 
year. Branch House Sales show a falling off of 31%, while sales of our manufactured product 
were reduced only 12%. Part of this reduction is due to lower values caused by declines in 
prices on nearly everything we manufacture or handle. 
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MANUFACTURING PLANTS 


' bd . + 
We were not able to keep our Plants operating full capacity during the year. This was 
particularly true of our Potteries and Brass Plant. On Enameled Iron Ware the demand was 
better.and we produced about the same tonnage as in the previous year. 


We expended in improvements and extension of our Plants during 192] the sum of 
$1) ,335,723.84. 


The physical condition of our Plants is first class. We have made satisfactory adjust~ 
ments with our labor and we are beginning the new year with all Plants running full time. 


BRANCH HOUSES 


Owing to the general business depression which existed during 192] our Branch House 
business was unsatisfactory. We suffered heavy losses through declines in merchandise in- 
ventories and were not able to reduce overheads in proportion to decrease in volume. Salaries, 
which amounted to one-half of our Branch House Expense, were not reduced at al]. All this 
resulted in Branch House Profits being the smallest in years. 


We expended in Branch House and Warehouse additions during the year the sum of 
$230,614,00 


EMPLOYEES AND PAYROLLS 


Number _ Salaries or Wages Paid 


Plant ett ee eee a eke en eget er ten meee 5044 $7,173,456.65 
General Offices and Sales Offices we 379 783,380.69 
Branch OWS CS: ccc. sce cn ce a a ee 992 1,592,735.85 
6415 $9,549,573.19 

Average per employee] 920 .n.n oon. ececnceceececceecescecceeeeeneeecenetoteneennesoee $1,644.04 

Average periemploy ee 19 2 9 cece ce ecteceneesenenrccitenen ON 1,488.63 


GROUP LIFE INSURANCE 


Employees insured .!2::..ci..ccce ate aa eal Rice acme) 20 bien shashivill 5250 
Total amount'of-all policies carriedky 202 sain: Zante bovesler®. no bine shesiieitl $5,872,950.00 
Number ofideathSachring yeatscan.c.cicociscsesccs ssc AOL ah heieee ween ee te 34 
Amount paid to Beneficiaries........ x $9 SOS S41 
Amount paid to 3 employees ences Disability Clause.. > 2,850.00 
Total premiums paid by Company.....c..cc-cccccecceeeseeeeseeeee . $ 59,972.95 


SHAREHOLDERS 


On November 4th the total-number of Shareholders in the Company, exclusive of Em- 
ployee Shareholders who have subscribed for stock under our plan of February 2Ist, 1921, 
amounted to. 


438 Women and 38 Estates and Trusts owned—84,972 shares out of a total of 171,136 shares. 


It will be seen that practically one-half of the Company’s stock is held by Women, Trusts 
and Estates, showing that Standard Sanitary Manufacturing Company Stock has now become 
an investment security. The officers of the Company appreciate the confidence this implies, 
and are mindful of the responsibility thereby imposed. 
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EMPLOYEE SHAREHOLDERS. 


At the beginning of the year we had 99 Employees, exclusive of the officers of the Company, 
who were Shareholders. 


On February 2!st, 1921, the Company offered to its employees 5000 shares of Common 
Capital Stock and 1000 shares of Preferred Capital Stock under certain favorable conditions. 
On this offer we received subscriptions as follows: 


1538 subscriptions to Common Stock*stotaling = 7 ee ne 6315 shares 
121] subscriptions to Preferred Stock, totaling a3 306 shares 
As some subscribed for both Common and Preferred the total 
number of subscribers amounted tO... -cccceececcceeeseeeeeee 157) 


As the stock was over-subscribed the larger subscriptions were scaled down, and no em- 
ployee received more than 10 shares in the final distribution. 22.26% of our employees subscribed 
to this stock issue, which we consider very favorable. At the end of the year 1295 subscribers 
retain their subscriptions for 4250 shares of Common and 216 shares of Preferred Stock, on which 
they are paying in regular installments $3.00 monthly on each share of stock. 82 employees 
have paid their subscriptions in full. 194 employees have for various reasons cancelled their 
subscriptions. 


The unpaid balances of the employees’ subscriptions on December 3!st,1921 
BENG MEC ASOT =. 5 ree ee ee ee ere Sl RETRO 3 $480,572.76 
The Company now has 1394 employees on its list of Shareholders, 2 of whom are on the 
Pension Roll. 
By interesting our employees as shareholders we hope to accomplish two things: 


First: To give the employee an opportunity to become a partner in our enterprise by 
gradually accumulating a substantial stock interest, and through that sharing in the profits of 
his own labor as well as that of his fellow employees. 


Second: Putting the Company on a safer and firmer basis since we now have 1394 partners 
who have the interests of the Company at heart and will give us their best efforts to promote 
the Company’s welfare. In doing this we are following the tendency of the times and the example 
set by numerous other large industrial concerns. 


CANADIAN COMPANY 


Our Canadian Company reports a falling off both in Sales and Profits for the year. The 
demand for our product has been very light and we have been able to operate the Plant only 
with a reduced force and on part time. The earnings for the year are not taken over on our 
books and therefore not included in our Profit and Loss Statement. 


IN_GENERAL 


While the results of our 192] business were not as good as we expected we feel by com- 
parison with other industries that we have done very well. We earned and paid our regular 
dividends on Preferred and Common Stock, and increased the Surplus Account $1,124,503.90. 


If the Jong looked for revival in building occurs during 1922 we are in position to meet 
the demands that may be made on us and to largely increase the output and sale of “Standard” 
Product.’ 


Respectfully submitted, 


For the Board of Directors, 


Lbiic : hier President. 
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The following extract from the 1922 annual report of the 
United States Steel Corporation shows the detail into which 
annual reports of the larger corporations go on some points. 
This report was submitted to the stockholders of the company 
by the chairman of the board. 


Form 263. Report on Employees and Pay-Rolls 


The average member of employees in the service of all companies during the 
year, and the total salaries and wages paid in comparison with corresponding results 
for the preceding year, were as follows: 


1921 1920 
EMPLOYEES OF— NUMBER NUMBER 
Manufacturing *Propertieser 0) s7re Sarees 133,963 200,991 
Coal and! Coke Properties:'* 22 2s. ee 22,451 25,889 
Tron Ore Properties:4.95:j-.:.04l-ne sereqimiedice seseple 11,183 T1,517 
ranspoutation: PrOpeLiiess « <.4.sipasracscy ieee 20,010 24,643 
Miscellaneous, Propertiesss fo t-te a 4,093 4,305 
Lotal os 2s.) 07 ieee aed oe eee IQI,700 267,345 
Total Salaries and Wages Paid............ $332,887,505 $581,556,925 
Average Earnings per Employee per day during 1921: 
All employees, exclusive of General Administrative 
and«Selling force’ 2% 22) Seas gerticse Sees $5.61 $6.96 
Total employees, including General Administrative 
and Selling force? lo Kaextena? 21 get oiet ste ae $5.73 $7.00 


In many corporations, as stated earlier in the chapter, the 
treasurer makes no independent report, the president’s report 
covering the general affairs and condition of the corporation, 
including its finances, together with any plans for the future. 
Where but one formal report is made to the stockholders and 
this report is made by the president, the treasurer or comptroller 
will of course supply the material for the financial portion of the 
statement. When independent reports are submitted to the 
stockholders by the president and the treasurer, the individuals 
making these reports should work in sufficiently close touch to 
prevent any serious overlapping. 

When the treasurer or comptroller makes an independent 
annual report to the stockholders, he should include in it such 
financial details as the directors deem expedient for the stock- 
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holders to know, or, to express it otherwise, all such financial 
details as will be of interest to the stockholders, and which will 
not by their publication injure the company’s business. 

The treasurer’s report may be informal, merely covering the 
general financial results of the year’s work. Or it may be a 
more or less detailed statement of the company’s financial con- 
dition. Almost always it takes the form of an income statement 
followed by a complete balance sheet. 

The following income statement of the Western Electric 
Company is, as will be noted, issued by the comptroller of the 
company. It appears in connection with the president’s annual 
report, but is not incorporated with that report. It is a highly 
condensed statement, merely showing the figures of greatest 
interest to the stockholders. 


Form 264. Treasurer’s or Comptroller’s Report—Statement of 
Earnings : 
WESTERN ELECTRIC COMPANY, 
INCORPORATED 
Including the owned subsidiaries, 


WESTERN ELECTRIC CoMPANY, INCORPORATED, OF DELAWARE 
WESTERN ELECTRIC CoMPANY, INCORPORATED, OF CALIFORNIA 


EARNINGS FOR TWELVE Montus ENDING DECEMBER 31, 1921 


Sil Se a digits Soe eens 6 OT IA Bete Reon nc oe ame: $189, 764,814 

OCS COME... MOOREA: oo) oes er aha shatate hate) tes stan ast han ene 2,89 2,499 
$192,657,313 

KOs tO VIELCRANCISE rie eons. s618 «ieee rn ainsi au $168, 565,875 

LDS DCTS Sa, oldie Gidlbudle c's er Coc Nene Rone aa air ercyreceonni 12,207,613 

MAKES eet tnAs Pr MEM OE 6 5555.5 5.8.6 ound eiaietetitehale 1,717,488 182,490,976 

Available for Interest and Dividends..............00..000000- $ 10,166,337 


Interest Paid and Amortization of Bond Discount. .$ 5,842,340 
Dividends: On Common Stock, $10.00 per share, 
350,000 shares outstanding...........--++++++- 3,500,000 9,342,340 


Balance carried to Common Stock. ........- 40:0 sees eeeeeees $ 823,997 


R. H. Grecory, 
Comptroller 
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$ 45,569,830 


113,462,503 


465,464 
2,315,471 


17,988,053 
$179,801,417 
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Form 265. Treasurer’s or Comptroller’s Report—Balance Sheet 
BALANCE SHEET DECEMBER 31, 1921 
Assets 
Real Bstate,and Buildings... a0,< qehh obo. 5 ongipeds has $19,354,501 
Machinery and EXqQuipment........6 .qsn004 +04 sate 26, 215,335 
Motel Wlanitic j Aas svacesduare ce eee ee ea ae a ast 
Merchandise 2.05.9 <.tecadies ges taries 4c. Skea en $ 28,978,025 
Gan tek, Bherts Gl, aA Tretia PEER a 13,262,880 
BaetRe Cel Des vr oscs ses. obets neg Sabrent © Beaeoers 779,019 
EL TAGEBACCEPUAN GES cringe vei aeaty iar eere tiie ater 573,474 
Markétable'Securities,). oc). 242 OL SG AS £2 833,26 
A COOUMES JRECELVA DIC. ale oni yas te Uueate OB acacia 39,035,927 
Total CurrentyAsséts 4 dj... xistaseris «deepest. Depenieets OE 
Trustees, Employees’ Bond Purchase Plan........ 0.0...) ..0... 
Sunery In vestmen tse \ sacs. + ail e oa cues eaetthe she en Race rena 
International Western Electric Company, Incorporated, of 
Delawarehath o-tqnos Mh .2irolhorieinoeld . goa eetheeet 
GRAND JE GUAT ctinccle sy ire ciioe ius SSS EY Ne OEE 
Liabilities 


Preferred Stock, 7%, 500,000 Shares Authorized, 
None Issued 
Common Stock, 500,000 Shares Authorized, 350,000 


Shares Issued, No Par Value. :. 0.22 ...00 0.8000. $ 58,773,450 
First) Mortgage Bonds, S109)... mene ous 15,000,000 
Convertible Gold Bonds, 7%, 1925.............--. 28,600,000 

Ro PaleGa italia OUI ES niuaus musa seine nae RI ate ote 
Generalabilis Payable, vv. vo cosas ecicsge cee $29,050,000 
Trade Acceptances and Bills Receivable Discounted. 448,456 
INGCOUTITS BRE VA DLE earn, cgnyc suexeuaie. ci Cel taste. gris 13,580,093 

‘Total Currents ia piltiess, tote haetd yes Stic Gennes 
Reserve for Depreciation on Plant................ $27,924,413 
Reserve for Employees’ Benefit Fund............. 1,600,000 
ReservedonContingencles.. 0.0 wk oe ibis.., Lite 4,810,005 

Total Reserves sc sop ce rae Ce 

GRAND) RODA Ligaen demratiss-ie-scpvnne oat uabeucin by cere. 


R. H. Grecory, 


Comptroller 


$102,373,450 


43,084,549 


34,343,418 


$179,801,417 


——. 
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The foregoing balance sheet is also presented to the stockhold- 
ers of the Western Electric Company by its comptroller, showing 
the assets and liabilities of the company as of December 31, 1921. 

In the larger corporations there are usually one or more 
standing committees appointed from the board of directors, such 
as the executive committee which exercises the general authority 
of the board in the interim between its meetings, and the finance 
committee which has general supervision of the financial affairs 
of the company. ‘The standing committees do not usually report 
to the stockholders, their reports being made to the board of 
directors and the matters under their supervision being usually 
covered by the president’s and the treasurer’s reports respec- 
tively. 

There is no special form for committee reports. A clear 
statement of what they have accomplished, addressed to the 
stockholders or the directors as the case may be, and signed by 
the members of the committee or by the chairman for the com- 
mittee, is all that is required. 


A committee report, unless of considerable length, is usually 
presented and read. If too lengthy to permit of this, and of 
sufficient importance to justify the expense, it is printed for 
distribution. 


Form 266. Report of Committee on By-Laws 


TERREBONNE CEMENT COMPANY 
Report oF COMMITTEE ON By-Laws 


To the SrocKHoLpeErRs of the 
TERREBONNE CEMENT COMPANY 


GENTLEMEN: 

Your committee appointed at the last annual meeting of the stockholders to 
report any needed modification in the By-laws of this Company, begs to submit 
a se could recommend the addition of a by-law providing for an Executive 
Committee, to consist of three members of the Board of Directors, such Committee 
to have full control of the general business affairs of the Company in the interim 


between meetings of the Board. ; 
2. We Sout recommend that the present by-law relating to the regular meet- 


1652 CORPORATE FORMS [Bk. IV- 


ings of the Board of Directors be so changed as to provide for quarterly meetings 


instead of monthly meetings as at present. 
3. Westrongly disapprove of the suggested amendment to the by-laws whereby 


the president is given authority to sign checks, as we believe such change to be not 
only unnecessary but against the interests of the Company. 
Respectfully submitted, 
james F. Goucu, 
Harkness H. Lewis, 
OLIVER H. Simpson, 
Committee on By-laws 


New York City, 
January 15, 1922 


CHAPTER XXVIII 
THE CORPORATE CALENDAR 


The corporate calendar is an orderly statement of the impor- 
tant corporate formalities that must be attended to at fixed 
periods, so arranged that the secretary may at any time, by a 
mere glance, see just what corporate duties require his attention. 

The amount of detail entered on the corporate calendar will 
vary according to the preference of the particular secretary, from 
a mere skeleton outline of the reports and notices required by 
the statutes and by-laws, to a fairly complete digest of corporate 
procedure. It is advantageous to enter reasonably full details, 
as much subsequent research may thereby be avoided. 

The corporate calendar is frequently entered in the minute 
book. More conveniently it is prepared on a special card or 
cards, or on a desk calendar, in either case so placed or hung that 
it is plainly in sight. Or if the minute book plan is preferred, 
a small skeleton calendar or “tickler” may be prepared in 
addition, which, kept on the desk, will call attention to the dates 
upon which the calendar in the minute book should be consulted. 

The calendar which follows is given merely to show the 
general plan and the matter which is usually included. It is 
arranged for a New York corporation having its principal place 
of business in the City of New York and holding its annual 
meeting of stockholders on the third Wednesday of January at 
10:30 A.M., with quarterly meetings of directors on the third 
Thursday of January, April, July, and October, at 4 P.M. Its 
by-laws require ten days’ notice of annual meetings, and five 
days’ notice of directors’ meetings. Its stock book is closed 
fifteen days before the annual meeting. 

It will be noticed that under this arrangement the January 
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directors’ meeting will usually fall on the day following the annual 
meeting at which directors are elected. If, then, this election is 
duly held, the regular notice of the directors’ meeting is of no 
effect as to the newly elected directors, and if the by-laws are 
mandatory as to notice, the meeting must be postponed or 
omitted, or the secretary, disregarding the notice already given, 
may provide for the meeting of the board on the proper date 
by means of a call and waiver signed by all the newly elected 
directors. 


In the calendar which follows,the date for each corporate act, 
as filing reports, payment of taxes, etc., is in most cases entered 
fifteen days in advance of the last day allowed by law, while a 
memorandum is also entered as a precautionary measure on the 
last day. Thus, a report that may be deferred if desired until 
the 31st day of January, is entered on the calendar under date of 
January 16. This is a matter that may be varied to suit the 
individual. 


Form 267. Corporate Calendar (New York) 


CoRPORATE CALENDAR 
of the 
FARWELL MACHINE WORKS 
of New York City 


1922 


January 

1. Last Day for payment of State Income Tax, or 30 days after notice of 
assessment, if notice is given after December 31. 

2. Close Transfer Books for annual meeting of January 18, 1922. 

4. First Publication of notice of annual meeting of stockholders in 
accordance with Sec. 25 of the Stock Corporation Law. (Publica- 
tion may be dispensed with if waived in writing by every stock- 
holder of the corporation.) 

8. Mail Notice of annual meeting to each stockholder of record at his 
last known post-office address. 

10. Second Publication of notice of annual meeting of stockholders. 

14. Notify Directors of meeting to be held January 19. If Directors are 
elected at annual meeting (January 18), this notice will be vitiated 
as to all directors elected at such meeting and must be replaced by 
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15. 


16. 


31 
February 

13 

14 
March 

15 
April 

14 

15 

19 
May 
7 r 
Jwne 

I 

rs: 

July 
I. 

14 

20. 

31 
September 

15 
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waiver of notice signed after election by all the newly elected 
directors. 

Franchise Tax Payable. Must be paid before February 14. Based 
upon November report to State Tax Commission. Checks should 
be made payable to State Treasurer. (This is payable only by 
realty, holding, and public service corporations.) 

Annual Report to State officials. Must be filed during January, and 
not later than January 31, with Secretary of State. No filing fees. 
Blanks not supplied by officials. No penalty incurred for omission 
of the report unless such filing is requested by some stockholder or 
creditor of the Company, and not then if the report is filed within 
30 days after the request is made. 

. Annual Meeting of stockholders at 10.30 A.M. (Held pursuant to 

notice sent out January 8.) 

. Directors’ Meeting at 4 p.m. If directors were elected at annual 

meeting, waiver of notice should be signed by each new director. 

. Last Day for filing annual report. 


. Federal Income Tax Report must be filed on or before March rs. 
Prepare data. 
. Last Day for payment of State Franchise Tax without penalty. 


. Last Day to file Federal Income Tax Report. One-fourth of the tax 
must be paid at this time. 


. Notify Directors of meeting to be held April 19. 

. Tax Bill for Taxes on any real estate in New York City should be 
secured from the Receiver of Taxes, in the borough where the 
property is situated. 

. Directors’ Meeting at 4 P.M. 


_ New York City Taxes Payable. Statement of amount may be 
obtained from Assessor’s office. One-half must be paid before 
May 31. One-half of taxes on real property may be deferred till 
November 1 next. 


. New York City Taxes. If not paid, interest at 7% from May 1 will 
be added on all Personal Taxes and the first half of the Real Estate 
Tax. 

Second Payment of one-fourth of Federal Income Tax due on or 
before this day. 

State Income Tax Report must be filed on or before July 1 with the 
State Tax Commission. The tax will be due January 1 in next 
year. 


Last Day to file State Income Tax Report. 

. Notify Directors of meeting to be held July 20. 

Directors’ Meeting at 4 P.M. 

. Last Day to file return for United States Capital Stock Tax. This 
tax is payable within ro days after receipt of Notice of Assessment 
from Collector of Internal Revenue for district. 


_ Federal Income Tax. Last day to pay third quarter of Tax to 
Collector of Internal Revenue for District. 
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October Re 
1. New Yor City Real Esiaiz Tax. The books showing assessed values — 


13. Nelify Divecters'eliincetiingy jedi cd Actes oy: 
19. Direciers’ Meeting at 4 PM 


1. Real Estate Tax. Second half of New York Real Estate Tax due. 


November 


December 
i. Real Esiaie Taxes. If second half of Real Estate Tax is not paid, 


79e interest will be added from November +. 
15. Federal Income Tax. Last quarier of tax is due. 
16. Siaie Income Tax payable on or before January 1. 


INDEX 


A 


AccEPTANCES (See ‘“Trade Acceptances”) 
ACCOUNTING, 
No-par value stock, 129 
Relation to finance, 557 
Accounts (See also special kinds of accounts) 
Corporate, 
Nature of, 1033 
Peculiarity of, 1036 
Juggling of, 979 
ACCOUNTS PAYABLE, 
Credit secured on, 858 
Accounts RECEIVABLE, 
As collateral security, 864 
Purchaser of, 715 
Stock not paid in full as, 1076 
ACKNOWLEDGMENT, 
Charter application, 208 
Corporate, form, 1605 
ADDRESS, CORPORATE, 
Not necessary on charter, 190 
ADJOURNMENT, 
Annual meeting, 350 
Directors’ meetings, 367 
Special meeting, 357 
ADMINISTRATORS, 
Stock transfer by, 315, 317, 319 
Votes, 135 
ADVERTISING, 
Sale of investments, 824 
ADVERTISING AGENCIES, 
Financial plan, 734 
AFFIDAVITS, 
Forms, 1598-1605 
AFFILIATED AND SUBSIDIARY CORPORATIONS, 
593 
Accounting, when consolidating, 1278-1295 
Collateral trust bonds, 632 
Consolidated balance sheet, 1373-1383 
(For full list of subjects see “Consoli- 
dated Balance Sheet’) 
Dividends for holding company, 1381 
Intercompany ownership of stock on con- 
solidated balance sheet, 1376 
Ownership of bonds on consolidated bal- 
ance sheet, 1376 


AFFILIATED AND SUBSIDIARY CORPORAJIONS 
—Continued 

Status of, 1269 

Valuation of stock of, 1136 
AFTER-ACQUIRED PROPERTY CLAUSE, 615 
Acent (See also ‘Transfer Agents and 

Registrar’’) 

Defined, 4 

Law of principal and, 4 

May be removed by directors, 149 

Signature, 

Form, 1587 

Stock transfer by, 315, 317, 318 
AGREEMENT, 

Directors’, for consolidation, 1286 

Incorporation, 44, 1172 

Syndicate, 842 

To purchase stock not a subscription to 

stock, 37 
Voting trust, 
Form, 1517 
AMALGAMATION (See ‘‘Consolidation”’) 
AMERICAN Harpwoop MANUFACTURERS’ 

ASSOCIATiON, 521 
AMERICAN LOCOMOTIVE COMPANY, 944 
AMERICAN WOOLEN COMPANY, 

Underwriting plan, 846 
AMORTIZATION, 

Anticipation of redemption dates, 1222 

Bond discount, 1216-1224 

Bonds outstanding method, 1220 

Effective rate method, 1218 

Equal instalment method, 1219 

Leaseholds, 1265 

Operation of various methods 1222 

Principles, 1216 

Sinking fund methods, 656-659 
ANNUAL Tax (See ‘‘Franchise Tax’’) 
ANNUITIES, 

Sinking fund, calculation, 1233-1235 
APPLICATION, CHARTER, 208-211 
APPRECIATION, 

Basis of capitalization, 664 

Book entries, 1060 

Objection to book entry, 1062 
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APPROPRIATIONS AND ESTIMATES (See ‘‘Bud- 
gets’’) 
ARIZONA, 
Incorporation in, 57 
ARTICLES OF ASSOCIATION (See ‘‘Charter’’) 
ASSETS, 
Capital (See below under ‘‘Fixed’’) 
Current, 
Defined, 688 
Investments in, 560 
Ratio of, to current liabilities, 698 
Distribution of, stockholders’ rights, 137 
Fictitious or watering, 1056 
Fixed, 
Defined, 663 
Investments in, 560 
Surplus from sale of, 910 
Intangible, 
Basis of capitalization, 665 
Depreciation, 876 
Liquidity of, as affecting working capital, 
713 
Preferred, 91, 607 
Purchase of, to form consolidation, 518, 
1278, 1289 
Purchased for capital stock, 1060 
Quick, defined, 688 
Relation between, and security issues, 725 
Revaluation, surplus from, 911 
Sale of, 
Consent of stockholders required, 142 
Profit or loss on realization, 1298 
Secret, 1052 
Surplus does not represent specific, 1045 
Transfer of, 
In consolidation, 1286, 1289 
In dissolution, 1300 
Valuation, 
Book values, 1060 
Partnerships incorporating, 499 
Wasting, 
Depletion reserves, 1054 
Dividends declared out of capital stock, 
424 
Sinking funds for bond redemptions, 660 
Working (See above under ‘“‘Current’’) 
ASSIGNMENT OF Stock (See “‘Stock Transfer’’) 
ATTORNEY (See ‘‘Counsel’’) 
AUDITING, 
Annual, for protection of minority stock- 
holders, 491, 492 
Retiring treasurer responsible for audit of 
books, 383 
Stock ledger, 1073 
AupiToR, By-laws, 257 
Duties and functions, 390 
Relation to treasurer, 389 


B 


Basy Bonps, 620 
BALANCE SHEET (See also ‘Consolidated 


Balance Sheet’’) 

Forms, 1357-1360, 1363, 1650 
Bonds on, 1370 
Capital stock on, 1360 
Federal Reserve Bank, 

Form, 1357-1360 
Good-will on, 1371 
No-par stock on, 1361 
Partnership incorporated, 1183 
Reserves on, 1368 
Sinking fund on, 1370 
Subscription to stock on, 1361 
Surplus on, 1038, 1364-1367, 1369 


BALTIMORE AND OHIO RAILROAD, 


Exploitation of, 979 


Bank DEposits, 


By-Laws, 262 
Form, 1472 

Corporate depository delegated by direc- 
tors, 283 


BANKERS (See also ‘‘Investment Bankers’’) 


As promoters, 773 


BANKRUPTCY (See also ‘‘Insolvency’’) 


Involuntary, 1004 
Nature of, 1003 
Types of, 1004 
Voluntary, 1004 


BANKS, 


Capitalization of, 73 

Charters, 169 

Dividends, accounting procedure, 1154 

Loans by, 858-866 

Promoter’s connection with for prelim- 
inary financing, 765 

Short-term notes handled by, 647 

Sources for capital funds, 792 


BETTERMENTS, 


Capital invested in, 942 
Cause of insolvency, 996 
Income statement, 879-882 


BILLs OF LADING, 


As collateral security, 863 


Boarp oF Directors (See ‘‘Directors"’) 
Bonv House, 


Liability of, 826 
Sale of Securities, 823-820 


BONDHOLDERS, 


Assessment of, 1020 
Index, 1187 
Interests in reorganization, 1011 


Bonps (See also specialkinds, as ‘‘Debenture 


Bonds,"’ “‘Mortgage Bonds,”’ etc.) 
Forms, 1619-1624 


INDEX 


Bonps—Continued 
Accounting, 
Accounts used, 1189 
Amortization, 1216-1224 
Authorized account, 1190 
Balance sheet entry, 1370 
Coupons, 1202 
Discount, 1213-1224 
Discount account, 1192 
Income from investments, 1212 
Instalment payments, 1196 
Interest account, 1192 
Interest accrued, 1204 
Interest charged to construction account, 
I2I1 
Interest liability, recording, 1203 
Interest on guaranteed bonds, 1209 
Interest on income bonds, 1210 
Interest on registered bonds, 1205 
Interest on special issues, 1210 
Interest on treasury bonds, 1208 
Interest on two or more issues, 1206 
Premium account, I190, 1213-1223 
Records, 1186, 1202-1212 
Redemption, 1247-1257 (See below under 
““Redemption’’) 
Sale entry, 1195 
Single bond account, 1191 
Unissued account, 1190 
Amortization, 1216-1223 
As borrowed capital, 596 
As collateral security, 862 
Authorization, 449 
Account, I190 
Baby, 620 
Certification, 453 
Classification, 461-465, 624-646 
Collateral trust, 464, 631 
Redemption, 1254 
Sale, 1198 
Common law, 449 
Compared to preferred stock, 88 
Convertible, 463, 642-645 
Redemption, 1254 
Coupon, 448, 452, 622 
Form, 1621 
Interest record, 1188, 1202 
Records for, 1186, 1202 
Debenture (See ‘‘Debenture Bonds’’) 
Deeds of trust, 453-456, 615 
Forms, 1625-1632 
Defaulted payments, 1257 
Denominations, 619 
Discount and premium, 
Accounting, II9I, I192, 1213-1224 
Accounting entries, 1217 
Amortization, 1216-1223 
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Bonps—Continued 


Discount and Premium—Continued 
Anticipation of redemption dates, 1222 
Bonds outstanding method, 1220 
Capitalization, 684 
Effect of market prices on, 1221 
Effective rate method, 1218 
Equal instalment method, I219 
Nature of, 1214 
Operation of various amortization 

methods, 1223 
Repurchase of own bonds at, 1241, 1251, 

Dividends paid by, 433, 435, 1153 [1254 

Due date, stated on face, 1247 

Equipment trust, 465, 629-631 
Redcmption, 1255 
Sale, 1200 

Face value, 619 

Gold, 463, 621 

Guaranteed, 464 
Interest record, 1209 
Redemption, 1255 
Sale, 1197 

Income, 463, 638-641 
Interest record, 1210 

Indemnity (See “Indemnity Bond”) 

Information stated on, 453 

Interest, 622 
Account, 1192 
Accounting, 1202-1212 (See above under 

“Accounting’’) 
Accrued, 1193, 1195, 1204 [1213 
Accrued, adjustment of, in selling price, 
Charged to construction, 684, 1211 
Guaranteed bends, 1200 
Income bonds, 1210 
Income from, 1212 
Methods of paying, 1202 
In two or more issues, 1206 
Records, 1186, 1188, 1202 
Registered bonds, 1205 
Special issues, 1210 
Treasury bonds, 1208 

Issued, 

Accounting entry for sale of, 1195 
At time of organization, 63 
Defined, 1185 

Nominally and actually, 1185 

Issues, 

Closed or open, 617 
Consolidations, 1287 
Expenses, 1213 

Interest on special, 1210 
Interest on two or more, 1206 
Size, 618 

Terms of, 1185 

To secure capital, 76 
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Bonps—Continued 
Junior lien, 462, 625 
Lost stock certificate, 305 
Maturity, 621, 658 
Due date stated on face, 1247 
Failure to meet, 998, 1257 
Names of misleading, 624 
Nature of, 447, 612, 618 
Outstanding, 
Defined, 1185 
Nominally and actually, rr85 
Retirement in consolidation, 1292 
Participating, 645 
Payable in foreign currency, 620 
Premium (See above “Discount and Pre- 
mium’’) 
Price, 450 
Purchase and sale (See also above under 
“Discount and Premium’’) 
Accounting, I1r94-r20r 
Adjustment of accrued interest, 1213 
At par and accrued interest, rr9o5 
Collateral trust bonds, 1198 
Discount entries, 1214 
Equipment trust bonds, 1200 
Expenses of issue, 1213 , 
For sinking funds, 1241, 1251 
Guaranteed bonds, 1197 
In instalments, 1196 
Mortgage bonds, 1194 
Premium entries, 1214 
Serial bonds, 1200 
Purchase money, 465 
Redemption, 460 (See also “‘Redemption 
Funds”’) 
Accounting for, 1216-1224, 1247-1257 
Anticipating dates, 1222 
Calling in, by lot, 1248, 1250 
Collateral trust bonds, 1254 
Convertible bonds, 1254 
Default in payment, 1257 
Equipment trust bonds,.1255 
Guaranteed bonds, 1256 
Methods, 1247 
Refunding at maturity, 1247 
Refunding bonds, 1252 
Repurchase and cancellation, 1241, 1251 
Serial bonds, 1253 
Short-term notes, 1255 
Sinking fund, 457, 653-662, 1247-1250 
Refunding, redemption, 1252 
Register, 
Form, 1638 
Registered, 448, 622, 1187 
Interest record, 1188, 1205 
Recorded for, 1186 
Transfer record, 1187 
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Bonps—Continued 
Rights of holders, 448, 459, 618 
Salability of, 618 
Sale, 458 
Accounting, II194-I20I 
Secured, 624-633 
Security for, 624 
Serial, 656, 658 
Redemption of, 1253 
Sale, 1200 
Statutory law, 449 
Stockholders’ assent to issue, 449 
Subscriptions, 1196 (See also ‘“‘Subscrip- 
tions”) 
Terminal, 464 
Transfer, 1187 
Treasurer's (See “Treasurer, Bond”’) 
Treasury (See “Treasury Bonds”) 
Trustee's certificate, 
Form, 1623 
Unissued, 
Account for, 1190 
Accounts, I190 
Sometimes called “‘treasury bonds,” 1185 
Unsecured, 634-646 
Valuation, 460 
Vendor or transfer against, liability of, 458 
BONDSMEN, 
Liability of, 408 
Personal, 405 
Surety company, 406 
Bonus STOcK, 93 
Account, 1140 
As a commission, 1174 
Accounting treatment, 1177 
No-par value, advantages, I141 
Book VaLuE (See “Valuation’’) 
Books, 
Corporate, 369, 1033 
Minute book, 369-374 
Booxs or Account (See also special kind as 
“Journal,” ‘‘Ledger,’’ etc.) 
Combination record, 1035 
Inspection of, by stockholders, 137, 484 
Legal requirements, 1034 
List of, 1035 
Manufacturing corporation, 1157 
Mining corporation, 1161 
Requirements, 1034, 1157 
Stock transfer, by-laws, 225 
Subsidiary, 1035 
Treasurer's duties in regard to, 381 
BROKER, 
Liability of, 826 
Sale of securities, 823-829 
BUDGETS, 922-935 
Advantages, 923, 934 
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BupGEets—Continued 
Basis for, 930 
Cash receipts and expenditures, 931, 933 
Defined, 922 
Expenses, 932 
Flexibility, 928 
Income, 932 
Income and expenditure, 931 
Monthly, 929 
Plan of, 561 
Procedure, 923-926 
Restrictions imposed by, 928 
Sales estimates, 926 
Secures singleness of purpose, 928 
Yearly, 929 
BUILDING CONSTRUCTION, 
Financing, 766 
Interest paid on bonds during period of 
construction, 684, I2I1 
BusINEss CORPORATIONS, 
Defined, 167 
BUSINESS ORGANIZATIONS, 
Forms, 563 
Dependent on the law, 3 
By-Laws, 10 
Forms, 1463-1473 
Adoption, 220 
Directors’ power, 150, 195, 217, 218, 244 
First stockholders’ meeting, 273 
Amendments, 264, 371 
Form, 1466 
Arrangement and classification of, 219 
Assistant officers, 237 
Assistant treasurer, 380 
Auditor, 257 
Bank deposits, 262 
Books of account called for, 1034 
Certificate of transcript, 
Form, 1602 
Changes in, director’s power to make, 195 
Committees, 245-251 
Report, form, 1651 
Contractual feature, 264 
Copy inserted in minute book, 371 
Counsel, 256 
Delegation of authority, 258 
Directors, 235-244 
Directors’ meeting, 239-242 
Notices, 240 
Order of business, 244 
Dividends, 260, 420 
Blection of directors, 232 
Election of officers, 242 
Ethics of contracts, 974 
Financial committee, 387 
Financial provisions, 260+265 
Functions of, 215 


By-Laws—Continued 


Limitation of indebtedness, 261 
List of stockholders, 231 
Managing officers, 255 
Officers, 252-250 
Penalties for enforcement, 263 
Power to make, 217 
Preferred stock, 225 
Pre-incorporation provisions, 44 
Preparation, 220 
President, 253 
Presiding officers, 253 
Provisions, 216 
Provisions inserted in, to overcome diffi- 
culties of charter amendment, 206 
Proxies, 234 
Removal of officers, 259 
Reserve funds, 260 
Salaries, 258 
Seal, corporate, 263 
Secretary, 254 
Standing committees, 245-251 
Statutory provisions, 217 
Stock, 222-227 
Fractional share, 227 
Transfer, 224 
Stock and transfer books, 225 
Stock certificates, 222 
Loss of, 226 
Stockholders, 228-234 
Stockholders’ meetings, 
Annual, 228-234 
Notices of, 230 
Order of business, 234 
Presiding officers for, 230 
Stockholders’ rights in making, 147, 485 
Subject matter, 216 ‘ 
Sundry provisions, 263 
Transfer agent and registrar, 224 
Treasurer, 255, 377-381 
Treasury stock, 226 
Vice-president, 253 
Voting, 231 


Cc 


CALENDAR, CORPORATE, 
Form, 1654 
CALIFORNIA, 
Face value of stock not discriminated 
against, 80 
Incorporation in, 57, 58 
Unfavorable laws for corporations, 53 
Voting rights provide for no preference, 90 
CALL, 
Special meetings, 352, 360 


1662 


CALL AND WAIVER OF NOTICE, 
Directors’ first meeting, 277 
Form, 1507 
Directors’ special meeting, 363 
Form, 1525 
Stockholders’ first meeting, 268, 272 
Forms, 1501, 1519 
Stockholders’ special meeting, 353 
Forms, 1520 
CAPITAL, 
Additional, secured by reorganization, 1018 
Borrowed (See also ‘“‘Loans’’) 
Forms, 854-866 
Advantages, 849 
Defined, 595 
Disadvantages, 852 
Ease of securing, 851 
Risks of, 852 
Rules for, 853 
Sources of, 851 
Defined, 69 
Fixed (See ‘“‘Fixed Capital’) 
Owned, defined, 595 
Partnership a disadvantage in securing, 567 
Requirements, e 
Consolidations, 936 
Estimating, 686-696 
Sources of, 
Assessment of security holders, 1020 
Customers, 803 
Employees, 802 
For small enterprises, 797 
Funding floating debt, 1023 
Investing institutions, 793 
Investing public, 792 
Investment associations, 794 
Profits, 791 
Sale of securities, 796, 799-822, 1019 
Speculative public, 795 
Stock subscriptions, 791 
Stockholders, 799, 1020 
Surplus, 918 
Working (See “‘Working Capital’’) 
CapmtaAL ACCOUNT, 
Nature of, 1036 
Non-stock corporation, 1130 
Surplus, 1058 
CapiTaL Assets (See ‘‘Assets, Fixed’’) 
CapitaL Stock (See also ‘‘Certificates of 
Stock,”’ “Common Stock,” “‘Dividends,"’ 
“Freferred Stock,"’ ‘‘Retirement Funds,” 
“Stock Transfer," ‘Treasury Stock’’) 
Account, 
Formal statement upon opening books, 
1066 
Ledger entry, 1072 
Manufacturing corporation, 1158 


INDEX 


CapiTAaL StocK—Continued 
Accounts—Continued 
Opening entry, 1067 
Represents investment of stockholders, 
1037 
Allotment of, 
1173 
Amount authorized, journal entry, 1067 
As owned capital, 596 
Assessments on, 1059 
Authorized account, 1068, 1083 
Not used for no-par stock, 1119 
Records, 1071 
Balance sheet, entry, 1360 
Basis of, 79 
Basis of payment for, 84, 1139 
Bonus, 93, 1140, 1174 
Account, 1140 
Accounting treatment, 1179 
Incorporation provisions, 1174 
Books, 287-295 
Forms, 1493-1497 
Certificate book, 289 
Closing of, 294 
Inspection of, 292 
Ledger, 291, 1071 
Statutory rules, 292 
Subscription ledger, 1080 
Transfer book, 293 
By-law provisions, 222-227 
Forms, 1463, 1466 
Charter provisions, 187 
Special, 203 
Classifications of, 85, 203, 489, 510 
Collateral security, 307-309, 862 
Conversion of bonds into, 1254 
Debenture, 634 
Debts paid in, 1136 
Defined, 60, 79, 664 
Discount account, 
Entries for, 1096, 1102 
Not used for no-par stock, 1119 
Dividends, 152, 424, 433, 435, 682, 905 
(See also “Dividends’’) 
Accounting procedure, 1151 
No-par value, accounting for, 1152 
Donated, 1063, 1106 
Accounting entries, 
1179 
Effect of capitalization on sale of, 71 
English methods, 597 ‘ 
Exchange of corporation's own for other, 
1138 
Exchanged for property, 
Action of directors, 282 
Action of stockholders, 275 
Proposal form, 1508 


incorporation provisions, 


I106-I112, 1162, 


hd, te ie 
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CapitaL StockK—Continued 
Face value, 80 
Stated in charter, 187 
Form of, 76 
Founders’ shares, 97, 599 
Fractional share, 
By-laws, 227 
Transfer of, 299, 328 
Full-paid, 84, 99-103, 222 
Accounting methods, 1065-1075 
Transfer rights, 309, 314 
Treasury stock as, 104 
Guaranteed, 91 
Holding companies, 204, 322, 473-482 
Inter-company ownership, on consolidated 
balance sheet, 1376, 1380 
Issued, 83, 104 
Face value, 84 
For other than cash, 1157, 1161 
Issues, consolidations, 1287 
Journal, 
Entries, 1065, 1084 
Subscriptions, 1084 
Ledger, 1071 
Form, 1072 
Reconciliation of, 1073 
Summary of accounts used, 1083 
Lien on, 310 
Mines, 424 
No-par value, 81, I11-130 (For complete 
index see ‘‘No-par Value Stock’’) 
Not full-paid at once, 
Accounting Methods, 1076, 1085 
Option on, 
Form, 1512 
Original issue, conditions of issue, 1065 
Ownership evidence, 81, 287 
Par and no-par value stock issued by same 
Par value, [company, 1120 
Accounting methods, 1063-1112 
Changed to no-par, 1122, 1309 
Partnership incorporating, 499, 502-504 
Premium. account, 1097-1100, L119 
Not used for no-par stock, 1119 
Price, 
Affected by dividend rate, 669 
Affected by earning power, 666 
Purchase and sale of, 
After organization, accounting entry, 


1082 
By one corporation’ from another, 109, 
1136-1140 


Commission on, 1134, 1174, 1179 
Discount, 1096 

Methods of payment, 1138 
Premium on, 1097-1100 
Restriction on, 513, 600 


1663 


CapitaL STocK—Continued 
Records, 287-295 
Reduction of, 1059 
In reorganization, 1308-1310 
Rights, 136, 805-813 
Conditions of subscription offer, 806 
Parity value, 809 
Parity value when quoted ex-rights, 813 
Quoted at a discount and premium, 811 
Selling ex-rights, 812 
Trading in, 807 
When issued basis, 807 
Salaries paid in, 1135 
Subscribed account, 1078, 1083 
Subscriptions (See ‘‘Subscriptions’’) 
Subsidiary records, 1071 
Instalment book, 1088-1095 
No-par value, 1116 
Reconciliation of, 1073, 1088 
Unissued, 83 
Not 2 treasury stock, 104, IIo 
Unissued account, 1068, 1083 
Not affected until certificates are issued, 
Not used for no-par stock, 1119 [1078 
Records, 1071 
Unpaid, 
Stockholders’ liability, 144 
Transfer rights, 309, 314 
Valuation, subsidiary corporations, 1136 
Voting-trust, 470, 472 
Watered, 85, 99 
CAPITAL STOCK TAX, 30, 3390 
CAPITALIZATION, 
Basis of, 70, 664 
Appreciation of property, 664 
Earning power, 73, 665, 667-673 
Intangible assets, 665 
Investment, 666 
Bond issues, 76 
Book value, 676 
Defined, 69, 663 
Effect of, on sale of shares, 71 
Form of, 76 
Good-will, 74, 676-681 
Initial expenses and losses, 683 
Less than real value, 72 
Partnership incorporating, 499 
Speculative features, 74, 78 
Surplus, 682 
Valuation, 73, 676 
Car Trust Bonps (See “Equipment Trust 
Bonds’’) 
CasH, 
Basis for fund, 1226 
Borrowed for dividends, 900, 1146 
Budget, 931, 933 
Ratio of, to current liabilities, 954 
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Casu Book, 
Entries, 1170 
CasH PAYMENTS, 
Dividends, 431, 433, 899, 1144 
CasuH VALUE, 
Capitalization based on, 71, 79 
CERTIFICATE OF INCORPORATION (See “'Char- 
ter’’) 
CERTIFICATES, 
Forms, 1598-1605 
Inspectors of elections, 
Form, 1556 
Trustee’s Bond, 
Form, 1623 
CERTIFICATES OF STOCK, 81 
Forms, 1485-1492 
Adopted at first directors’ meeting, 280 
Assignment and transfer, 223, 296-301 
Book, 289, 1071 
In charge of secretary, 290 
By-laws, 222 
Cancellation, 290 
Corporation acquiring stock of another, 323 
Corporation selling stock to another, 322 
Dollar-marked, 112 
Face value, 112 
Errors in issuing, 290 
Fractional share, 227 
Full-paid, 102 
Held in name of executor, not taxable, 327 
Indemnity bonds for lost, 
Form, 1617 
Issuance, journal entry, 1087 
Loss of, 226, 304 
Negotiability of, 82, 306 
New, 289, 298, 1074 
No-par value, 127 
Not a final evidence of ownership, 287 
Not issued until subscription paid in full, 
Preferred, 88 [1076 
Rights of owner, 223 
Signature and sealing, 223, 316, 392 
Stamps on, 328 
Transfer agent’s procedure, 303 
Transfer form, 316 
Transfer register entries, 1087 
Treasury stock, 302 
When not issued, 288 
CuiAIN STORES, 
Expansion plan, 940 
CHARTER, 10 
Forms, 1425-1462 
Amendments, 
Difficulty overcome by including certain 
provisions in by-laws, 205 
Procedure, 212 
Stockholders’ consent to, 132, 141 


INDEX 


CHARTER—Continued 
Application, 170, 208 
Alterations, 211 
Approval of, 209 
Certified copies, 211 
Filing of, 210 
Signature and acknowledgment, 209 
Business corporations, 168 
Capital stock provisions, 79, 187 
Common law, 167, 170 
Common stock provisions, 188 
Consolidation, 1286 
Copy inserted in minute book, 370 
Corporate stockholding, 204 
Cumulative voting, 202 
Delaware, 
Form, 1430-1441 
Details of, 170 
Directors, 192-198 
Early, 199 
Financial institutions, 169 
General provisions, 199 
Incorporators, 172-176 
Life-term of corporation, I91 
Limitation on indebtedness, 204 
Limitation on salaries, 205 
Minority stockholders, special provisions 
for, 491 
Name, 172-176 
Nature of, 165 
New Jersey, 
Form, 1428-1430 
New York, 
Form, 1425-1428 
Not a franchise, 166 
Place of business, 190 
Precorporate provisions, 44 
Preferred stock provisions, 87, 89, 90 
Principal office location stated in, 190 
Public utility corporations, 168 
Purposes, 182-185 
Salary limitations, 205 
Special provisions, 197-207 
Forms, 1442-1462 
State laws must be followed, 166 
Stock and non-stock, 167 
Stock, classification of, 203 
Stockholders’ rights, special provisions, 139 
Surrender of old, when forming consoli- 
dation, 1286 
Voting provisions, 134 
CHECKS, 
Corporate, 
Form, 1588-1592 
Dividend, 438, 442, 1143 
Indorsements, 
Forms, 1591 
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CHECKS—Continued 
Signatures on, 
Forms, 1588-1592 
CuIcaGo AND ALTON RAILROAD COMPANY, 
Exploitation of, 987 
CuicaGo, Rock ISLAND AND PACIFIC RaIL- 
way COMPANY, 
Financial plan, 748 
Crar.in, H. B. CoMpPANy, 
Reorganization, 1028 
CLAIMS, 
Receiverships, Accounting, 1327 
Settlement of, in insolvency, 999 
CLOSE CORPORATIONS, 510-515, 584 
By-laws, 219 
Capital, sources of, 797 
Capitalization of, 72 
Management, 5II 
Nature of, 510 
Profits, apportionment of, 511 
Restriction of stock, 513, 600 
Stockholders, 513 
CLOSING oF BOOoKs, 
Annual, 1349 
Corrections after, 1040 
Ledger, 1351 
Partnerships incorporated, 1180, 1182 
Procedure, 1350 
Profit and loss account, 1352 
COLLATERAL SECURITY, 
Accounting entries, 1264 
Accounts receivable, 864 
Bank credit, 861 
Bills of lading, 863 
Lien’s, 863 
Merchandise, 863 
Note for, Forms, 1595-1597 
Return of, Accounting entries, 1255 
Stock as, procedure for, 307-309 
Stocks and bonds, 862 
Warehouse receipts, 863 
COLLATERAL TRUST Bonps, 464, 631 
Redemption, accounting entries, 1254 
Sale, accounting entries, 1198 
COLLECTIONS, 
Treasurer’s liability for, 415 
CoLorapo FUEL AND [RON ComPANy, 587 
COMBINATION RECORD, 1035 
ComBINATIONS (See also 
Subsidiary Corporations,’ 


“Affiliated and 
" “Consolida- 


tions,” ‘Export Associations,”’ “Holding ) 


Companies,” ‘‘Trusts’’) 
Defined, 744 
Field for, 739 
Financial plan, 744-748; 936-946 
Interlocking directorates, 580, 1268 
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CoMBINATIONS—Continued 
National Starch Manufacturing Company, 
741-744 
Organization, 519 
Promoting, preliminary investigation of, 
761 
Successful, 750 
Tynes of, 737 
COMBINATIONS IN RESTRAINT OF TRADE, 519 
Express trust as, 535 
COMMISSION PAYMENTS, 
Accounting treatment, 1179 
Sale of capital stock, 1134, 1174, I179 
Sale of securities, 825 
Stock exchange brokers, 831 
Underwriting syndicates, 844, 1174 
CoMMITTEES, 
By-law, report, 
Form, 1651 
Executive. 246, 247, 249 
Finance, 246 
Relation to treasurer, 387 
Scope and powers, 387 
Reorganization, 1012-1015 
Standing, 
Appointment of, 149, 197, 245, 247 
By-laws, 245-251 
Composition, 249 
Has no delegation power, 251 
Kinds of, 246 
Powers, 249 
Procedure, for meetings, 250, 367 
Purpose, 245 
Quorum for meetings, 251 
Written records of meetings, 250 
Common Law, 5 
By-law powers, 217 
Common Law CoMPANIES (See 
Trusts’’) 
ComMMoNn STOCK 
Certificate, 
Form, 1486 
Charter provisions, 188 
Classification of, 203 
Classes, 598 
Defined, 85, 598 
Dividends, 884 
Intangible assets represented by, 726 
Issues of financial plan, 723-728 
Partnership incorporating, 503 
Represents intangible assets, 87 
Voting and non-voting classes, 203 
Company (Word) IN NAME, 499 
COMPENSATION FOR PERSONAL SERVICES, 
DiRECTORS’, 243 
COMPTROLLER, 
Duties and functions, 389 


“Express 
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COMPTROLLER—Continued 
Relation to treasurer, 389 
Report, ' 
Form, 1649 
CONSENT MEETING, 355 
CONSOLIDATED BALANCE SHEETS, 
Forms, 1390-1393, 1396-1397 
Combined, 1388 
Contents, 1375 
Defined, 1373 
Guaranties, contracts and leases on, 1376 
Intercompany holdings of capital stock on, 
1376, 1380 
Intercompany obligations, 1375, 1377 
Inventory adjustments, 1375, 1376, 1381, 
1395 
Minority interests, 1385, 1386 
Preparation, 1376 
Basis of, 1385 
Surplus adjustment, 1380, 1381 
Value of, 1173 
When to use, 1384 
Work sheet, 1377 
CONSOLIDATED MORTGAGE Bonps, 626 
CONSOLIDATED STATEMENTS, 
Income, 1395 
Intercompany income and expense items, 
1395 
Sales, 1395 
When to use, 1384 
CONSOLIDATIONS (See also ‘‘Affiliated and 
Subsidiary Corporations,’’ ‘‘Combina- 
tions’) 
Accounting, 1278-1295 
Assets and liabilities taken over, 1288 
Balance sheet of new corporation, 1275 
Closing books of dissolving companies, 
1204 , 
Holding company, 1268-1277 
Issuance of stock and bonds, 1287 
Purchase of leaseholds, 1260-1267 
Requirements, 1285 
Retirement of outstanding bonds and 
mortgages, 1292 
Sale of securities, 1292 
Settlement of intercompany obligations, 
1293 
Statement of merging companies, 1281 
Transfer of property, 1279, 1286, 1292 
By, 
Holding company, 1268-1277 
Lease of property, 518, 1259-1267 
Merger, 1268, 1278-1295 
Purchase, 1268, 1278-1295 
Purchase of assets, 518, 1278 
Purchase of controlling interest, 519, 
1268 


COoNSOLIDATIONS—Continued 


By-laws, 219 

Capital requirements, 936 
Capitalization, 73 

Cause of insolvency, 936 
Charter, 1286 

Consolidated surplus, 1063 
Defined, 744 

Directors’ agreement, 1286 
Failures due to, 936 

Financial policies, 936-946 
Forms, 516 

Good-will, apportionment of, 1284 
Principles of, 1278 

Procedure, 516-522, 1280-1287 
Statutory, 517 

Stockholders’ approval, 1286 
Surrender of old charters, 1286 
Terms of merger, 1283 


CONSTRUCTION ACCOUNT, 


Interest charged to, 684, 1211 


CONTINGENT PROFIT ON STOCK ACCOUNT, 


II02, 1103 


CONTRACTS, 3 


Forms, 1610-1614 
Directors’ power to make, 147 
Enforcement of, legal right of corporation, 
16 
Exploitation of, 972, 974 
Intercompany, on consolidated balance 
sheet, 1376 
Precorporate, 42-49 
Enforcement of, 44 
Failure to incorporate, 48 
Options, 47 
Promoters’ contracts, 46, 785, 788 
Trustees’, 48 
Subscription, 34 


CONTRIBUTED SuRPLUS (See “Surplus—Paid 


in’’) 


CONVERTIBLE Bonps, 463, 641-645 


Redemption, accounting entries, 1254 


CORPORATE Form, 


Administrative system, 18 

Advantages of, 13-21, 585 

Based on division of powers and duties, 18 
Characteristics of, 13, 560, 573, 585 
Disadvantages, 22-31, 586 

Efficiency, 585 

Entity of, 15, 574 

Investment attraction, 19 

Legislative requirements, 23 

Management, 569 

Permanence of, 16 

Reports required of, 24, 30 

Stock transfer system, 17 

Taxation (See “Taxation of Corporations» 


INDEX 


Corporate Funps (See ‘Endowment 
Funds,” “Extinguishment Funds,”’ 
“Funds,” ‘Reserves,’ ‘Redemption 
Funds,” “Retirement Fund,’ Sinking 


Funds,”’ ‘‘Surplus,’”’ ‘“‘Trust Fund”) 
CorRPORATE NAME, 
Adoption of, of foreign corporation not 
doing business in state, 179 
Changing, 180 
Exclusive use of, 178 
Infringement of, 179 
Partnership, incorporation of, 498 
Right to, 178, 179 
Selection of, 177, 498 
Statutory restrictions, 178 
CORPORATE PURPOSES, 
Charter, 
Form, 1425, 1435 
Clearly stated in charter, 182 
Comprehensive, 183 
Illegal, 184 
Single, 182 
Ultra vires acts, 185 
CorPORATE SECURITIES (See ‘‘Securities’’) 
Corporations (See also ‘‘Close Corpora- 
tions’’) 
Business corporations defined, 167 
Characteristics of, 9, 13 
Compared with partnership, 5 
Constitution of the United States does not 
Life of, 191 [grant citizenship to, 51 
Management system definite, 18 
Non-stock, 1128-1132 
Not organized for profit, 1129 
Powers, acts in excess of, 185 
Signature, 
Forms, 1583-1597 
Statistics, 583 
Stock and non-stock, 167 
Stock transfer to and by, 316, 322-324 
Taxation (See ‘‘Taxation of Corporations’’) 
CORRECTIONS, 
After closing of books, 1040 
Cost oF INCORPORATION, 60-68 
Table, 61 
COUNSEL, CORPORATE, 256 
COUNSEL FEES, 67 
Coupon Bonps, 448, 452, 622 
Form, 1621 
Interest record, 1188 
Records for, 1186 
Coupon REGISTER, 1189 
CREDIT, 849, 852 
Affecting working capital requirements, 708 
Bank, 858-863 
Trade, 855-858 
Use of, 559 


. 
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CREDITORS, 

Settlement of claims in insolvency, 999 
CUMULATIVE VOTING (See “‘Voting’’) 
CUSTOMERS, 

As sources of capital, 803 
CuTTING A MELON, 1148, 1228 


D 


DARTMOUTH COLLEGE CASE, 16 
DATE OF ANNUAL MEETING, 228 
DEBENTURE Bonps, 

Forms, 1624 
Defined, 450, 634 
English practice, 625, 634 
Investment value, 635 
Nature of, 635 
Protective provisions, 635 

DEBENTURE STOCK, 

English practice, 634 
DEBTS (See also ‘“‘Funded Debt’’) 

Paid in stock, 1136 
DECLARATION OF TRUST (See 

Trust’’) 

DEED oF TRUusT, 

Forms, 1625-1632 
After-acquired property clause, 615 
Bonds issued under, 453-456, 615 
Bond redemption provisions, 1227 
Express trusts, 545-548 

DEFAULT, 

Bonds, 908, 1257 
DEFERRED CHARGES, 

Operating expeuses, determination of, 872 
DELAWARE CHARTER ForRM, 1435-1441 
DELEGATION OF POWER, 

Directors, 245, 249 

Officers, 160, 258 

Power of attorney, 

Forms, 1606-1610 
Standing committees, 251 

DEPLETION, 

Extinguishment fund, 1226 

Reserves, 1054 
DEPOSITARY, 

Corporate, delegated by directors, 283 
DEPRECIATION, 

Assets, intangible, 876 

Appreciated assets, 1060 

Income tax return, 1412 

Reserves, 874-877 
DIRECTORS, II, 579 

Agreement for consolidation, 1286 

By-laws, 235-244 

Forms, 1464, 1469 
Citizenship, 193 
Classification of, 196, 238 


“Deed of 


1668 


Drrectors—Continued 
Cumulative voting, 202 
Dealings with corporations, 155, 579 
Efficiency, 586 
Election, 132, £42, 154, 155, 232, 274,346 
Notice, form, 1573 
Exploitation by, 979-991 
Holding over, 155 
Interlocking, 580, 1268 
Liability, 150, 204 
Illegal dividends, 445 
Limitations of, 195 
Indebtedness, 204 
Managing, 255 
Meetings (See ““Meetings, Directors’’) 
Number of, 193. 235 
Partnerships, incorporating, 504 
Powers, 195, 236, 578 
Appointment of officers, 157 
As trustees for stockholders, 148 
By-laws, adoption of, 150, 195, 217, 
218, 244 
Common law, I5t 
Collective only, 147 
Declaration of dividends, 420 
Inspection of minutes, 369 
Limitation of, 147, 26% 
Over surplus, 1047 
Over treasurer, 385 
Removal of officers and agents, 149, 162 
Resolutions to supplement by-laws, 381 
Standing committees, 149, 197, 245 
Statutory law, 151 
To delegate authority, 245 
To fill vacancies in board, 154, 238 
Qualifications, 192, 236 
Relation to treasurer, 385 
Removal, 153, 238 
Residence, 192 
Resignation, 152 
Form, 1578 
Salary or compensation, 243, 581 
Stockholding provisions, 192, 236 
Term of office, 196, 237 
Treasurer’s reports to, 412 
Vacancies on board, 154, 238 
Voting, no proxies allowed, 364 
Discounts, 
Affecting working capital, 705 
On bonds, 
Account, 1192 
Accounting, 1213-1224 
Capitalized, 684 
On stock account, 1096 
Credited to contingent profit on stock, 
r102 
Not used for no-par stock, r11r9 
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Discounts—Continued 
Stock bought, 1103 
Stock rights quoted at, 811 
DiscUsSIONS, 
Not entered in minute book, 372 
DISSOLUTION, 
Accounting, 1297-1306, 1340 
Accounts not closed, 1302 
Profit or loss on realization, 1298 
Sale of business, 1299-1306 
Transfer of assets, 1300 
Case of the, 
Reading Company, 1002 
United States Express Company, 1002 
Closing books of dissolving companies, ade 
Following bankruptcy, 1340 ‘ 
Insolvent corporation, I00r 
Nature of, 523 
Voluntary, 1001 
Accounting, 1297-1306 
DIvIDENDs, 
Accounting, 1142-1155 
Charged to profit and loss or surplu: 
1039 
Accrued, 1142, 1271 
Banks, accounting procedure, 1154 
Bonds, 433, 435: 1153 
Book , 
Forms, 1637 
By-laws, 260, 420 
Forms, 1465, 1472 
Cash, 431, 433 
Accounting procedure, 1144-1146 
Cash requirements, 899 
Cause of insolvency, 997 
Checks, 438, 442 
Accounting procedure, 1143 
Classification, 884 
Common, 884 
Cumulative, 91 
Accounting procedure, 1151 
Cutting a melon, 1148, 1228 
Debt of Corporation, 429 
Declaration of, 420 - 
Form, 1571 
Accounting procedure, 1143 
Compulsory, 426 
Out of capital stock, 152, 44 
Resolution, 422 
Revocation, 430 
Determination of profits, 425, 1039 
Earnings, percentage of, devoted to, 886 
Effect of capitalization on, 71 
Equality, 425 
Ford Motor Company case, 427 Hf 
Form of payment, 431-433, 1143 
Guaranties of, in lease, 1261, 1264, 1265 
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DivipENDS—Continued DoLLaR-MARKED STOCK CERTIFICATE, 112 


Illegal, 443-446 Domestic CoRPORATIONS (Intra-State), 
In payment of stock subscriptions, 430, Incorporation, 51 
Income from, TI5S {x T49 Taxation of stock without par value, 126 
Interim, accounting procedure, 1148 DONATIONS, 
Liability for, 445 Hospital accounts, 1130, 1131 
New Jersey regulations, 420 Treasury stock, 
No-par stock, 1146 Accounting entries, I106-I112, 1162, 
Notice, 438 Donated stock account, 1108 [1179 
Forms, 1571 No-par value, 1126 
Other than cash, 433, 905 Surplus account, 1108 
Ownership, record of, 1142 Surplus from, 1063 
Paid out, Forms, 1590, 1592 
By subsidiaries, 1381 Dummy INCORPORATORS, 173, 174, 175 
By treasurer, 423 Dummy STOCKHOLDERS, 
Of bonds or property, 433, 435, 1153 Liability of, 316 


Of borrowed cash, 900, 1146 
Of no-par stock, 1152 


Of paid-in surplus, 1059 E 
Of profits, 423, 883-897, I153 EARNING PowER, 
Of surplus, 424, 899, 1047 Adjustment of capitalization to, 670 
Paid to pledgee of stock, 441 Affected by adverse legislation, 673 
Passed, accounting procedure, I151 Affected by individuals, 673 
Place of payment, 438 Capitalization based on, 71, 73, 7% 66s, 
Preferred stock, 87, 90, 428, 602, 884 667-673 
Cumulative, 91, 605 Estimates of, 671 
Non-cumulative, 92, 603, 884 Rate of, 669 
Participation rights, 93, 606 EARNINGS, 
Passed, accounting procedure, 1151 Gross, determination of, 869-872 
Rates, 606 Surplus form, 913 
Profits distributed as salaries, 431 EFFECTIVE RATE METHOD, 
Profits, proper source of, 423 Bond discount and premium, 1218 
Property, 433, 437 ELEcTIonNsS (See also “‘Votes’’) 
Rates, 885 Ballot, 
Policy, as to, 913 Form, 1558 
Receipt for, 1144 Can be set aside by injunction w en illeg- 
Form, 1594 ally controlled, 348 
Regularity of, 888-897 ; Certificate of inspectors, 
Scrip, 436 Form, 1556 
Accounting procedure, 1147 Certificates, 
Sheet or book, 1144 Forms, 1601 
Special, accounting procedure, 1148 Directors, 132, 142, 154, 155, 232, 274» 
Statistics, 885 346, 507 
Statutory law, 421 Majority requirements, 507 
Stock, 433, 435, 682, 905 Oath of inspectors, 
Accounting procedure, I15t Forin, 1556 
No-par value, accounting of, 1152 Officers, 242, 279, 366 
Stockholders’ rights, 135 Evectric RAILWAY, 
Time of payment, 438 Promoting, preliminary investigation oi, 
To whom paid, 439 7158 
Treasury stock, 433, 441 ELEEMOSYNARY INSTITUTIONS, 
Trust fund for paying, 429 Accounting, 1130-1132 
Unearned, 902, I154 EMPLOYEES, 
Used as payment for subscriptions, 439 Stock participation, 802 
Voting trust, 47° ENDOWMENT FUNDs, 
Withholding surplus from, 1047 Accounting, 1130, I131 


Wrong methods, 902 Nature of, 1225 
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ENGINEERS, 
As promoters, 774 
Equa INSTALMENT METHOD, 
Bond discount and premiums, 1219 
EQUIPMENT TRusT Bonbs, 465, 629-631 
Redemption, accounting entries, 1255 
Sale, accounting entries, 1200 
ESTATE Tax (See ‘‘Inheritance Tax’’) 
ETuHIcs, 
Contractual, 973 
Excess Prorits TAX, 29, 332 
Repeal of, 1399 
Excise Tax (See ‘‘Capital Stock Tax’’) 
EXECUTIVE COMMITTEE, 246, 247, 249 
EXECUTIVES, 
As promoters, 775 
EX®CUTORS, 
Stock transfer by, 315, 317, 319 
When taxable, 328 
Votes, 135 
ExPaNsION (See ‘‘Combinations,” ‘‘Consoli- 
dations’’) 
EXPENDITURES, 
Concealment of, 880 
Operating, 872-879 
EXPENSE ACCOUNT, 
Sinking fund, 1230 
EXPENSES, : 
Calculation of, for budget, 933 
Consolidated statement item, 1395 
Deferred charges, determination of, 872 
Income tax return, I4II 
Initial, capitalization of, 684 
Operating ratios, 956 
Organization, 60-68, 1133, 1169 
Receivership, 1348 
Reorganization, 1013 
Reserves for, 1050 
Sale of bonds, 1213 
Sale of securities, 828, 1174 
Underwriting, 1174 
EXPLOITATION, 
By directors, 979-991 
By officers, 967-978 
By stockholders, 979-991 
Case of the, 
Baltimore and Ohio Railroad, 979 
Chicago and Alton Railroad, 987 
Interborough Rapid Transit Company, 
988 
Missouri Pacific Railway, 968 
National Cordage Company, 977 
National Salt Company, 985 
New Haven Railroad, 970, 984 
Northern Pacific Railroad, 973 
Rock Island Railroad, 972 
Standard Rope and Twine Company,972 
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EXPLOITATION—Continued 
Case of the—Continued 
United States Shipbuilding Company, 
971 
Contracts, 972 
Creditors, 987 
Exorbitant salaries, 971 
Juggling accounts, 979 
Misleading statements, 980 
Misuse of information, 976, 982 
Nature of, 967 
Precautions against, 989 
Squeezing minority stockholders, 985 
Export ASSOCIATIONS, 590 
Express TRUSTS, 
Advantages, 540 
As a combination in restraint of trade, 533 
Creators of, 548 
Deed of trusts, 545-548 
Defined, 532 
Liability of individuals under, 540 
Misuse of, 538 
Nature of, 533, 571 
Provisions, 545 
Status of, 539 
Statutory laws, 541 
Taxation, 542 
Trustees, 533, 534, 548-551 
Use of, in business, 536 
Varied nomenclature for, 537 
Who may create, 534 
Ex-RIGHTs, 
Stock rights, 812 
EXTINGUISHMENT FUNDS, 
Nature of, 1225 
ExTRA-TERRITORIAL RIGHTS, 
Stock transfer tax, 328 


F 


Factory SITEs, 
Donated, 1063 
FaILureEs (See ‘‘Insolvency"’) 
FEDERAL RESERVE BANK, 
Balance sheet, 1357-1360 
FEDERAL TAXES, 29 
Freres (See ‘“‘Counsel Fees,” 
Fees’’) 
FILING, 
Charter application, 210 
FINANCE COMMITTEE (See 
Finance’) 
FINANCIAL CORPORATIONS, 
Charters, 169 
FINANCIAL INSTITUTIONS, 
Capitalization of, 73 
Source for capital funds, 792 


“Organization 


“Committees, 
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FINANCIAL MANAGEMENT, 
Problems, 960-965 
Standards, 947-959 

FINANCIAL PLAN, 
Advertising agency, 734 
American Woolen Company, 847 
Combination, 744-748 
Partnership incorporating, 730 
Policies and methods, 720-730 
Railroad, 732 
Reorganization, 1010-1017 
Rock Island Railroad, 748 
Securities issued, 720-728 
Underwriting syndicates, 837-848 


United States Realty and Construction 


Company, 845 


United States Shipbuilding Corporation, 


846 


FINnanciAL STATEMENTS (See also ‘‘Balance 
Sheet,”’ ‘‘Consolidated Balance Sheet,”’ 


“‘Consolidated Statements’’) 
Forms, 1355, 1643-1651 

Corporate reports, 1354 

Income statement, 867 

Merging companies, 1281 

Misleading, 980 

Monthly, 1349 

Receivers, 1313-1316, 1324 
FINANCING, 

Adequate, 769 

Budget plan, 561 

Directed by finance committee, 387 

Inadequate, 770 

Individual vs. business, 558 

Preliminary, 765 

Relation to accounting, 557 

Rules, 562 

Standards, 947-965 

Unskilful, 556 
FINANCING CORPORATIONS, 

Working capital requirements, 716 
Frxep Assets (See ‘Assets, Fixed’’) 
Frxep CAPITAL, 

Defined, 687 

Requirements, estimating, 603 
FIxep CHARGES, 883 

Reducing, 1024 
FLUCTUATIONS IN BUSINESS, 

Effect of budget on, 927 

Effect of dividends on, 888-893 
Forp Moror CoMPANy, 

Compulsory dividends, 427 
TForEIGN CorporRATIONS (other states), 

Doing business without authorization, 54 

Incorporation, 51 

Selection of state, 190 

Inheritance taxes, 27 


FOREIGN CORPORATIONS—Continued 
Name may be adopted, 179 
Reports, 31 
Taxation of, 28 
Taxation of stock, without par value, 126 
FOREIGN CURRENCY, 
Bonds payable in, 620 
FOREIGN TRADE, 
Working capital requirements, 708 
Forms (See also contents to Book IV, p. xii.) 
Consolidated balance sheet, 1390-1393, 


1396-1397 
Income Tax, 1401-1402, 1409-1410, I419- 
FOUNDERS’ SHARES, 97, 599 [421 


FRANCHISE TAX, 25, 60, 333 
Comparative table of, 61 
FuNnpDED DEBT, 
Short-term notes not, 652 
Funps (See also “Endowment Funds," “Ex- 
tinguishment Funds,” ‘Redemption 
Funds,” “Reserves,” ‘‘Retirement 
Funds,” “Sinking Funds,” ‘‘Surplus,” 
“Trust Funds’’) 
Accounting, 1225-1246 
Collections, 415 
Compared to reserves, 1226 
Custody of, 377, 417 
Defined, 415 
Disbursement, 418 
How created, 1226 
Misuse of, 977 
Nature of, 1225 
Purposes, 1225 
Return of, 419 
Treasurer's liability for, 416 


G 


Gatn or Loss (See also ‘Profit and Loss 
Account’’) 
Sale of a business, 1299 
Sale of assets, 1298 
During receiverships, 1337 
Girts (See ‘‘Donations’’) 
GoLp Ronps, 463, 621 
Goop- WILL, 
Accounting treatment, 1168 
Apportionment, in consolidations, 1284 
Balance sheet entry, 1371 
Capitalization of, 74, 676 
Customers, 803 
Employees, 802 
Sole proprietorship, 1166 
Stockholders’, 800 
Transfer of, 1167 
Valuation, 678-681, 1166 
Writing off, 1309 
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GUARANTEED Bonps, 464 
Interest, 1209 
Redemption, accounting entries, 1255 
Sale, accounting entries, 1197 
GUARANTEED STOCK, 91 
GUARANTIES OF INTEREST AND DIVIDENDS 
ON LEASEHOLDS, 1261, 1264, 1265, 1376 
GUARDIAN OF MINOR FOR TRANSFER OF 
STOCK, 321 


H 


Ho_LpINnG COMPANIES (See also ‘‘Affiliated 
and Subsidiary Corporations,’ ‘‘Con- 
solidated Balance Sheets’’) 

Advantages, 473, 592 
Amount necessary to control, 476 
As minority stockholder of subsidiary, 
1385, 1386 
Common law did not permit, 474 
Consolidated income tax returns, 1416 
Consolidation by, 
Accounting, 1269-1277 
Accrued dividends, 1271 
Balance sheet, 1272 
Income account, 1272 
Interlocking directorates, 1268 
Defined, 473, 1268 
Development, 589 
Functions, 478, 591 
Harmful, taxation no remedy against, 22 
Intercompany ownership of bonds on 
consolidated balance sheet, 1376 
Intercompany ownership of stock on con- 
solidated balance sheet, 1376 
Limitations, 479 
Methods of control, 1268 
New Jersey laws, 57, 475 
Operating, purchase of subsidiary, 1273- 
1277 
Parent company, 481, 503, 1277 
Public utilities use of, 592 
Status of, 591 
Stock holding powers, 474 
Subsidiaries, 593, 12690 
Valuation of stock of, 1136 
HorIzONTAL TRUST OR COMBINE, 737 
HOsPITALS 
Accounting, 1130-1132 


IDAHO, 
Incorporation in, 58 
ILLINOIS, 
By-law statutes, 219 
Incorporation in, 57 


IMPROVEMENTS, 
Amortization, 1265 
Leaseholds, accounting, 1264 
INcoME (See also “Gross Income,” “Net 
Income’’) 
Administration, 867-882 
Calculation of, for budget, 932 
Defined, 868 
From dividends, 1155 
From investments, accounting entry, 1212 
Policy as to, 913-918 
Relation between, and security issues, 724 
Sinking funds, 1237, 1240 
Income ACCOUNT, 
Consolidated, 1395 
Sinking funds, 1230 
INCOME Bonps, 463, 638-641 
Interest, 639, I210 
INCOME STATEMENT, 867-882 
Analysis of, 867-882 
Calculation, 868 
Concealment of profits, 879 
Depreciation, 873-877 
Gross earnings, 869-872 
Operating expenses and reductions, 872- 
879 
INCOME Tax, 
Effect of, 64, 501 
Federal, 29, 331 
Forms, 1401-1402, I409-I410, I4I9- 
1421 
Accounting practice, 1042-1045 
Consolidated returns, 1416 
Effect on accounting, 1042 
Express trusts and, 543 
Organization expense not deductible, 
1133 
Preparation of returns, 1399-1421 
State, 26, 333 
INCORPORATED (Word) IN NAME, 178, 498 
INCORPORATION (See also ‘‘Charter,’’ “Organ- 
ization’’) 
Agreements, 44, 1172 
Bond issues for property taken over, 63 
Charter application, 208-211 
Cheapness not always desirable, 55 
Commission on sale of capital stock, 1134 
Contracts prior to, 42-49 
Cost of, 60-68 
Counsel fees, 67 
Domestic corporation, 51 
Double, 65 
Failure to incorporate, 48 
Foreign corporation, 51 
Manufacturing corporation, accounting 
procedure, 1156-1160 
Mining corporation, 1160 


INDEX 


INCORPORATION—Continued 
Minority interests, 58 
Organization expenses, accounting, 1133 
Organization fees, 60-66 
Table, 61 
Partnerships, 497-509 
(For full list of subjects see ‘‘Partner- 
ships’’) 
Accounting treatment, 1172-1183 
Place of, 50-59 
Procedure, 267 
Promoter’s functions, 44 
Sole proprietorship, 1165 
State laws beneficial for, 56 
State, selection for, 190 
Stock sold at a premium to create surplus, 
10908 
Taxation and, 501 
Taxes, 25 
When inadvisable, 22 
Who may incorporate, 172 
INCORPORATORS, 
Agreements among, 14 
Dummy, 173, 174, 175 
Functions of, 174 
Number, 173, 268 
Participation in first stockholders’ meeting, 
268, 272 
Signature and acknowledgment of charter 
application, 209 
Stockholders as, 174 
Supply initial capital, 791 
Who may incorporate, 172 
INDEBTEDNESS, : 
Liability of, 204 
Limitation of, 261 
INDEMNITY Bonp, 
Forms, 1616-1618 
INDIVIDUAL MANAGEMENT, 7 
_ INDORSEMENTS, CORPORATE CHECKS, 
Forms, 1591 
INFORMATION, 
Confidential, misuse of, 976, 982 
INHERITANCE TAX, 
Federal, 30 
Foreign corporations, 27 
State, 27 
INSOLVENCY, 
After dividend is declared, 429 
Bankruptcy, 1003-1005 
Causes of, 771, 995-998 
Dissolution of corporation, I00I 
Due to consolidations, 936 
Economic, 993 
Financial, 994 
Procedure for, 998-1009 
Readjustment of claims, 999 
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INSOLVENCY—Continued 
Receiverships, 1005-1009 
Statistics, 992 
Types of, 936 
INSTALMENT ACCOUNT, 
Bond issues, 1196 
Purchaser of accounts receivable, 715 
Subscription to stock, 222, 1077, 1090 
Book for, 1088-1095 
Form, 1635 
Entries, 1091-1005 
Notice of payment, 
Form, 1569 
INSTALMENT BUSINESS, 
Working capital requirements, 709-713 
INTERBOROUGH RAPID TRANSIT COMPANY, 
Exploitation of, 988 
INTEREST, 
Accrued, 1193, I195, 1204 
Adjustment of, in selling price of bonds, 
1213 
Bonds, 622 
Accounting, 1192, 1202-1212 
Accrued, 1193, 1195, 1204 
Adjustment of accrued interest in selling 
price, 1213 
Charged to construction, 684, I211 
Default in payment, 1257 
Guaranteed bonds, 1209 
Income bonds, 1210 
Methods of handling coupons, 1202 
Methods of paying, 1202 
Recording, 1188, 1203 
Registered bonds, 1205 
Special issues, 1210 
Treasury bouds, 1208 
Two or more issues, 1206 
Coupon bonds, record of, 1188 
Guaranteed bonds, 1197 
Guaranties of, in lease, 1261, 1264, 1265 
Income bonds, 639 
Income from investments, 
entry, 1212 
Income tax, 1406 
Paid on bonds during period of construction 
may be capitalized, 684, 1211 
Registered bonds, record, 1188 
Sinking fund, accounting entries, 1237 
INTERIM DIVIDENDS, 1148 
INTERLOCKING DIRECTORATES, 580, 1268 
INTERSTATE COMMERCE COMMISSION 
Regulations, 
Bond terminology, 1186 
Interest charged to construction, 1211 
Sinking fund, 1231 
INVENTORIES, 
Cause of insolvency, 997 


accounting 
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INVENTORIES—Continued 
Certificate of, on income tax return, 1408 
Statistics, 958 
Valuation, 
Consolidated balance sheet entries, 1375, 
1376 
Cost or market, 870 
INVESTIGATIONS, 
Combination, 761 
Electric railway, 758 
New enterprises, 754-762 
Preliminary analysis, 757 
Railroad, 759 
Scope of, 756 
INVESTMENT BANKERS, 
Community of interests among, 1840 
Liability of, 826 
Sale of securities, 823-829 
Underwriting syndicates formed by, 839 
INVESTMENTS (See also “‘Securities’’) 
Corporations an attractive form of, 19 
Distribution of, as a safety factor, 795 
Sinking fund, accounting entries, 1239 


J 


Jornt ADVENTURES, 
Nature of, 530 
Joint-Stock COMPANIES, 
Accounts, nature of, 1033 
Nature of, 9, 525-527, 570 
JOURNAL, 
Entries, 
Manufacturing corporation, 1157 
Mining corporation, 1161 
Subscription to stock, 1068, 1076, 1084 
Subscription transfer, 1088 


K 


KANSAS SUPREME CoUuRT, 
Decision on stock without par value, 114 


L 


LAND COMPANIES, 
Sinking funds for bond redemption, 660 
Law, 
Business organization dependent on, 3 
Contracts, 3 
Incorporation, 51-58 
Legal entity of corporation, I5 
Partnerships, 4 
Principal and agent, 4 
Subscriptions, 33-41 
LAWYERS, 
As promoters, 773 
Counsel fees, 67 


INDEX 


LEASEHOLDS, 
Accounting, 1260-1267 
Adjusted entries at end of year, 1265 
Guaranties of interest or dividends, 1261, 
1264, 1265 
Improvements and note issues, 1264 
Improvements on, 1265 
Mines, 1263 
Railroads, 1264 
Amortization, 1265 
Consolidations by, 1259-1267 
Intercompany, on consolidated balance 
sheet, 1376 
Terms of, 1261 
LEDGER, 
Closing, 1351 
Stock, 1071 
Defined, 291 
Summary of accounts used, 1083 
Subscription, 1080, 1986 
Instalment account, 1093 
LEGISLATION, CORPORATE, 
QUIREMENTS, 23 
LESSEES, ACCOUNTING RECORDS, 1267 
Lessors, ACCOUNTING RECORDS, 1266 
LIABILITIES, 
Current, 
Ratio of, to current assets, 608 
Short-term notes as, 652 
Liquidation, receivership accounting, 1339 
Transfer of in consolidation, 1286, 1289 
LIABILITY OF CORPORATION, 
Before incorporation, 42-49 
~ Doing business in California, 53 
Limitation of, 14 
LIABILITY OF DIRECTOR, 150 / 
Limitations on indebtedness, 204 
LIABILITY OF OFFICERS, 160 
LIABILITY OF PARTNERS, 568 
LIABILITY OF STOCKHOLDER, 14, 53, 143-148 
Full-paid stock, ror 
In California, 53 
Statutory, 145 
Unpaid outstanding stock, 145 
Unpaid subscriptions, 143 
Watered stock, 100 
LIABILITY OF TREASURER, 393-400, 416 
LIEN Bonps, JUNIOR, 462, 625 
LIEN STOCK, 310 
LIENS AS COLLATERAL SECURITY, 863 
LIFE TERM OF CORPORATION, IOI 
LIQUIDATIONS, 
Preferred assets, 91 
Realization and liquidation statement of 
receiver, 1346 
Stockholders’ rights in, 137, 142 


ONEROUS’ RE- 
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INDEX 


Loans (See also ‘‘Notes’’; ‘“Bonds’’) 
Bank, 858-866 
Factors considered, 864 
Collateral for, 861 
Long-term obligations, 854 
Note-brokers’ dealings, 859 
Overborrowing risks, 852 
Rules for borrowing, 853 
Securing, 851 
Short-term, 
Forms of, 854-866 
Stock as collateral, 307-309 
Trade acceptance, 856 
Trade credit, 855-858 
LocaTIon (See ‘‘Place of Business’’) 
Lonc TERM OBLIGATIONS (See also “‘Bonds’’) 
Nature of, 612, 632, 854 
Received by creditors, 1023 
Sinking fund methods, 658 
Losses (See also ‘‘Gain or Loss’’) 
Caused by treasurer’s neglect, 395 
Extraordinary, debited to surplus, 1041 
Initial, Capitalization of, 684 


M 


MAIL, 

Selling securities by, 815 
MAINE, INCORPORATION IN, 57 
MAINTENANCE, 

Charged against income, 872 
MANAGEMENT (See “Administration’’) 
MANAGER, 

By-laws, 

Forms, 1472 
MANAGING DrrecTor, By-Laws, 255 
MANUFACTURING CORPORATION, 

Books of account, 1157 

Incorporation, 1156 

Journal entries, 1157 
MARKET PRICE, 

Bonds purchased for sinking funds, 1221 
MASSACHUSETTS, 

Express trusts, 541, 571 

Incorporation in, 57 

Stock transfer tax, 327 
Meetincs (See also “Minutes’’) 

Motions, 372 

Paper used at, should be filed, 373 

Protests, 373 

Resolutions, 372 
MEETINGS, COMMITTEES, PROCEDURE, 250, 367 
MEETINGS, DIRECTORS, 239-242, 358-368 

Forms, 1504-1511, 1525-1527, 1533-1534 

Adjournment, 367 

Annual, 

Omitted to hold over directors, 155 
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MEETINGS, Directors—Continued 
Approval of minutes, 374 
Assemblying, 360 
Business, 366 
Directors must be present in person, 364 
Election of Officers, 242 
First, 277-285 

Forms, 1504-1511 
Assemblying, 279 
Business, 278, 285 
By-Laws, 277 
Cally 277 
Call and waiver of notice, form, 1507 
Corporate depositary delegated by, 283 
Elect on of officers, 279 
Exchange of stock for property, 282 
Minutes, 278 
Minutes, forms, 1504-1507 
Opening, 279 
Roll call, 27° 
Seal of corporation, 281 
Stock certificates adopted, 280 
Subscriptions accepted, 281 
Treasurer’s bond depositary, 283 
Minutes, 365 
Forms, 1563-1567 
Motions, 
Forms, 1543-1545 
Notice, 240, 360 
Proof of, 364 
Object and purpose, 359 
Opening, 363 
Order of business, 244 
Place of, 190, 239, 358 
Presiding officer, 363 
Quorum, 241, 363, 364 
Reports, 365 
Resolutions, 
Forms, 1547-1552 
Roll-call, 363 
Special, 240, 360 
Forms, 1525-1527, 1533 
Call, 360 
Cail and waiver of notice, 363 
Minutes, form, 1565 
Notice, 361 
MEETINGS, STOCKHOLDERS, 132, 576 
Forms, 1498-1503, 1519-1525, 1529-1532 
Adjourned, 
Minutes, form, 1561 
Annual, 228-234; 335-351 
“Forms, 1531-1532 
Adjournment of, 350 
Annual report, 345 
By-laws, 228-234 
Closing transfer books, 330 
Date of, 228, 336 
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MEETINGS, STOCKHOLDERS—Continued 


Annual—Continued 
Election of directors, 232, 274, 346 
Election inspectors’ oath, form, 1556 
List of stockholders, 338 
Minutes, 339, 344, 351 
Minutes, form, 1555, 1559 
Notice, 336, 344 
Object stated in notice, 336 
Opening, 340 
Order of business, 338 
Place, 335 
Preparations for, 338 
Presiding officers, 339 
Quorum, 341, 343 
Roll-call, 340 
Secretary of, 338 
Time, 228 
Unfinished business, 349 
Voting, 342, 347-349 
Approval of minutes, 374 
By-laws, 
Forms, 1467 
Elections, 
Forms, 1555-1558 
First, 267-276 
Forms, 1498-1503 
Assemblying, 268 
By-laws adopted, 273 
Call and waiver of notice, 268 
Form, I501, I519 
Charter presentation, 272 
Conducting, 270 
Election of directors, 274 
Evidence of legality, 272 
Exchange of stock for property, 275 
Incorporators call, 268 
Inspectors of election report, form, 1503 
Minutes, forms, 1498-1501 
Minutes, preparation of, 268 
Opening, 272 
Order of, 267 
Participants, 268 
Place, 269 
Proxy, form, 1502 
Time of, 269 
List of stockholders, 231 
Motions, 
Forms, 1543-1545 
Notice of, 133, 230, 268 
Order of business, 234 
Place of, 190, 228 
Presiding officers for, 230 
Procedure and business, 229 
Proxies, 135, 234 
Quorum, 233 
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MEETINGS, STOCKHOLDERS—Continued 
Resolutions, 
Form, 1546 
Special, 229, 352-357 
Forms, 1520-1525, 1529-1531 
Adjournment, 357 
Business, 356 3 
Business of, must be specified in notice, — 
353 } 
Call, 352 
Consent meeting, 355 
Minutes, form, 1561 
Notice, 354 
Opening, 356 
Statutory provisions, 352 
Time of, 228 
Voting, 231 
MERGER (See “‘Consolidation’’) 
MINEs, > 
Dividends declared out of capital stock, 424 
Leaseholds, accounting entries, 1263 
Sinking funds for bond redemption, 660 
MINING CORPORATION, 
Accounting procedure, 1161-1164 
Incorporation, 1160 
MINNESOTA, INCORPORATION IN, 58 
Mrnority STOCKHOLDERS, 
Common law rights, 483 
Holding company as, consolidated 
balance sheet items, 1385, 1386 
Illegal methods of majority, 493 
Protection of, 483-496, 577 
Annual audits, 491 
Cumulative voting, 202, 487 
Legal remedies, 493 
Special charter provisions, 491, 492 
State laws, 58 
Stock classification, 487 
Voting trusts, 490 
Representation on standing committees, 
248 
Rights, abridgement of, 484, 577 
Squeezing, 985 
Minors, 
Stock transfer by, 315, 320 
MINUTES, 4 
Forms, 1559-1567 
Amendments, 374 
Annual meeting, 339, 344, 351 
Approval, 374 
Book, 369-374 
Alterations in, 370 
Contents, 370 
Format, 370 
Motions and resolutions, 372 
Proceedings, 37 


Protesis not usually included, 373 
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Minutes—Continued 
Book—Continued 
Secretary in charge of, 360 
Signed by secretary, 351, 374 
Writing of, 371 
Certificate of transcript, 
Form, 1603 
Correction, 375 
Directors’ first meeting, 278 
Forms, 1504-1507 
Directors’ meetings, 365, 374 
First stockholders’ meeting, 260 
Motions, 
Forms, 1543-1545 
Prepared, 375 
President’s and secretary’s certificate to, 
Form, 1603 
Resolution, 
Forms, 1546-1552 
Secretary’s affidavit to, 
Form, 1604 
Signing of, 351, 374 
Stockholders’ annual meeting, 
Form, 1555 
Stockholders’ first meeting, 
Forms, 1498-1501 
MISMANAGEMENT (See “‘Exploitation’’) 
Missouri PaciFic RAILWAY, 
Exploitation of, 968 
Monopouies (See “Combinations in 
Restraint of Trade,” ‘‘Trusts”’) 
MorTGAGE BONDS, 
After-acquired property clause, 615 
Closed or open issues, 617 
Consolidated, 626 
Deeds of trust, 615 
Defined, 451, 625 
First mortgage, 462 
Junior lien, 625 
Limited open end, 617 
Nature of, 614 
Popularity, 625 
Ratio of mortgage to property value, 627 
Second mortgages, 625 
MortTGAGES, 
Farm, 613 
Loans, 612 
Retirement in consolidation, 1292 
MotTIons, 
Forms, 1543-1545 
Entered in minute books, 372 


N 


Name (See ‘‘Corporate Name’’) 
NATIONAL CORDAGE COMPANY, 
Exploitation of, 977 
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NATIONAL SALT COMPANY 
Exploitation of, 985 
NATIONAL STARCH MANUFACTURING CoM- 
PANY, 
Financial plan, 741-744 
Net INCOME, 
Determination of, 867-882 
Distribution, 883-807 
Ner Wortu Accounts (See also “Capital 
Stock,” “‘Reser ves,” ‘“Surplus’’) 
Nature of, 1036 
NeEvADA, INCORPORATION IN, 57 
NEw JERSEY, 
By-law statutes, 218 
Charter form, 1428-1430 
Dividend regulations, 421 
History of legislation in, 197 
Holding company law, 475 
Incorporation in, 57 
Preferred stock requirements, 90 
Speciai charter provisions, 201 
New York, NEw HAvEN AND HARTFORD 
RAILROAD, 
Exploitation of, 968, 984 
New York STATE, 
Burdens imposed on corporations in, 52 
By-law statutes, 218 
Capital stock paid, 80 
Charter form, 1425-1428 
Directors’ liability in, 150 
Incorporation in, 57 
Stock transfer rules, 325 
Stock transfer tax, 327 
No-Par VALUE (See also “Par Value’’) 
No-PArR-VALUE STOCK, 81, III-130 
Accounting, 129, 1113-1127 
Entered at sale price, 1113 
Entries for, 1115 _ 
Nominal or stated value, I113 
Subsidiary records, 1116 
Advantages, 120-123, II4L 
And par-value issued by same corporation, 
1120 
Authorization of shares, 124 
Balance sheet entry, 1361 
Bonuses paid in, 1141 
Certificates, 127 
Change in amount of authorization, 1125 
Changed from par to no-par, 1122 
Charter form, 1435-1441 
Debts paid in, 1136 
Disadvantages, 123 
Dividends, 1146 
Donated stock, 1126 
Earned surplus of corporations having, 
Il17 
Federal transfer tax, 329 
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No-Par-VALUE StocK—Continued 
History of, 112 
Judicial indorsement, 114 
Laws concerning, I15 
Organization fees, 126 
Partnerships incorporating, 500 
Preferred stock, 126, 1119 
Takes precedence over, 126 
Procedure, 124-130 
Purchased by another corporation, 1139 
Rights of holders, 126 
Selling price, 126 
Stabilizer for capitalization, 
Status of, 113 
Stock dividends, 1152 
Taxation, 128 
Theory of, III 
Treasury stock, 1125 
Valuation, 130, III4 
Inflation of, 1121 
When used, 117 
Non-Stock CORPORATIONS, 
Accounting, 1128-1132 
Donations to, 1130, I13I 
Hospitals, accounting, 1130-1132 
Nation of, 1128 
Trust funds, 1130 
NORTHERN PACIFIC RAILROAD COMPANY, 587 
Exploitation of, 973 
NoTE-BROKERS, WORK OF, 647, 859 
NOTES, 
Compared to bonds, 447 
Corporate, 
| Forms, 1595-1597 
Short term, 465, 632, 647-652 (For com- 
plete list of subjects see “Short-Term 
_  Obligations’’) 
NOTICE, 
Appointments, 
Forms, 1573-1575 
Directors’ meetings, 240, 360, 361 
Proof of, 364 
Dividends, 438 
Forms, 1571-1573 
Stockholders’ annual meeting, 133, 230, 336 
Proof of, 344 
Stockholders’ first meeting, 268, 272 
Stockholders’ special meeting, 354 
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OFFICE OF CORPORATION, PRINCIPAL, 190, 335 
OFFICERS, 12 (See also under individual titles) 
Appointment of, 154, 157 
Assistant, 257 
Auditor, 257 
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OFFICERS—Continued 

By-laws, 252-259 
Forms, 1465, 1471 

Combined positions, 157 
Counsel, 256 
De facto, 161 
Defined, 157, 252 
Delegation of authority, 160, 258 
Duties, transfer of stock, 313 
Election of, 242, 279, 366 
Exploitation by, 967-978 
Governed by law of agency, 159 
Holding over term, 158 
Liability, 160 


When fraudulent transfer of stock is 


made by executor, 319 
Managing, 255 


Newly elected, assume duties at once, 366 


On standing committees, 247 
Partnership incorporating, 508 
Penalties for misdeeds, 161 
Powers, 159 
Presiding, 230, 253 
Directors’ meetings, 363 
Stockholders’ meeting, 339 
Qualifications of, 158 
Removal of, 149, 162, 243, 259 
Resignations, 163, 1581 
Salaries, 258 
Signature, 
Form, 1583 
Stock transfer by, 300 
“Term of office, 158 
Vacancies, 259 
OKLAHOMA, EXPRESS TRUSTS, 542 
OPENING ENTRIES, 
Incorporation of partnership, 1176 
Incorporation of sole proprietorship, 1168 
Manufacturing corporation, 1158 
Mining corporation, 1161 
OPERATING EXPENSES, 872-879 
Ratio, 956 
OPTIONS, 
Assignment, 
Form, 1516 
On business and property, 
Form, 1514 
On capital stock, 
Form, 1512 
On real estate, 
Form, 1515 
Precorporate contracts, 47 
ORDER OF BUSINESS, 
Directors’ meeting, 244 
Stockholders’ meetings, 234 
Annual, 338 
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RGANIZATION (See also ‘'Business Organiza- 
tion,” ‘‘Incorporation,”’ ‘‘Law’’) 
Economic necessity for, 7 
Expenses, 60-68, 1133 
Bonus account as, 1140 
Not deductible from income tax, 1133 
Reimbursed, 1169 
Fees, 25, 60-66 
; Avoidance of, 64-66 
Excessive, 64 
Stock of no-par value, 126 
Individual management, 7 
Joint-stock companies, 9 
Partnership, 8 
Purpose of, 13 
OVERCAPITALIZATION, 674 
Defined, 663 
Owners (See ‘Directors,’ 
“Stockholders”’) 


“Officers.” 
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PARLIAMENTARY PROCEDURE (See 
ings,”’ ‘‘Minutes’’) 
PARTICIPATING BONDS, 645 
PARTICIPATION (See ‘‘Capital Stock’; “Divi- 
~ dends’’; “Stockholder’’) 
PARTNERSHIP ASSOCIATIONS, 
528-530 
PARTNERSHIPS, 
Accounts, compared to corporate, 1036 
Advantages, 567 
Compared to corporation, 4 
Disadvantages, 568 
Incorporation, 497-509 
Accounting treatment, 1172-1183 
Agreement of incorporation, 1173 
Balance sheet audit, 1175 
Balance sheet of new corporation, 1183 
Capitalization, 499 
Closing books, 1180, 1182 
Directors, 504 
Distribution of proceeds, 1181 
Exchange of property for stock, 502 
Financial plan, 730 
Maintenance agreements, 506-509 
Name, 498 
Officer, 508 
Preferred stock, 602 
Stock issues, 87 
Stock ownership, 499, 502-504 
Taxation before and after, 501 
Underwriting expenses, 1174 
Valuation, 500 
Voting requirements, 507 
Voting trust agreements, 506 
Stock classification, 510 F 


“Meet- 


Nature of, 
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PARTNERSHiPS—Continued 
Joint adventures, 530 
Legal actions against, 15 
Liability of partners, 15 
Limited, nature of, 570 
Names, 177 
Nature of, 8, 566-560 
No definite system of management, 18 
Stock transfer to and by, 324 

Par VALUE (See also ‘Discount’; ““No-Par 

Value’; ‘Premium Account’’) 

Market for stocks sold below, 668 

Stock of original issue, accounting methods, 
1063-1112 

Stock, reduction of, 
1059, 1308 

Stock rights, 809, 813 

PaTENTS, ASSIGNMENT OF, 
Form, 1614 

PENALTIES, 

Enforcement of by-laws, 263 

Stock transfer tax, 327 
PENNSYLVANIA, 

Incorporation in, 57 

Stock transfer tax, 327 
PLACE OF BUSINESS, 50-59 

Principal office, 190 

Property tax for, 64 

Stated in charter, 189 
PLACE OF MEETING, 

Directors’, 190, 239, 358 

Stockholders, 190, 228, 335 

PLEDGE (See “Collateral Security’’) 

Power AND Duties (See ‘By-Laws’ and 
Specific Headings, as “‘Directors’’; 
“Secretary”; “Treasurer’’; etc.) 

POWER OF ATTORNEY, 

Forms, 1606-1610 
PRECORPORATE ContTRACTS (See “Contracts’’) 
PREFERRED STOCK, 

Accounting, journal entry, 1068 
By-laws, 225 
Certificate for, 88 
Form, 1488 
Charter provisions, 189 
Classification of, 203 
Form for, 90 
Common stock bonus, 93 
Compared with bonds, 88 
Convertibility, 97, 602 
Defined, 85, 601 
Dividends, 87, 90, 92, 428, 602, 884 

Cumulative, 91, 605 

Non-Cumulative, 92, 603, 884 

Participation rights, 93, 606 

Rates, 606 

Founders’ shares, 97 


in reorganization, 
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PREFERRED StocK—Continued 
Ledger, 1071 
Nature and use, 87 
New Jersey requirements, 90 
No-par value, 126, 1119 
Non-cumulative, 92 
Partnerships incorporating, 500-503 
Preference, 
As to assets, 91, 607 
As to dividends, 90, 136, 601 
Over no-par-value stock, 126 
Protective features, 610 
Redemption, 94, 607 
Represents tangible assets, 87 
Restrictions, 601 
Rights carried by, 87, 601 
Stockholder’s assent for issue of, required, 
88 
Use of, 601 
Voting rights, 88, 90, 95, 601, 602, 608 
PREMIUM ACCOUNT, 
Bonds, 1191, 1213-1224 
Capital stock, 
Credited with payments forfeited on 
subscription, 1081 
Not used for no-par stock, 1119 
Treatment, 1099 
Uses of, 1098 
PREMIUM, STOCK PURCHASED AT, 1104 
PRESIDENT, I2 
Annual report, 
Form, 1643 
By-laws, 
Forms, 1471 
Certificate of minutes, 
Form, 1603 
Member of executive committee, 248 
Presiding officer, 230, 253 
Relation to treasurer, 391 
Resignation, 
Form, 1581 
Signature on certificates of stock, 392 
PRINCIPAL AND AGENT, 4 
PROBLEMS, 
Analysis based on financial standards, 
960-965 
ProrFit (See also ‘‘Gain or Loss"’) 
Adjustment of items of previous years, 
1040 
Apportionment of, in close corporation, 511 
Charges against, 871, 872, 873 
Closed into profit and loss account, 1040 
Concealment of, 879, 
Credited to surplus account, 1038, 1039 
Dividends paid out of, 423, 425, 886 
During work of construction, 871 
Extraordinary, credited to surplus, 1041 
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Prorit—Continued 
Fluctuations affecting dividend rates, 890 
Percentage, 957 
Promoter’s, 780-790 
Salaries paid out of dividends, 431 
Source of capital, 792 
Undivided, 
Account, 1058 
Distinguished from surplus, 1047 
Unrealized, on purchase of treasury stock, 
1102 
PrRoFIT AND Loss ACCOUNT, 
Closing, 1352 
Function, 1042 
Income tax charged against, 1044 
Proof, 1043 
Receiver’s, 1328 
Sale of capital assets, 1136 
Surplus entered on, 1040 
PROFIT-SHARING, 1148 
PROMOTERS, 772-790 
Donated stock from, 1107 
Illegal arrangements, 786 
Difficulties of, 778 
Improper profits vs. over-valuation, 788 
Precorporate contracts, 46, 777, 785 
Profits, 780-790 
Secret, 786-788 
Property owned by, 789 
Self-protection of, 777 
Types of, 773-776 
Work of, 44, 784 
PROMOTION, . 
Adequate finances, 760 
Assembling the proposition, 762 
Bank connections, 765 
Co-operative, 767 
Difficulties in, 778 
Failures in, 771 
Financing of construction work, 766 
Investigation of enterprise, 754-762 
Preliminary financing, 765 
Requirements, 776 
Steps in, 753 
PROPERTY, 
Appreciation, basis of capitalization, 664 
Dividends, 433, 437 
PROPERTY TAX, 26, 64, 333 
PROPRIETORSHIP, SOLE, 
Good-will, 1166 
Incorporation, 1165-1171 
Nature of, 564 
ProsprEctus, SALE OF SECURITIES, 818-820 
Proxy, 
Forms, 1535-1542 
Directors may not vote by, 364 
Stockholders’ annual meeting, 341 
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PROxY—Continued 
Stockholders’ first meeting, 268 
Form, 1502 
_ Voting by, 135, 234, 342 
PUBLIC, THE, 
Investing as a source of capital, 795 
Speculative, as a source’ of capital, 795 
PUBLIC UTILITIES, CAPITALIZATION OF, 73 
PusBLic UTILITy CORPORATIONS, 
Charters, 168 
Holding companies for, 592 
PUBLICITY, 
Among stockholders to cultivate good-will, 
800 
PURCHASE, 
Terms of, affecting working capital, 705 
PurRcHASE Money Bonps, 465 
PURPOSES OF CORPORATION (See “Corporate 
Purposes’’) 


Q 


QUORUM, 
Committee meetings, 251 
Directors’ meetings, 241, 363, 364 
Stockholders’ meeting, 233 
. Annual, 341, 343 


R 


RAILROADS, 
Equipment trust bonds, 465, 629-631 
Financing plan, 732 
Leaseholds, accounting for, 1264 
Promoting, preliminary investigation of, 
759 
Sinking funds, 1231 
READING CompaNy, DISSOLUTION OF, 1002 
REALIZATION AND LIQUIDATION STATEMENT, 
1346 
REALIZATION, GAIN OR LOSS ON, 1298, 1299, 
1338 
RECEIPTS, CORPORATE, 
Forms, 1593-1595 
RECEIVERS, 
Accounts, 1312-1329 
Duties, 1006 
Powers, 1007 
Profit and loss, 1328, 1337 
Reports, 1342-1348 
Statement of affairs, 1313-1316, 1324 
Statement on withdrawal, 1316 
Statement to court, 1322 
RECEIVERSHIPS, 
Accounting, 
Adjustment of asset values, 1326, 1333 
Adjustment of company’s books, 1325 
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RECEIVERSEIPS—Continued 
Accounting—Continued 
Cash account, 1345 
Claims approved, entry of, 1327 
Closing entries, 1321, 1329, 1339, 1341 
Company accounts, 1313 
Deficiency statement, 1343 
Dissolution following. 1340 
Exhibits and schedules, 1325 
Expenses, 1348 
Liquidation of liabilities, 1338 
Loss and gain on realization, 1337 
Opening entries, 1316, 1333 
Procedure, 1317 
Realization and liquidation statement, 
7340 
Receiver’s profit and loss, 1328, 1337 
Reports, 342-1348 E 
Sale of assets, 1331-1348 
Statement to court, 1322, 1342-1348 
Transactions, 1319, 1334 ‘ 
Application for, 1006 
Dissolution following bankruptcy, 1340 
Friendly, 1005 
Nature of, 1005 
Procedure, 1005-1909 
State of affairs, 1313-1316, 1324, 1331,1335 
ReEcorps (See ‘‘Books of Account’’) 
REDEMPTION Funp (Seealso ‘‘Sinking Fund’’) 
Compared to sinking funds, 1228 
Nature of, 1225 
Requirement, 1227 
REFUNDING BONDS, 1252 
REGISTERED BoNps, 448, 622 
Interest record, 1188, 1205 
Records for, 1186 
Transfer record, 1187 
REGISTRAR (See ‘‘Transfer Agent and Regis- 
REGULATIONS, CORPORATE, [trar’’} 
How provided for, 215 
REMOVAL FROM OFFICE, 
Agent, 149 
Directors, 153, 238 
Officers, 149, 162, 243, 259 
RENEWALS, CHARGED AGAINST PROFIT, 872 
REORGANIZATION, 
Accounting, reduction of stock, 1309 
Advantages, 1026-1030 
Agreement, 1307 
Claflin company, 1028 
Committees, 1012-1015 
Defined, 1010, 1307 
Expenses, 1013 
Good-will, writing off, 1309 
Interests concerned, 1011 
Methods, 1307 
Reduction of stock, 1308-131I 
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REORGANIZATION—Continued RESOLUTIONS—Continued 
Nature of, 522 Declaring dividends, 422 
Procedure, 1015-1017 Entered in minute book, 372 
Purposes, 1018 RESTRAINT OF TRADE, COMBINATION IN 51¢ 
Raising additional capital, 1019-1023 Express trust as, 535 
Receivership, 1313-1348 (For full list of RETIREMENT FunND, 
subjects see ‘‘Receiverships’’) Cannot be termed a sinking fund, 1229 
Reducing capital stock, 1059, 1309 REVALUATION, 9II 
Reducing fixed charges, 1024 Rock ISLAND RAILROAD COMPANY 
Status after, 1310 Exploitation of, 972 
Underwriting syndicate, 1023 Financial plan, 748 
REPAIRS, CHARGED AGAINST PROFITS, 872 ROLL-CALL, 
Reports, : Directors’ meetings, 363 
Forms, 1643-1651 First, 279 ’ 
Annual, 31 Stockholders’ annual meeting, 340 
Reading of, at annual meeting, 345 Stockholders’ first meeting, 268 
Corporate, 1354 S 


Officers and committees, 365 
Foreign corporations, 31 
Inserted in minute book, 372 
Required, 24, 30 
Tax, 30 
Treasurer, 412-414 
RESERVES (See also ‘‘Surplus’’) 
Accounting, entries for appropriation of 
surplus, 1048 


SALARIES, 

By-law provisions, 206, 258 

Charter provisions, 205 

Directors, 243 

Exorbitant, 971 

Officers, 258 

Paid from profits to avoid dividends, 431 

Paid in stock, 1135 
SALE OF A BUSINESS, 
Actual vs. book, 1055 Accounting, 1299 
Balance sheet entry, 1368 SALES, 
By-laws, 260 Bouds, 

Forms, 1472 
Charged against profits, 873 
Compared to funds, 1226 
Deed of trust provisions, 1227 
Depletion, 1054 
Depreciation, 874, 877 
Expenses, 1050 
General, 877-879 
Hospital accounts, 1131 
How created, 1226 
Impounding of surplus, 1047, 1051 
Nature of, 873 
Non-operating, 1050 

Accounting, 1052 
Operating, 

Accounting, 1050 
Permanency, 1048, 1051 
Secret, 1052. 1056 


Accounting for, 1194-1201 
Discount and premium, 1213-1223 
Consolidated statement items, 1395 
Cost of, in income tax return, 1407 
Estimates for budget, 926 
Terms of, affecting working capital 708 
Scrip, DivipEND, 436 
Accounting procedure, 1147 
SEAL, 
Corporate, 263, 281 
By-laws form, 1466, 1473 
SEASONAL TRADES, 
Working capital requirements, 7 °7 
SECRETARY, I2 
Affidavit to minutes, 
Form, 1605 
By-laws, 
Forms, 1471 


Sinking fund, accounting entries, 1242 Certificate of Minutes, 
RESIGNATIONS, Form, 1603 
Forms, 1578-1581 Duties, 
Directors, 152 By-laws specify, 254 
Officers, 163 Preparation for annual meeting, 338 
RESOLUTIONS, Record of minutes, 369 
Forms, 1546-1552 Sends notice of annual meeting, 337 
Certificate of, Signing of minutes, 351, 374 


Forms, 1600-1601 Stock certificate book in charge of, 290 
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SECRETARY—Continued 


Not a presiding officer, 230 
Oath, 
Form, 1508 
Of committees, 248 
Relation to treasurer, 391 
Stockholders’ annual meetings, 339 


SrecuriTIES (See also ‘“‘Investments’’; and 


special forms as ‘‘Bonds,’’ “Capital 

Stock,’’ etc.) 

Forms, 727 
As collateral, 307-309, 682 
Dealers in, 823 
High grade, investors of, 792 
Investigation of issue before selling, 824 
Issues, f 

Market conditions affecting, 720 
Relation between and assets, 725 
Relation between and income, 724 
Salability, 720 
Sale of, 

Accounting in consolidation, 1292 

Advertising, 824 

Buyers of speculative securities, 795 

Circularizing lists, 816 

Commission payments, 825 

Dealers in, 823 

Direct methods, 799-822 

Expenses incurred, 828 

Handling an issue, 824 

Indirect methods, 823-836 

Liability of dealer in, 826 

Limitation on sale through dealer, 828 

Mail order methods, 815 

Market for, 796, 834 

Personal methods, 816 

Pre-sale investigation, 824 

Prospectus, 818-820 

Small-scale, 797 

Stock exchange methods, 829-836 

Surplus from, 910 

To customers, 803 

To employees, 802 

To raise additional capital, 1019 

To stockholders, 799 

Underwriting method, 837-848 
Surplus invested in, 1045 


SERIAL Bonps, 656, 658 


Redemption, accounting entries, 1253 
Sale, accounting entries, 1200 


SHORT-TERM OBLIGATIONS—Continued 


Investment value, 649 

Nature of, 465, 632, 647, 854-866 
Purpose of, 648 

Redemption, accounting entries, 1255 
Sale, accounting entries, 1199 
Security for, 652 

Sinking fund methods, 658 

Use of, 649 

Yield, 651 


SIDE LINEs, 


Capital invested in, 942-946 


SIGNATURES, 


Forms,, 1583-1597 
Call and waiver of notice, 260, 277 
Charter application, 208 
Corporate, 
Certificates of stock, 223, 316, 392 
Stock transfer assignment, 323 
On checks, form, 1588-1592 
Married woman, 317 
Partners, stock transfer assignment, 324 
President’s, on certificates of stock, 392 
Secretary’s, on minutes, 351 
Stockholder’s, 300 
Stockholder’s receipt for dividend, 1144 
Treasurer’s, on certificates of stock, 392 


SINKING FUND, 


Account, 1229 
Accounting entries, 1236-1246 
Adequacy of, 1232, 1249 
Balance sheet entry, 1370 
Bond redemption, 457, 653-662, 1247-1250 
Calculation, 1233 
Defined, 456, 1228 
Expense account, 1230 
Income account, 1230 
Income from, accounting entries, 1237 
Interest on, accounting entries, 1237 
Interstate Commerce Commission's regu- 
lations, 1231 
Investments, 
Accounting entries, 1239 
In company’s own bonds, 1241 
Income from accounting entries, 1240 
Methods, 656-662 
Annual purchase, of bonds, 658 
Annuity, 1233-1235 
Bond redemption, 657, 658, 659 
Investment, 657 
Land, lumber and mining companies, 660 


SHAREHOLDER (See “Stockholder’’) 
Suares (See ‘Capital Stock’’) 
SHORT-TERM OBLIGATIONS, 
Accounting entries, 1264 
Banker’s note, 647 
Defined, 647 [652 
Included as funded debt not good practice, 


Short-term notes, 658 

Special, 660 

Trustees, 657 
Payments into, 

Accounting entry, 1237 
Principles, 1231 
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SINKING FuNp—Continued 
Reserves, accounting entries, 1242 
Stock redemption, 609 
Trustee, 1236 
Accounts of, 1245 
SMALL CORPORATIONS (See ‘‘Close Corpora- 
tions’’) 
SpEcIAL DIVIDENDS, 1148 
SPECULATION, 
Stock Exchange dealings, 832 
STAMPS, 
Stock transfer tax, 328 
STANDARD ROPE AND TWINE COMPANY 
Exploitation of, 972 
STANDARDS, 
Financial, 947-965 
STANDING COMMITTEES (See ‘‘'Committees’’) 
STATE RIGHTS, 
Corporations, 51 
STATEMENT OF AFFAIRS, 
Receivers,’ 1313-1316, 1324, 1331, 1335 
STATES OF THE U.S., 
Incorporation laws, 51 
Reputation of various, for incorporation, 56 
STATUTORY Law, 6 
Stock (See ‘‘Capital Stock,’’ ‘‘Certificates of 
Stock,” ‘‘Common Stock,’’ ‘‘Dividends,’’ 
“Preferred Stock,’ “‘Retirement Funds,” 
“Stock Transfer,’’ ‘‘Treasury Stock’’ 
Stock COMPANIES, 
Joint, §25-527, 570 
Stock EXCHANGE, 
Methods, 829-836 
Stock TRANSFER, 
Accounting, 1074 
Assignment of stock, 
Form, 316, 1509 
Book, 293 
By-law provisions, 225 
Closing of, 288, 294, 336, 442 
Kept by corporation, 302 
By-laws, 224 
Can be stopped when made to control an 
election, 348 
Corporate responsibility for, 312, 319 
Corporations purchasing own stock, con- 
ditions for, 322 
Doubtful transactions, 312 
Duties of officers, 300, 313 
Evidenced in books, 287, 208 
Fractional share, 299 
Fraudulent, 319 
Liability for, 314 
Lien on stockholders for unpaid debts, 310 
Old certificate surrendered before new is 
issued, 288, 298, 1074 
Pledges of stock, 307 
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Stock TRANSFER—Continued 


Procedure, 296-311 

Procedure of owner when refused, 288 

Register, 1074, 1087 

Restrictions on, 309 

Signature on stock certificate, 316 

Summary of rules, 325 

System of, 17 

Tax, 291 

To and by administrator, 315, 319 

To and by agent, 315, 317, 318 

To and by corporation, 316, 322-324 

To and by dummy owner, 316 

To and by executors, 315, 317, 319 
When taxable, 328 

To and by guardians, 321 

To and by joint owners, 316, 324 

To and by married women, 315 

To and by minors, 315, 320 

To and by partnership, 324 

To and by trustees, 315, 317, 320 

To and by unincorporated body, 322 

Transfer agents and registrars, 224 

Transferees, 313 

Transferrers, 313 

Treasury stock, 107, 302, 322 

Uniform transfer act, 83, 307 

Voting trust, 327 


Stock TRANSFER TAX 


Federal, 30, 329 
State, 28, 328 


STOCKHOLDERS, 11 (See also ‘‘Preferred Divi- 


dends"’) 
Additional capital supplied by, 799, 805, 
Approval of consolidation, 1286 [1020 


As incorporators, 174 
Assessment of, 1020 
By-laws, 228-234 
Forms, 1464, 1467 
Close corporation, 513 
Corporations as, 482 
Directors act as trustees for, 148 
Directors as, 192, 236 
Dividends payable to, 439, 1143 
Dummy, liability of, 316 
Exploitation by, 979-991 
Functions, 132 
Good-will of, 800 
Interests in reorganizations, Iorr 
Liability, 14, 143-148 
Bonus stock without par value, 1141 
Full-paid stock, ror 
In California, 53 
Statutory, 145 
Unpaid outstanding stock, 145 
Unpaid subscriptions, 143 
Watered stock, 100 
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STOCKHOLDERS—Continued SUBSCRIPTION—Continued 


List of, 231, 338, 485 
Form, 1553 
| Listed in stock ledger, 291 
Loss of stock certificate, 81 
Majority (See ‘“‘Majority Stockholders’) 
Married women as, 315 
Meetings (See ‘“‘Meetings, Stockholders’’) 
Minority (See ‘‘Minority Stockholders’’) 
Number of, 584, 796 
Refusal of corporation to transfer stock, 
288 
Relation to treasurer, 385 
Rights, 132 (See-also “Preferred Stock’’) 
Amendment of charter, 132, 141 
By-laws, 141, 217 
Certificates of stock, 223 
Consent for the issue of preferred stock, 
88 
Consent to liquidation, 137, 142 
Directors elected by, 142, 154, 238 
Directors removed by, 153, 238 
Dividends, 135, 428 
Holding companies, 482 
Inspection of books, 137, 484 
Inspection of minutes, 369 
Limitation of, 140 
Liquidations, 137, 142 
Married women, 315, 441 
No-par-value stock, 126 
Notice of meeting, 133 
Officers appointed by, 157 
Participation, in dividends, 135, 428 
Sale of assets, 142 
Special, 143 
Special charter provisions, 139 
Statutory, 140 
Stock rights, 136, 805-813 
Violation of, 139 
- Signature, 300 
Status in foreign countries, 578 
Status of, 131, 576 
Stock system, 17 
Subscription contract, 34 
Subscriptions paid for in dividends, 430, 
1149 
Treasurer’s reports to, 413 
Vote cannot be withheld, 348 
Votes, 231, 347-349 
Cumulative, 202, 349 
Preferred stock, 88, 90, 95 
SUBSCRIPTION, 33-41 (See also ‘‘Capital 
Stock,’’ “Certificate of Stock’’) 
Forms, 1474-1483 
Acceptance, 34 
At first directors’ meeting, 281 
Additional, 136, 805 


Adopted at first directors’ meeting, 281 
Assessment, 
Notice of, form, 1570 
Assignments, 
Form, 1509 
Balance sheet entry, 1361 
Bonds, 1196 
Cancellation, accounting entry, 1081, 1087, 
1163 
Common law rule, 40 
Contract, mistakes in, 38 
Dividends used in payment for, 430, 1149 
Enforcement, 35 
New York rule, 36 
Entries, 1065, 1076 
Forfeited, accounting entries, 1163 
Form of list, 38 
Full-paid at once, accounting method, 
1068-1075 
Instalment payments, 222, 1077 
Account, 1090 * 
Form, 1635 
Instalment book, 1088 
Ledger entries, 1093 
Methods of entry, 1091-1095 
Notice, form, 1569 
Irrevocable when part of statutory form, 36 
Journal, 1084, 1086 | 
Form, 1634 
Journal entries 
Stock not paid in full, 1076 
Stock paid in full, 1068 
Ledger, 1080 
Instalment payments, 1093 
Posting, 1086 
Liability of subscriber, 34 
Material variation in, 39 
Not full-paid at once, accounting, 1076- 
1085 
Old rule for issuing stock, 86 
Payment, accounting entries, 1086 
Receipts, 
Forms, 1479-1483 
Source of capital, 791 
Stock, 33-41, 80 
Stock account, 1077, 1083 
Subscribed account, 1078 
“ransfer journal, 1082, 1088 
Treasury stock, 1077 
Unpaid, 
Notice of sale of, form, 1571 
Stockholders’ liability, 144 
Surplus created from, 1060 
Vs. agreement to buy stock, 37 
Waiver of notice of assessment, 
Form, 1503 
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SUBSIDIARY CorporaTIoNs (See “‘Affiliated 
and Subsidiary Corporations’’) 
Suits AT LAw AGAINST CORPORATION, T5 
SURETY COMPANY, 
Treasurer’s bonds, 406 
Surptus (See also ‘‘Reserves’’) 
Account, 
Analysis, 1039 
Correction of errors adjusted through, 
1040 
Income tax charged against, 1042, 1044 
Non-stock corporation, 1130 
Accounting methods, 1038-1046 
Analysis of, 1369 
Appreciated, 1060 
Balance sheet, consolidated adjustment on, 
1380, 1381 
Balance sheet entry, 1364-1367, 1369 
Balance sheet item, 1038 
Banks, 1056, 1098 
Capital, 1058 
From no-par-value stock, 1114, II1I7 
Capitalization, 682 
Closing into, 1352 
Consolidated, 1063 
Contributed (See “Surplus Paid-in’’) 
Defined, 908, 1038, 1056 
Diminishing, 1056 
Dividend paid out of, 424, 898, 1047 
Dividends to represent, 106 
Donated, 1063, 1108 
Earned, 913 
Account, 1057 
No-par-value stock corporations, I1I7 
From revaluation of assets, 911 
From sale of securities or fixed assets, 910 
Impounding, 1047, 1051 
Impounding accounting methods, 1048 
Income tax return, 1415 
Investment of, 1046 
Paid-in, 
Analysis of, 1058 
Dividends paid out of, 1059 
From assessment of stock, 1059 
From assets purchased for stock, 1060 
From payments on subscriptions for- 
feited, 1060 
From premium on stock, 1038, 1098 
From reduction of par-value of capital 
stock, 1059 
Sources of, 1059 
Part of net worth, 1038 
Policy as to, 913-918 
Purchased, 900 
Reduction of, 1038 
Secret, 920 
Source of capital, 918 
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SuRPLUS—Continued 

Sources of, 900, 1038 

Specific assets not represented by, 1045 
SURPLUS AND DEFICIT ACCOUNT, 1353 
SYNDICATES (See also ‘‘Underwriting’’) 

Nature of, 530 
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TAXATION OF CORPORATIONS, 
Capital stock tax, 30, 330 
Disadvantage, 22 
Evasion of, 64-66 
Excess profits tax, 29, 332-1499 
Excessive, effects of, 64 
Express trusts, 542 
Federal taxes, 29 
Foreign corporations, 27, 28 
Franchise tax, 25, 60, 333 

Comparative table of, 61 
Income tax, 
Accounting, 1042-1045 
Federal, 29, 331, 501 
Preparation of federal returns, 1399-1421 
State, 26, 334 
Inheritance Tax, 
Federal, 30 
State, 27 
No-par-value stock, 128, 329 
Organization fees, 25, 60-66, 126 
Partnerships vs., 501 
Property tax, 26, 64, 333 
Reports, 30 y 
Stock transfer tax, 28, 30, 291, 327-330 
Summary of, 24 
TERM OF OFFICE, 
Directors, 196, 237 
Officers, 158 

TERMINAL Bonps, 464, 

TIMBER COMPANIES, 

Sinking funds for bond redemption, 660 

TIMBER, VALUATION, QII 

TIME, 

Annual meeting, 228 
Directors’ meetings, 239, 358 

TRADE ACCEPTANCE, 706, 856 

TRADE ASSOCIATIONS, 520 

TRANSFER AGENTS AND REGISTRARS, 
By-laws, 224 
Liability in selling bonds, 458 
Procedure for, 303 
Registrar's procedure, 303 

TRANSFER OF Stock (See “Stock Transfer'’) 

TREASURER, I2, 377-414 
Affidavit to statement, 

Form, 1604 
Assistant, 380 
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TREASURER—Continued 
Authority, 377 
Exceeding, 396 
Bond, 283, 401-411 
Form, 1616 
Amount, 404 
Bondsmen’s liability, 408 
Corporate requirements, 402 
Defined, 401 
Nature, 403 
Personal, 405 
Statutory requirements, 492 
Surety company, 406 
Termination, 410 
By-laws, 255, 377-381 
Forms, 1472 
Corporate funds, 377, 415-419 
Criminal act by, 398 
Duties, 
As agent, 393 
Assumption of office, 
382 
Auditing of books, 383 
Corporate funds, 377, 415 
Faulty performance, 395 
Responsible for books of accounts, 
381 
Signature on certificates of stock, 392 
Specified in by-laws, 255, 377-381 
Supplemented by resolutions of directors, 
381 
Faulty performance of duty, 395 
Illegal acts, 398 
Liability, 393-400 
Corporate funds, 416 
To whom liable, 393 
Neglect of duty, 394 
Newly elected, 381 
Payment of dividends by, 423 
Powers, 377-385 
Relations to, 
Auditor, or comptroller, 389 
Directors, 385 
Finance committee, 387 
President, 391 
Secretary, 391 
Stockholders, 385 
Report, 
Form, 1629 
Directors, 412 
Stockholders, 413 
Resignation, 
Form, 1581 
Retiring, 382 
Treasury stock shold not be assigned to, 
107 
Unauthorized acts, 396 


procedure for, 
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TREASURY BoNDs, 
Defined, 1186 
Held in sinking fund, 1241 
Interest, 1208 
Unissued sometimes called, 1185 
TREASURY STOCK, I04-I10 
Account, ITor 
Accounting, t1@I-1112 
Entries for donated stock, 1108-1112 
Entries for purchase, 1102, 1104 
Entries for sale, 1103, 1105 
Acquisition of, 105, 322 
By-laws, 226 
Contingent profit on purchase, 1102 
Defined, 84, 1101 
Dividends, 433, 441 
Donated, 
Accounting treatment, 1106-1112, 1162, 
Reasons for, 1166 [1179 
Stock account, 1108 
Fisil-paid stock, 104 
Issued, 104 
Legal status of, 109 
No-par value, 1125 
Repurchased, accounting, I10I-1105 
Stock of other corporations, 109 
Stock of other corporations not, 1136 
Subscription account, 1077 
Transfer of, 107, 302 
Unissued a misnomer for, 104 
Trust AGREEMENT (See ‘‘Deed of Trust’’) 
Trust Funps, 
Hospital Accounts, 1130 
Nature of, 1225 
TRUSTEES, 
Acceptance of subscription, 35 
Bond certificate, 
Form, 1623 
Deeds of trust, 615 
Directors as, 148 
Express trusts, 548-551 
Legal functions, 533 
Who may be, 534 
Precorporate contracts, 48 
Sinking funds, 657, 1236 
Accounts of, 1245 
Stock transfer by, 315, 317, 320 
Stock transferred to and by unincorporated 
Votes, 135 [body, 322 
Trusts (See also ‘Express Trusts’’) 
Harmful, 
Taxation no remedy against, 22 
Succeeded by holding company, 590 
TURNOVER, 
Affecting working capital, 701 
Defined, 701 
Rate of, 702-705, 955 
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ULTRA VirEs Acts, 185 
UNCERTAIN ENTERPRISES, 
Capitalization of, 74 
UNDERWRITING, 
Advantages, 838 
Agreements, 40, 842, 1172 
Banking arrangements, 839 
Commissions, 844, 1174, 1179 
Community of interests between houses, 
Expenses, 1174 [840 
Origin, 837 
Plans, 
American Woolen Company, 847 
United States Realty and Construction 
Company, 845 
United States Shipbuilding Company, 
846 
Speculative, 845 
Syndicate, 823, 839 
For reorganization, 1023 
Manager, 844 
UNDIVIDED Prorits (See ‘‘Profit’’) 
UNITED STATES CONSTITUTION, 
Corporations not citizens under, 51 
UNITED STATES EXPRESS COMPANY, 
Dissolution of, 1002 
UNITED STATES REALTY AND CONSTRUCTION 
CoMPANY, 
Underwriting syndicate, 845 
UNITED STATES SHIPBUILDING COMPANY, 
Exploitation of, 971 
Underwriting syndicate, 846 
UNITED STATES STEEL CORPORATION, 
Incorporation of, 176 
UNLOADING, 975 


Vv 
VACANCIES, 
Board of directors, 154, 238 
Officers, 259 
VALUATION, 


Capitalization, 676 
Good-will, 678-681, 1166 
Inventories, cost or market, 870 
Property, mortgage ratio, 627 
Revaluation, 911 
Stock, 
No-par value, 130, 1114 
Subsidiary corporations, 1136 
VERTICAL TRUST OR COMBINE, 737 
VICE-PRESIDENTS, I2 
By-laws, 
Forms, 1471 
Presiding officers, 253 


INDEX 


VotuntTarRy AssOcIATION (See ‘‘Express 
Trusts’) 
VOTING, 

Administrators, 135 

By ballot, 346 

By-laws, 231 

By proxy, 135, 233, 342 
Directors may not, 364 

California provides no preference, 96 

Certified list of stockholders, 231 

Corporation cannot vote, 348 

Cumulative, 202, 349, 487 

Election of officers, 366 

Executors, 135 

Face value of stock as affecting, 80, 85 

Injunction aginst stockholders, 348 

Method of casting votes, 134 

Methods at annual meeting, 347 

Minority interests, 202, 487 

Partnerships incorporated, 506 

Preferred stock rights to, 88, 90, 95, 601, 
602, 608 

Stock as voting and non-voting classes, 203 

Stockholders’ rights, 133 

Trustees, 135 

What constitutes majority votes, 347 

Who is entitled to vote, 343, 347 


VotTinG Trust, 


Agreements, 
Form, 1517 
As a minority protection, 490 
Defined, 467 
Dissolution, 470 
Dividends, 470 
Illegal, 472 
Object, 468 
Organization, 469 
Preservation of agreed status by means of 
506 
Restriction of sale of stock, 472 
Stabilizes management, 197 
Statutory laws, 470 
Stock, 470 
Stock certificate, 
Form, 1491 
Stock transfer liable to tax, 327 
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WAIVER OF NOTICE, 
First stockholders’ meeting, 268, 272 
WAIVER OF NOTICE OF ASSESSMENT, 
Form, 1503 
WAREHOUSE RECEIPTS, 
As collateral, 863 
WarRANTS, 
Stock rights, 805 
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WATERED STOCK, 85, 99 
WEBB-POMERENE Law, 590 
WEsT VIRGINIA, 
Incorporation in, 56” 
WESTINGHOUSE ELECTRIC AND MANUFAC- 
TURING COMPANY, 
Reorganization, 688-691 
WitTHouT PAR VALUE (See “‘No-Par Value’’) 
Women, 
Married, 
Signature on stock certificate, 317 
Stock ownership rights, 315, 441 
WorKING CAPITAL, 
Defined, 687, 697 
Donated stock, 1107 
Account, 1108 


WorkInG Capitat—Continued 

Factors affecting, 697-707 
Credit, 708 
Discounts, 705 
Long term manufacture, 698 
Terms of purchase, 705 
Terms of sale, 708 
Time element, 699 
Turnover, 701 

Lack of, a cause of insolvency, 995 

Requirements, 691-693, 697-719 
Foreign trade, 708 
Instalment business, 709-713 
Liquidity of assets, 713 
Month-to-month, 718 
Ratio, 949 

Seasonal trades, 717 
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Publications of The Ronald Press Company 


MANAGEMENT 


AND ADMINISTRATION 
IN MANUFACTURING INDUSTRIES 


A useful journal for manufacturers. Covers all 
essential problems of profitable manufacturing 
under highly competitive conditions. Articles 
are written for practical managers by men with 
practical experience. Materialis not popular- 
ized, not inspirational, but consists of actual 


cases with actual results, organized where 
possible into tables, charts, and diagrams. 
Meets standards of progressive establishments. 
Users need not be technically trained. Monthly, 
50c per copy, $5.00 per year, domestic or foreign. 
Sample copy on request. 


BOOK PUBLICATIONS 


REFERENCE AND EDUCATIONAL 


(A Year Book containing a subject index to the information presented 
in these volumes will be sent on request.) 


Affelder. CONTRACTORS’ ACCOUNT- 
ING PRACTICE. Embraces the whole field 
of construction accounting for small and large 
contracting firms, with owners’ and archi- 
tect’s records. 386 pp. $5.00. 


Alford (Editor). MANAGEMENT'S HAND- 
BOOK. Practical information completely 
covering management in manufacturing com- 
panies of production, financial, marketing, 
and interrelated activities. 32 sections con- 
tributed by 35 authorities. 1607 pp. $7.50. 


American Bankers Association. SCHOOL 
SAVINGS BANKING. The method ap- 
proved by the Savings Bank Division of the 
American Bankers Association, for installing 
and operating asystem. 174pp. $1.25. 


American Engineering Council. _INDUS- 
TRIAL COAL—PURCHASE, DELIVERY, 
AND STORAGE. Report of nation-wide in- 
vestigation by eminent engineers into prac- 
tical methods of purchasing, delivery, and 
oe of coal for industrial use. 419 pp. 

5.00. 


Associated Knit Underwear Manufacturers 
of America. COST CONTROL FOR 
KNIT UNDERWEAR FACTORIES. Spe- 
cific formulation of procedure based on a 5 
years’ investigation throughout the industry. 
259 pp. $5.00. 


Babb. BUSINESS LAW. Elementary text- 
book, sound in law, well arranged, an 
written in simple language. Hundreds of 
cases definitely cited. 489 pp. $1.75. 


Bacas. AUDITING PRACTICE SET. Prac- 
tice material to illustrate procedure in 
making an actual audit, preparation of work- 
ing papers and finished report. To be used 
with ‘Auditing Principles,’’ by Montgomery 
and Staub. $2.00. 


Baker. THE PREPARATION OF RE- 
PORTS—ENGINEERING, SCIENTIFIC, 
ADMINISTRATIVE. Report writing for 
engineers, scientists, industrial and commer- 
Re executives, and research workers. 468 pp. 

3.50 


Belding. BUSINESS CORRESPONDENCE 
AND PROCEDURE. A brief textbook in 
letter-writing which makes real to high school 
students the viewpoint of the business world. 
383 pp. $1.40. 


Bell. ACCOUNTANTS’ REPORTS. The 
best professional practice in form and method 
of presentation. Over 70 typical statements. 
For private as well as public accountants. 
386 pp. $6.00. 


Bliss. FINANCIAL AND OPERATING 
RATIOS IN MANAGEMENT. Shows how 
to use 18 such ratios and turnovers, and 
presents for comparison statistical compila- 
tions of standard ratios for 43 industries. 
396 pp. $6.00. 


Bliss.) MANAGEMENT THROUGH AC- 
COUNTS. A thorough practical discussion 
of co-ordinating the accounting methods and 
policies of a business organization with the 
requirements of executive management. For 
Set accountants and managers. 851 pp. 

6,00. 
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Bloomfield. LABOR MAINTENANCE. A 
handbook of industrial service work embody- 
ing the procedure of well-known concerns. 
530 pp. $5.00. 


Boettiger. EMPLOYEE WELFARE WORK. 
A systematic study. Examples of success 
here and abroad and historical account from 
medieval guilds to the present. 301 pp. $2.50. 


Brewster. LEGAL ASPECTS OF CREDIT. 
Law of sales and creditors’ rights and reme- 
dies, and procedure to recover funds on in- 
volved accounts. Includes principles of credit 
granting. 549 pp. $5.00. 


Brisco. RETAIL SALESMANSHIP. A high- 
school textbook. Vol. I—Basic principles 
in simple terms. Vol. II—A Source Book of 
readings, provides a background. Vol. I, 
“Retail Salesmanship.’”” 278 pp. $1.50. 
Vol. II, ‘Source Book.” 352 pp. $2.00. 


Brown. EXPORT ADVERTISING. Or- 
ganization and operation of advertising de- 
partments of concerns in foreign trade. 
Specific details with charts and forms. 342 
pp. $4.00. 


Burdick. ADVERTISING TO RETAILERS. 
Covers advertising by manufacturer to retail 
trade to win co-operation in marketing. 308 
pp. $3.50. 


Burnham. BUILDING YOUR OWN BUSI- 
NESS. How to start; discovery and test of 
idea; planning, organizing, financing, and 
operating. Unvarnished records of over 50 
successes, with details. 282 pp. $2.75. 


Cartmell. STORES AND MATERIALS 
CONTROL. Subject treated in full from 
viewpoint of production executive, including 
procurement by manufacturing and by pur- 
chase. 459 pp. $4.50. 


Chapman. FISCAL FUNCTIONS OF THE 
FEDERAL RESERVE BANKS. U. S. 
Treasury operations through the Reserve 
Banks, including funding of government’s 
floating debt and transfer of funds. 213 pp. 
$2.50. 


Clapp-Lee. LANGUAGE FOR MEN OF 
AFFAIRS. Vol. I—Practical training for 
improving command of language in conversa- 
tion and public speaking. Vol. Il—Analysis 
of working principles governing all writing 
required of men in business and professional 
life. Vol. I, “Talking Business,’’ 526 *pp. 
ok Vol. II, ““Business Writing,’ 611 pp. 

4.00. 


Clark. THE GANTT CHART. Important 
new type of graphic chart for management 
and control. 157 pp. $2.50. 


Clemen. THE AMERICAN LIVESTOCK 
AND MEAT INDUSTRY. ‘Complete ac- 
count. Colonial conditions: growth of 
Chicago plants; refrigeration; chemistry and 
by-products; operating methods; stock rais- 
ing and marketing; labor relations, federal 
regulation. 872 pp. $6.00. 


Cole. COST ACCOUNTING FOR INSTI- 
TUTIONS. A comprehensive system for 
hospitals, hotels, schools, and other public 
and private institutions. 248 pp. $3.50. 


Conyngton (H. R.). FINANCING AN 
ENTERPRISE. A practical guide in secur- 
ing capital for enterprises large or small, 
3 vols., 667 pp. $7.00. 


Conyngton (T.). BUSINESS LAW. For 
everyday use of business men. Includes 
1,000 questions from C. P. A. and other 
examinations and 79 legal forms. 842 pp. 


$6.00 


Conyngton (T.)-Bergh. BUSINESS LAW. 
A textbook for schools of business, presenting 
more briefly for students main topics of 
Conyngton’s “‘Business Law.”’ 431 pp. $3.00. 


Conyngton (T.)—Bennett-Pinkerton. COR- 
PORATION PROCEDURE. Standard man- 
ual of the legal, financial, and accounting 
procedure involved in organization and 
management of corporations. 1689 pp. 
$10.00. 


Conyngton (T.)—-Knapp-Pinkerton- 
WILLS, ESTATES, AND TRUSTS. A 
manual of law, accounting, and procedure for 
executors, administrators, and trustees in 
a wills and settling estates. 825 pp. 

6.00. 


Cook. FINANCING EXPORTS AND IM- 
PORTS. Covers foreign trade financing 
methods from standpoint of banker and 
foreign trade merchant. 218 pp. $2.50. 


Cooke. PUBLIC UTILITY REGULATION. 
Present-day problems of state control of 
power and light, transit, gas, water, and tele- 
phones, discussed by 17 leading experts. 
310 pp. $3.25. 


Cowdrick. INDUSTRIAL HISTORY OF 
THE UNITED STATES. A general history 
in terms of economic, business, and labor 
factors. Particular attention to recent con- 
ditions. 414 pp. $2.75. 


Daggett. THE HISTORY OF THE SOUTH- 
ERN PACIFIC. Building the system; 
Huntington, Stanford, and associates; financ- 
ing; reorganizations; relations with govern- 
ment; transcontinental rate structure; Har- 
timan control; divorce from Union Pacific. 
470 pp. $5.00. 


de Haas. FOREIGN TRADE ORGANIZA- 
TION. A comprehensive description of 
institutions and methods of international 
trade the world over. Useful bibliography. 
378 pp. $3.00. 


Dewey-Shugrue. BANKING AND CREDIT. 
Thorough discussion from viewpoint of busi- 


ness men dealing with banks. 506 pp. 
$3.00. cee 


Dewing. CORPORATION FINANCE. Col- 
— Sy ata ae on the author’s ‘“‘Finan- 
cial Policy o orporations,”’ S 
page.) 457 pp. $2.75, Osc 
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Dewing. THE FINANCIAL POLICY OF 
CORPORATIONS. Exhaustive treatment 
of financial structure and problems. Cita- 
tions and commentaries illustrating every 
point from experience of railroads, utilities, 
and industrials. 5 vols., 953 pp. $12.00. 


Dickinson. ACCOUNTING PRACTICE 
AND PROCEDURE. Special points in ad- 
vanced accounting; corporation accounting 
and finance; cost work; responsibility of ac- 
countant in public practice. 309 pp. $4.00. 


Dohr. COST ACCOUNTING THEORY 
AND PRACTICE. This work co-ordinates 
cost work with general accounting. Stress 
on purposes and form of cost records, and 
their use by management. 631 pp. $4.00. 


Dolch. MANUAL OF BUSINESS LETTER 
WRITING. A concise office desk book for 
quick reference. Definite suggestions. 100 
sample letters illustrate layout, wording, and 
spirit. Practice Material. 357 pp. $2.50. 


Dooley. APPLIED SCIENCE FOR METAL 
AND WOOD WORKERS. For vocational 
training classes, and apprentices and shop 
workers. 559 pp. 


Douglas. MERCHANDISING STUDIES 
OF THE STATES. Illustrates a method of 
merchandising investigation through analysis 
of topography, climate, and spirit of the 
people. 178 pp. $2.00. 


Droppers. OUTLINES OF ECONOMIC 
HISTORY IN THE NINETEENTH CEN- 
TURY. Concise review of European and 
American development in a definite historical 
period. 286 pp. $2.50. 


Edgerton-Bartholomew. BUSINESS 
MATHEMATICS. A textbook covering the 
simpler calculations required in ordinary 
business practice. 305 pp. $2.00. 


Eggleston. MUNICIPAL ACCOUNTING. 
For large and small cities. Based on New 
York City methods. 456 pp. $5.00. 


Esquerre. APPLIED THEORY OF AC- 
COUNTS. Application of sound theory to 
everyday accounting problems, including ac- 
count classification, financial statements, 
partnership and corporation accounting. 
575 pp. $5.00. 


Esquerré. PRACTICAL ACCOUNTING 
PROBLEMS. For preparation for examina- 
tions or practice work. Part I contains 20, 
and Part II, 30 problems. Facsimile type- 
written form showing presentation. Part I, 
353 pp., $10.00. Part II, 356 pp., $10.00. 


Farnham. AMERICA vs. EUROPE IN 
INDUSTRY. Detailed comparison of for- 
eign and domestic business methods; admin- 
istrative and executive control, factory build- 
ings, machines, labor; shop government; 
profit-sharing. 492 pp. $4.00. 


Ferris-Collins. SALESMANSHIP. A thor- 
ough and logically organized discussion, 
MS present-day conditions. 414 pp. 


Fordham-Tingley. ORGANIZATION AND 
BUDGETARY CONTROL IN MANU- 
FACTURING. Essential principles and 
detailed methods for successful operation un- 
der a budget plan. From viewpoint of operat- 
ing executives. 233 pp. $3.50. 


Galloway. | OFFICE MANAGEMENT. 
Analysis of conditions, standardization, con- 
trol of personnel and production in depart- 
ments of purchasing, sales, traffic, credit, 
advertising, accounting; labor-saving de- 
vices, wage plans. 701 pp. $3.00. 


Galster. THE LABOR MOVEMENT IN 
THE SHOE INDUSTRY. Describes devel- 
opment and activities of national organiza- 
tion in shoe industry. 237 pp. $2.00. 


Gardner. EFFECTIVE BUSINESS LET- 
TERS. Definite instructions, ranging from 
details of form to general principles of 
structure and tone. 376 pp. $2.00. 


Gardner. NEW COLLECTION METH- 
ODS. Retail, department store, profes- 
sional, wholesale, mail-order, and instalment 
collections. Credit and collection depart- 
ment organization, and procedure. Suc- 
cessful collection letters. 467 pp. $4.00. 


Goldman. STOCK EXCHANGE LAW. 
Rights and duties of broker and_customer. 
Significant cases cited. New York and 
Federal statutes, and Stock Exchange rules 
and regulations. 497 pp. $5.00. 


Gowin. DEVELOPING EXECUTIVE 
ABILITY. How to plan the day’s work 
effectively; practical short-cuts; mechanical 
aids; habits that develop initiative and rea- 
soning power. 486 pp. $3.00. 


Greeley. BUSINESS ACCOUNTING. A 
reading course prepared by leading account- 
ants and educators for home study, offering 
working knowledge of principles, structure, 
and operation of accounts. Edited by Har- 
old Dudley Greeley. Vol. I, “Theory of 
Accounts”; II, ‘Constructive _Account- 
ing"; III, ‘‘Cost Accounting’; IV, ‘Ad- 
vanced and Analytical Accounting’'; V, 
“Tlustrative Accounting Problems’’; “‘ Read- 
ing Guide” outlining method of study. 2458 
pp. $14.00. 


Haney. THE BUSINESS OF RAILWAY 
TRANSPORTATION. A _ discussion of 
railway transportation as a business, mainly 
from the standpoint, of the shipper. 613, pp. 
$4.00. : 
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Himmelblau. COMPLETE. ACCOUNT- 
ING COURSE. Prepared by members of 
faculty of Northwestern University. Edited 
by David Himmelblau, Professor of Account- 
ing. Presentation combines questions, 
problems, and solutions with successive di- 
visions of text material. Parts I, II, and III 
cover first, second, and third year’s work 
respectively, each Part in 2 Units. Part I, 
Units I and II. $2.50 each. Practice sets 
for respective Units, $1.50 each. Publica- 
tion dates and prices of Parts II and III to 
be announced. 


Hudders. INDEXING AND- FILING. A 
complete standard practice manual describ- 
ing all details of filing work. 292 pp. $4.00. 


Ignatius. THE FINANCING OF PUB- 
LIC SERVICE CORPORATIONS. Part 
I, Public service corporations and regulation; 
Part II, Stock issues and dividends; Part III, 
Funded debt; Part IV, Capitalization. 508 
pp. $5.00. 


Ivey. PRINCIPLES OF MARKETING. 
Discusses basic problems, changing rela- 
tions of manufacturers, wholesalers, and re- 
tailers, and present tendencies to combina- 
tion and specialization. 351 pp. $3.00. 


Jones (A. F.). LUMBER MANUFACTUR- 
ING ACCOUNTS. From logging to sawed 


lumber. 112 pp. $3.00. 
Jones (C. T.).. TEACHING BUSINESS 
SUBJECTS IN THE SECONDARY 


SCHOOL. A survey by 18 leading business 
instructors. 307 pp. $2.50. 


Jordan-Harris. COST ACCOUNTING 
PRINCIPLES AND PRACTICE. A stand- 
ard work treating the entire flow of cost pro- 
cedure and managerial uses of cost data. 
550 pp. $4.00. 


Keir. INDUSTRIAL ORGANIZATION. 
The natural resources of the United States, 
and their influence on its economic organi- 


zation. A survey for students. 421 pp. 
$2.75. 
Keir. MANUFACTURING INDUSTRIES 


IN AMERICA. The history of six basic 
industries—iron and _ steel, cotton, wool, 
leather, and paper—and a number of smaller 
ones. 324 pp. $3.00. 


Kelly. TRAINING INDUSTRIAL WORK- 
ERS. Discusses national and state aid for 
vocational education; technical secondary 
schools; vestibule training; apprenticeship, 
training minor executives and foremen; 
transfers and promotion; factory surveys. 
437 pp. $5.00. 


Kennard. THE _EDUCATIONAL DI- 
RECTOR IN THE RETAIL’ STORE. 
Problems of employee training in modern 
stores. Work of the director’ as regards 
salespeople, the» department, and the or- 
ganization. 219 pp. $1.50.. 


Kennard. MERCHANDISE MANUALS - 
For use in stores and schools, each volume 
covers a line of merchandise handled in 
retail stores—history, manufacture, classi- 
fication, quality, and selling points.. Indi- 
vidual volumes are: ‘‘Cotton and_ Linen,” 
Thompson; ‘Glass & Glassware,’’ Lehmann 
and Kennard; ‘‘ Housefurnishing,’’ Hutchin- 


son; “Jewelry & Silverware,” Kennard; 
“Leather Goods & Gloves,’’ Lehmann; 
“Millinery,” Aiken; ‘‘Notions,’’ Souder;- 


“Paper and Stationery,’ Lehmann and Ken- 
nard; ‘‘Silk,” Thompson. 9 independent 
volumes, about 250 pp. each. .$1.25 each. = 


Kester. ACCOUNTING: THEORY AND 
PRACTICE. A comprehensive treatment 
of the subject in 3 volumes. Vol. I—Covers. 
fundamental principles, partnership and ele- 
mentary corporation accounting: ‘Vol. II— 
Covers valuation, study of balance sheet, 
depreciation,» consolidations, liquidations. 
Vol. I1I—Shows how principles are applied 
to typical kinds of business. Vol. I, 625 pp., 
$3.00. Vol. II, 800 pp. $4.00. Vol. III, 718 
pp., $5.00. Practice Blank Sets: accom- 

penyne Vol. I, $2.00; accompanying Vol. II, 


Konopak. COST ACCOUNTING FUN- 
DAMENTALS. Introductory ‘volume. pre= 
senting cost accounting from management 
standpoint in perspective so that it-can be 
grasped as a whole. 235 pp. $3.00. “ 


Koopman-Kester. FUNDAMENTALS OF 
ACCOUNTING. Thorough, high-school 
bookkeeping text, developed on eo 
principles. Vol. I, first -principles; Vol. II, 

_. controlling accounts; partnerships; corpo- 
rations; and interrelations of balance sheet 
and profit and loss statement. Vol. I, 496 
pp.; $1.75. (Practice journal and ledger to 
accompany 36 cents.) Vol. II, 525 pp., 
$1.75. (Practice set to accompany, $1.95.) 


Langston. PRACTICAL BANK OPERA- 
TION. Working manual describing in 
full detail all operations of banking-as car- 
tied out in the National City Bank of New 
York. 2 vols., 713 pp. $8.00. 


Langston-Whitney. BANKING PRAC-- 
TICE. Textbook for colleges, based: on = 
“Practical Bank Operation’’ by Langston. 
395 pp. $3.00. 3 


Lee. BUSINESS WRITING. See Clapp 
Lee “Language for Men of Affairs.” 


Lewis. GETTING THE MOST OUT OF 
BUSINESS. Methods and policies of great 
business leaders  and_ organizations. A 
philosophy of business inspiring and sound 
in practice. 515 pp. $3.00. 


Lichtner. PLANNED . CONTROL IN 
MANUFACTURING. Procedure for co- 
ordinating the work of a manufacturing enter- 
prise © through comprehensive ‘planning. 
329 pp. $5.00. ce DRT 
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Lichtner. ‘TIME STUDY , AND JOB 
-ANALYSIS.; What. executives want to 
know about standardizing working methods 
as a basis for control of manufacturing. 
397 pp. $6.00. 


Lough. BUSINESS FINANCE. A dis- 
_ cussion of money. and credit. Fundamentals 
' of financial management; promotion; floating 
"security issues; finance of going concerns; 
oe and reorganizations. 631 pp. 


Lunt. SURETY BONDS. ‘Clear analysis of 
nature of surety instruments, classes of 
“risks, and considerations governing surety 
‘company. 370 pp. $2.50. 


McAdow. MERCANTILE CREDITS. 
Emphasis on the credit man’s skill and 
training rather than on department routine. 


_ 200 pp. $2.00. 
McKinsey. BUDGETARY CONTROL. 
Gives full working procedure for building up 


final reports necessary for positive executive 
control. 474 pp. $4.25. 


McKinsey—Meech. CONTROLLING THE 
FINANCES OF A BUSINESS. Includes 
determination of capital requirements; 

“ gources and devices for securing capital; 
disbursement of capital and distribution of 
profits. 638 pp. $5.00. 


May. STREET RAILWAY ACCOUNT- 
ING. ‘Applicable to either large system or 
small company, in conformity with Inter- 
state Commerce Commission requirements. 

. 454 pp. $5.00. 


Maynard. MARKETING NORTHWEST- 
ERN APPLES. The methods which suc- 
cessfully market a highly specialized crop. 
190 pp. $2.50. 


Maynard-Weidler. AN INTRODUCTION 

“FO BUSINESS. A curvey course, sketch- 
ing the interrelation of business institutions. 
600 pp. $4.00. 


-Meeker: THE WORK OF THE STOCK 

'\ EXCHANGE. Investment transactions, 
‘margin trading, short selling, floor trader and 
‘specialist, odd-lot business, bond market, 
security collateral loan market, and’ Stock 
Exchange Clearing Corporation. 633 pp. 
$5.00. 


Miles. ENGLISH IN BUSINESS. Text- 
book giving the essentials of high-school 
English, letter writing, oral reports, telephone 


conversation, sales talk, and. advertising. 
449 pp. $1.50. 
Montgomery- AUDITING: THEORY 


AND _ PRACTICE. Vol. I—Foundation 
principles, full procedure 1n balance sheet or 
detailed audits, and preparation of state- 
ments, certificates and reports on completion. 
A standard work on business analysis. Vol. 

- I1—Specific procedure in‘audits of over 60 
typical lines of business. Vol. I, 730 pp. 
$6.00. Vol. II, 559 pp., $4.00. 


Montgomery. INCOME TAX PROCE- 
DURE MANUALS. Annual publication cov- 
‘ering the preparation returns item by item, 
considering law, accounting procedure, treas- 
ury rulings, and court decisions, and then 
giving specific advice. 9th annual edition, 
1925. 1898 pp. $12.00. Editions back to 
1918 available. Prices on request. 


Montgomery~Staub. AUDITING 
PRINCIPLES. Textbook for colleges based 
on Montgomery's * Auditing Theory and 
Practice.” 494. pp. $3.50. 


Mucklow. REAL ESTATE ACCOUNTS. 
The special accounting methods required by 
brokers, property owners, or Jand develop- 
ment companies. 357 pp. $5.00. 


Naylor. TRADE ASSOCIATIONS. His- 
tory and fundamental theory; co-operation 
and competition; fair prices; law relating to 
associations; routine; commercial and indus- 
ren Nagle a duties of secretary. 389 pp. 

-00. 


Nicholson-Rohrbach. COST ACCOUNT- 
ING. ,A practitioner’s manual covering fun- 
damental systems; factory routine; deprecia- 
tion; maintenance; overhead; production. 
576 pp. $5.00. 


THE ECONOMICS OF RE- 
TAILING. Discusses consumption; ex- 
penses; salespeople; location and _ rent; 
prices; department stores; chain stores; mail- 
order houses; failure rates and public regula- 
tion. 404 pp. $3.00. 


Nystrom, 


Olson - Hallman. CREDIT MANAGE- 

MENT. A thorough treatment of the sub- 
ject of credits and collections, with special 
emphasis on their relation to management. 


444 pp. $4.50. 


Palmer-Bell. ACCOUNTANTS’ WORK- 
ING PAPERS. il schedules, analyses, 
and papers required in the ordinary audit, 
with many required under special condi- 
tions. 194 pp. $5.00. 


Paton. ACCOUNTING THEORY. Re- 
statement for modern corporate enterprise 
in terms of ‘‘properties” and “equities” 
without reference to “debit,” “credit,” or 
clerical routine. 508 pp. $4.00. 


Radford. THE CONTROL OF QUALITY 
IN MANUFACTURING. Practical meth- 
ods of maintaining positive quality control 
and thereby securing lower costs. 404 pp. 
$5.00. 


Sakolski. THE PRINCIPLES OF INVEST- 
MENT. A practical discussion by an ana- 
lyst of experience covering the whole field, 

’ treating commercial paper, real estate mort- 
gages, bonds and stock, as well as the ma- 
chinery of investment. 565 pp. $4.50. 
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Saliers (Editor) ACCOUNTANTS’ 
HANDBOOK. Reference manual giving in 
highly condensed form basic information cov- 
ering entire range of accepted practice and 
related subjects. 33 sections—law, math- 
ematics, corporations, financial statements, 
valuation, depreciation, finance, credits, etc. 
1675 pp. $7.50. 


Saliers. DEPRECIATION: PRINCI- 
PLES AND APPLICATIONS. | Exhaus- 
tive discussion from the accounting view- 
point, as regards both balance sheet valuation 
and operating requirements. 590 pp. $5.00. 


Savage. INDUSTRIAL UNIONISM IN 
AMERICA. A study of the trend of labor 
organization. 344 pp. $2.25. 


Savay. PRINCIPLES OF FOREIGN 
TRADE. Law; policies; government ma- 
chinery; training representatives, technicali- 
ties of packing, shipping, customs, insurance 
and collection. 495 pp. $4.00 


Scholfield. FILING DEPARTMENT OP- 
ERATION AND CONTROL. Compre- 
hensive study of the problems relating to 
filing from the viewpoint of the responsible 
executive. 318 pp. $3.00. 


Scott-Hayes. SCIENCE AND COMMON 
SENSE IN WORKING -WITH MEN. 
Science as an aid in employment. Discusses 
tests of capacity and skill; workers’ motives; 


and creation of opportunities. 154 pp. 
$2.00. 
Scovell, INTEREST AS A COST. Crit- 


ically examines every argument for and 
against the treatment of interest on invest- 
ment asacost. 254pp. $2.50. 


Shefferman. EMPLOYMENT METHODS. 
Deals with practical work of employment 
ERE in factory, office, or store. 573 pp. 

5.00. 


Simonds. BUSINESS FUNDAMENTALS. 
Methods by which American leaders in 
finance and business have conducted their 
enterprises, formulated in 100 principles. 
221 pp. $2.25. 


Simons. _PERSONNEL RELATIONS IN 
INDUSTRY. An introductory survey and 
ay eae to study in its field. 341 pp. 

-00. 


Sprague. EXTENDED BOND TABLES. 
Bond yields and prices, normal and effective 
rates. Carried out to 8 decimal places. 
233 pp. $10.00. 


THE PHILOSOPHY OF AC- 
- _An accounting classic dealing 
183 pp. $2.50. 


Sprague. 
COUN 


with the logic of the subject. 


Sprague-Perrine. THE ACCOUNTANCY 
OF INVESTMENT. All calculations for 
annuities, sinking funds, simple and com- 
pound interest, bond valuations, amortiza- 
tion schedules, loans, mortgages, etc., with 
illustrative problems. 371 pp. $5.00. 


Stockwell. HOW TO READ A FINANCIAL 
STATEMENT. Deals with balance sheets 
as actually issued by business firms and cor- 
porations. Adapted especially to needs of 
en men, bankers and investors. 443 pp. 

4.50. 


Taylor (F. M.). PRINCIPLES OF ECO- 
NOMICS. The fundamental theory of the 
subject. 587 pp. $3.00. 


Taylor (P. S.). THE SAILORS’ UNION 
OF THE PACIFIC. Based on records of 
government bodies, ship-owners’ associa- 
tions, and unions. 188 pp. $2.50. 


Tipper. HUMAN FACTORS IN INDUS- 
TRY. Discussion of background, psy- 
chology, and conditions of present-day in- 
dustrial society. 280 pp. $2.00. 


Tipper - Hotchkiss - Hollingworth - Par - 
sons. THE PRINCIPLES OF ADVER- 
TISING. A comprehensive work covering 
advertising economics; market analysis; 
planning campaigns; choosing media; pre- 
paring copy; designing display; organiza- 
tion of advertising work. 480 pp. $4.50. 


Todman. WALL STREET ACCOUNTING. 
Accounting and auditing procedure of stock, 
cotton, and produce exchange brokers. 352 
pp. $6.00. 


Trottman. HISTORY OF THE UNION 
PACIFIC. The first transcontinental rail- 
road—a vivid and detailed account of its 
construction, exploitation, receivership, and 
rehabilitation. 412 pp. 


Wade. SCALES AND WEIGHING: THEIR 
INDUSTRIAL APPLICATIONS. Weigh- 
ing machinery of all types, especially as ap- 
plied to business and manufacturing opera- 


tions. 473 pp. $6.00. 
Walter. THE RETAIL CHARGE AC- 
COUNT. Credit methods of leading retail 


stores described by the heads of 16 credit 
departments. 264 pp. $3.00. 


Walton - Finney. MATHEMATICS OF 
ACCOUNTING AND FINANCE. Deals 
with more advanced problems of business 
than the ordinary business arithmetic. Covers 
all mathematics required by accountant and 
financial man. 274 pp. $4.00. 


Ward. AMERICAN COMMERCIAL 
CREDITS. The commercial letter of 
credit, from legal and financial standpoints. 
278 pp. $2.50. 
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Westerfield. BANKING PRINCIPLES AND 
PRACTICE. A standard treatise covering 
the entire subject. Modern banking theory 
and practice explained in detail; money and 
credit; national and state systems; internal 
bank organization and operation, foreign 
exchange. 5 volumes. 1370 pp. $12.00. 


Westerfield. BANKING PRINCIPLES AND 
PRACTICE. A college text based upon 
Sp ae larger work (see above). 849 pp. 

4.50. 


Whitehead. PRINCIPLES OF SALES- 
MANSHIP. A practical manual. The 
selling talk; the approach and interview; 
winning good-will; cultivating the character- 
ae of the successful salesman. 378 pp. 


Wilder - Buell. PUBLICITY. Comprehen- 
sive discussion of the means by which or- 
ganizations or movements can win favorable 
public attention. 271 pp. S275" 


Wilkes - York - Terrill. ELEMENTARY 
TRAINING FOR BUSINESS. Textbook 
for high schools and continuation schools, 
covering in sequence the work of typical 
office positions. Extensive practice material. 
353 pp. $1.60. Practice set, $1.80. 


Willis.) THE FEDERAL RESERVE SYS- 

TEM. Complete first-hand account. Pas- 
sage of the Act; organization of the system; 
political and other influences; critical study 
of workings to date. 1765 pp. $10.00. 


Willis-Byers. PORTLAND CEMENT 
PRICES. Detailed analysis of what deter- 


mines current prices and price levels in the 
Portland cement industry. 123 pp. $1.25. 


Woodbridge. ELEMENTS OF ACCOUNT- 
ING. A college text for students taking 
only one year of the subject, stressing its 
relations to economics. 450 pp. $3.50. 


Woods. UNIFIED ACCOUNTING METH- 
ODS FOR INDUSTRIALS. Full working 
details for bringing accounting figures © 
manufacturing concerns into well-organized, 
summarized form enabling positive control. 
484 pp. $6.00. 


York. INTERNATIONAL EXCHANGE, 
Gives thorough grounding in principles an 
illustrates in detail practical methods of for- 
eign trade financing. 600 pp. $5.00. 


Young. STATISTICS AS APPLIED IN 
BUSINESS. A thorough discussion of sta- 
tistical methods, giving the procedure for 
building up and_ directing a statistical de- 
partment in a business concern, 675 pp. $5.00. 


RONOGRAPH LIBRARY 


Handy reference manuals, 5 x 7 inches in 
size averaging about 100 pages in length. Each 
volume treats intensively one specific topic 
or common problem of business practice, 
thus supplementing the text covering. the 
field in question. $1.25 each, cash with order. 
The titles now available are: 


Ackerman-N euner—Credit Insurance (No. 12) 
‘Altman—Cash Records (No. 20) 
Altman—Recording Sales Transactions (No. 23) 
Bartlett—-Employment Records (No. 30) 
Beach—Twenty Twenty-Minute Lessons 
Bookkeeping (No. 19) 54 
Beardsley—The_ Circular Advertising Depart- 
ment (No. 22) 
Blackman—Business Mail (No. 3) 
Brewster—Analyzing Credit Risks (No. 6) 
‘Brewster—Bankruptcy (No, 29) 
Brown—Statistical Typewriting (No. 14) 
Dulin—Collection Letters (No. 2) 
Dulin—Credit Letters (No. 1) 
Fitting—Report Writing (No. 9) 
Flaherty—How to Use the Dictionary (No. 18) 
Gaines—-The Art of Investment (No. 15) 
Galloway—Organizing the Stenographic Depart- 
ment (No, 8) 


in 


Galston—Security Syndicate Operations (No. 


33) 
Giles—500 Answers to Sales Objections (No. 5) 
Greeley—Estate Accounting (No. 24) 
Grifiss—The New York Call Money Market 
(No. 32) : : 
Hallman—Organizing the Credit Department 
(No. 27) Mu 
Kester—Depreciation (No. 28) 
Lord—A Plan for Self-Management (No. 34) 
McHale —Spanish and English Commercial 
Vocabulary (No. 36) 
Nicholson—Profitable Management (Ne. 10) 
Parker—Office Etiquette for Business Women 
(No. 31) ; : 
Patterson—Borrowing from Your Bank (No. 17) 
Pinkerton—Accounting for Surplus (No. 21) 
Sakolski—Elements of Bond Investment (No. 7) 
Scammell—Use of the Telephone in Business 
(No. oe ; . 
Scott—Influencing Men in Business (No. 13) 
Shidle—Finding Your Job (No. 11) 
Swindell—Newspaper Accounting (No. 16) 
Waldron—Simplified Factory Accounting and 
Routing (No. 35) 
Wallace—Filing Methods (No. 4) 


THE RONALD PRESS COMPANY 
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